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PREFACE 


The title, The Economics of Public Utility Regulation, suggests the scope 
of the present undertaking. The economic objectives, the economic aspects, 
and the economic consequences of regulation constitute the focus of atten- 
tion, and guide both the selection of topics for consideration and their dis- 
cussion. Limitations of space have prevented a consideration of all regula- 
tory agencies, of all public utilities, or of all the problems of regulation. The 
more active state public service commissions, the Securities and Exchange 
Commission, and the Federal Power Commission, and the federal, rather 
than the state, courts have provided most of the materials for this study. 
The electric, gas, telephone, and water utilities have been the objects of chief 
public concern and have given rise to the more compelling occasions for the 
exercise of governmental control; the transportation services present distinct 
problems that have made it inexpedient to treat those aspects of control 
which are peculiar to these services. 

Following a consideration of the legal basis of regulation, the economic 
characteristics of public utilities, and the nature and organization of regula- 
tory agencies, the discussion concentrates on certain critical regulatory prob- 
lems — the control of rates, pricing problems, the determination of the rate 
base, operating expenses, security issues and capitalizations, and intercorpo- 
rate relations; the regulation of service, franchises, accounting, hydroelectric 
developments, and the interstate transmission of electricity and gas are dealt 
with more briefly. Municipal ownership and operation are considered in re- 
lation to the newer forms of public ownership — the public utility districts, 
the power co-operatives, and the federal projects; and the relation of the vari- 
ous forms of public ownership to the regulation of privately owned utilities 
is recognized. Although the work is primarily concerned with the economic 
phases of regulation, no attempt is made to express a strictly quantitative 
judgment of the effect of this or that policy on the public utility industries; 
indeed, such an attempt would be futile where many dynamic factors — the 
growth of communities, the rise and decline of industries, changes in con- 
sumers’ habits, rising and falling standards of living, and other manifesta- 
tions of the business cycle — have far outweighed the significance of regula- 
tion in conditioning the progress of these industries. 

,, The regulation of public utilities has always been a source of controversy, 
')a battle ground of politics and contentious opinions. These political and 
controversial matters are unavoidable, and in the discussion herein, there is 
no justification for an artificial simplification of the problem to the point 
where the controversy disappears in abstractions or empty generalizations, or 
for a mere balance-sheet presentation of the arguments of opposing interests. 
In the following pages there has been no attempt to evade judgments relative 
to controversial issues, but there has also been a conscientious attempt to pre- 
sent the considerations, factual and otherwise, on which each conclusion is 
rested, so that those in dissent may have an adequate basis for weighing any 
conclusion or arriving at a divergent Judgment. 



viii PREFACE 

It is the author’s conviction that the economics of public utility regulation 
can best be taught to college students on the basis of discussions and reports 
and that the “case method” offers the most promise of developing significant 
class discussions. The present undertaking has, therefore, sought not only to 
produce a textbook that will meet all the needs of the instiuctor who pre- 
fers the conventional methods of teaching, but also to provide the essential 
background materials for the instructor who prefers to pursue the more diffi- 
cult and rewarding case technique. The attainment of this dual objective has 
sometimes dictated a fuller discussion of certain phases of the subject than 
would otherwise be required. 

The book contains the usual tools to enhance its usefulness to the student 
and the specialist. A subject outline of the contents presents the interrelation 
of the parts to the whole. There is a Bibliography which lists some of the 
readily available source materials, the general texts, the case books, and a 
selected list of readings for each chapter; but no cross references are provided 
to parallel chapters in other general texts, for these texts are so prepared 
that even the new student can easily find the corresponding readings. Limi- 
tations of space have confined the bibliography to the more recent and more 
accessible of the monographs and periodical articles. A reference to the list 
of periodicals and the periodical guides will enable the reader to discover 
further articles on any phase of the subject. A Table of Cases follows the 
Bibliography. There is, of course, a Subject Index. 

It is pleasant to record my gratitude for the assistance so generously given 
by numerous friends. My chief obligation is to Professor Winthrop M. Dan- 
iels, who first interested me in the problems of public utility regulation and 
who persuaded me to embark on this undertaking. Mr. Joel B. Dirlam has 
read the entire manuscript; his criticisms have been most valuable, and in 
addition he has supplied helpful suggestions in the preparation of certain 
sections of the work. Professor Emanuel Stein has also read the manuscript 
and offered helpful criticisms. Mr. Richard W. Dittmer has been of particu- 
lar aid in the survey of the state statutes with respect to security regulation, 
intercorporate relations, and public ownership. Messrs. Franklin M. Schultz 
and William R. Hellmu.th, Jr., have assisted in the research and in the as- 
sembling of statistical materials. Mr. John H. Stubbs has cheerfully under- 
taken the laborious ta.sk of verifying all quotations and citations to cases and 
statutes. Others too numerous to name have assisted in the mechanics of pre- 
paring the manuscript for the publisher; their labors have been much appre- 
ciated. 

Irston R. B.xrnes 

1415 Pierson College 
Yale University 
September, 1941 
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CHAPTER I 


THE PUBLIC UTILITY CONCEPT 

I. THE PROBLEM 

What is a Public Utility? Attempts at a general definition of a public 
utility have usually resulted in nothing more than a description of those in- 
dustries that are already recognized as appropriate objects of a particular 
scheme of regulatory control. The concept is legal in its origins and usages, 
but it applies to a combination of economic and social (and perhaps political) 
facts. Those industries are public utilities which are required to render service 
at reasonable and nondiscriminatory prices to all who apply for it. The measure 
of regulation thought necessary to insure universal .service at reasonable prices 
will differ widely from one industry to another, but it characteristically begins 
with prescribing standards of service and price. 

The Procedure in the Designation of Public Utilities. Three stages 
are ordinarily involved in the designation of a business or industry as a pub- 
lic utility. The first step is a mobilization of public opinion in support of a 
program to impose more stringent duties and responsibilities on the industry. 
The first stage may persist for years, and may be accompanied by govern- 
mental investigations into the conduct and activities of the industry and by 
the injection of the issue into political campaigns. The second stage is con- 
cerned with the formal preparation of a program of control and its enactment 
into law by the legislature. This involves a definition of the standards of regu- 
lation, the objectives to be sought, and the selection of the methods and agen- 
cies for administering the controls. Since, under our system of government, 
the will of the legislature is not supreme, the final stage is judicial review: the 
courts interpret the enactments of the legislature, and ultimately decide 
whether the legislation is consonant with constitutional principles as con- 
ceived by the judiciary. 

The Problem. Two questions arise at the very threshold of regulation. What 
are the characteristics — economic, social and legal — which lead legislatures to 
impose the controls characteristic of public utility regulation? And what 
factors explain why courts have been willing to sustain and enforce regulatory 
controls in one industry while refusing to do so with respect to another? 

The decisions of the courts have been couched in terms of the protection 
of constitutional rights: if the regulation was upheld, the business was said 
to be “affected with a public interest” and the regulation was a valid exercise 
of the “police power.” If, on the contrary, the courts found that the business 
was not “affected with a public interest,” the regulation was said to be an 
invalid exercise of the police power, and was held to contravene the due- 
process clause (either the Fifth or Fourteenth Amendment) of the constitu- 
tion. 
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Sixty years of decision and dictum by the Supreme Court went into the 
building of a constitutional test around the concept of business “affected with 
a public interest.” The language of the constitution prohibits a state from 
depriving “any person of life, liberty or property without due process of law.” ^ 
Several intermediate links had to be forged before the due-process clause 
could be successfully invoked to stay state legislation aimed at the correction 
of faults in the economic system: a substantive meaning had to be grafted onto 
the procedural, so that due process came to apply to the thing taken as well as 
to the method of the taking: “rights” — especially freedom of contract and the 
prospect of future income — had to be assimilated to the concept of “property”; 
and the corporation had to become a “person” entitled to protection under the 
due-process clauses.^ 

The American Beginnings — Munn v. Illinois. The American origins of 
the concept of businesses “affected with a public interest” are to be found in 
Mr. Chief Justice Waite’s decision in the case of Munn v. Illinois.^ As one 
response to the pressures of the Granger movement, the Illinois constitution 
of 1870 contained a provision designating grain elevators as public warehouses, 
and in the following year the legislature adopted a statute prescribing the 
maximum charges to be exacted by elevators. Munn and Scott, operators of 
grain elevators in Chicago, charged rates higher than those prescribed by the 
statute (the rates were fixed by agreement among the grain operators of the 
district), and in other respects failed to comply with the law. Having been 
found guilty and fined in the state courts, they appealed to the federal Supreme 
Court, where their attorney argued that the due-process clause required that 
the State of Illinois be denied authority to regulate their business. The argu- 
ment ran to the effect that, interpreted in the light of the common law, the 
due-process clause limited the regulative power of the legislature to businesses 
“affected with a public interest”; Lord Hale’s treatise, De Portibus Maris, was 
cited as the authority on the common law and businesses “affected with a 
public interest”; and since grain elevators were nowhere included in Lord 
Hale’s enumeration of businesses “affected with a public interest,” it was 
argued that the grain elevator was a private business, the regulation of which 
would constitute a taking of property in violation of the due-process clause.^ 

1 Fourteenth Amendment. The Fifth Amendment imposes a similar restraint upon the federal 
government. 

2 See Hamilton, “Affectation with Public Interest,” 39 Yale Law Jour. 1089-1112 {1930) — 
a most illuminating and suggestive analysis of the Supreme Court’s decisions on this subject, 
one to which this treatment is much indebted. 

The evolution of these propositions may be traced in the following cases; The Slaughter House 
Cases, 83 U.S. 36 (1873); Davidson v. Hew Orleans, 96 U.S. 97 (1877); San Mateo County 
V. Southern Pacific Ry., 13 Fed. 722 (C.C.D. Cal., 1882); Union v. Crescent City 

Landing Co., iii U.S. 74^ (1884); Santa Clara County v. Southern Pacific R., 118 U.S. 394, 
404 (1886); Mugler Kansas, 123 U.S, 623 (1887); Chicago, M. & St. P. Ry. v. Minn., 134 
U.S. 418 (1890); Allgeyer v. Louisiana, 165 U.S. 578 (1897); Adair v. U.S., 208 U.S. 161 
(1908). 

3 94 U.S. 113-154 (1877). 

^ Lord Hale’s death came in 1676, and his treatise, De Portibus Maris, was presumably written 
shortly before his death, but the manuscript was not published until 1776. Though there is a 
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The Court could find no objection to the Illinois statutes either as an inter- 
ference with interstate commerce or as a deprivation of private property. Con- 
fining itself to the question of power rather than expediency, the Court held 
that the character of the business was such as to justify regulation by the 
legislature, and that the importance of the grain trade and the strategic posi- 
tion of the elevators with reference to grain movements were sufficient to 
support the assertion of the legislative power; in the language of the opinion, 
“they stand ... in the very ‘gateway of commerce,’ and take toll from all 
who pass.” ^ Regarding the “due-process clause” of the Fourteenth Amend- 
ment historically, Mr. Chief Justice Waite could find therein no basis for 
interpreting price-fixing legislation as effecting an unconstitutional interfer- 
ence with private property. Indeed, it was pointed out that the police power 
had always been exercised to regulate “the use, or even the price of the use, 
of private property” when necessary for the public good. No distinction be- 
tween the regulation of the price of a service and other regulations of the use 
of property was recognized. 

The framing of the “affected-with-a-public-interest” concept was quite for- 
tuitous, for it was in no way essential to the decision reached by the Court. 
With great impartiality, Mr. Chief Justice Waite accepted the argument of- 
fered by the plaintiffs, but gave the decision to the state. As used in the 
opinion, however, the expression was little more than a generalization to 
the effect that under the police power the legislature possessed the power to 
regulate any business in which the whole public had a direct interest; there 
was no attempt to create a technical test of when the legislative power might 
be asserted. The oft-quoted dictum that became precedent runs as follows: 

“This brings us to inquire as to the principles upon which this power of 
regulation rests, in order that we may determine what is within and what 
without its operative effect. Looking, then, to the common law, from whence 
came the right which the Constitution protects, we find that when private 
property is ‘affected with a public interest, it ceases to be juris privati only.’ 
This was .said by Lord Chief Justice Hale more than two hundred years ago, 
in his treatise De Portibus Maris, i Harg. Law Tracts, 78, and has been 
accepted without objection as an essential element in the law of property ever 
since. Property does become clothed with a public interest when used in a 
manner to make it of public consequence, and affect the community at large. 
When, therefore, one devotes his property to a use in which the public has an 
interest, he, in effect, grants to the public an interest in that use, and must 
submit to be controlled by the public for the common good, to the extent of 
the interest he has thus created. He may withdraw his grant by discontinu- 
ing the use; but, so long as he maintains the use, he must submit to the 
control.” ^ 

Thus in Lord Hale’s words of two centuries earlier was found support for 
the proposition that the legislature has the right, under the police power, to 

reference to the treatise in 1837 {Charles Fiver Bridge v. Warren Bridge, 36 U.S. 420), the 
phrase, “affected with a public interest,” does not become current until the argument of the 
Mtinn case in 1876. 

"'940.5.113,132. ^ Ibid,, 1Z5-126, 
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regulate any business in which the public has an essential interest. This liberal 
construction of the police power was challenged by Mr, Justice Field, who 
found in die asserted power to regulate price a real deprivation of property 
contrary to the constitutional rights of private property. In dissenting, he ar- 
gued that the exercise of the police power should be confined to securing the 
“peace, good order, safety, and health of the community.” ^ 

The next thirty-seven years were occupied with the germination of the 
public-interest concept; and although its development was unexciting, oppor- 
tunities were presented for the extension of its roots deep into the American 
legal tradition. Although the recognition of the right to regulate grain ele- 
vators had been predicated upon their strategic position in the Chicago area, 
the precedent, once established, sanctioned the extension of regulatory con- 
trol over other elevators not enjoying similar monopoly advantages.® The 
regulation of railroad rates was before the Court at the time that Munn v. 
Illinois was under consideration.® The economic necessities for the regulation 
of railroads were compelling: extravagant rates, personal and local dis- 
criminations, and indifference to the desires of the public had made the rail- 
road problem notorious. Though it was possible to find precedents for rail- 
road regulation in the English law relating to “common carriers” or in the 
doctrine that the privileges conferred on the railroads by the governments 
implied a contractual right to follow privileges with regulation, the Court 
chose to use the public-interest doctrine to uphold these controls.'^" 

From Property to Business — The German Alliance Insurance Case. The 
second major stride in the evolution of the public-interest concept occurred in 
1914.^^ The state of Kansas undertook to regulate the fire insurance business; 
and in 1909, the superintendent of insurance ordered a 12 per cent reduction in 
insurance premiums. 

The German Alliance Insurance Company appealed to the courts, contend- 
ing that fire insurance was a private business beyond the regulatory power of 
the state.^® It argued that the business was a natural right which was in no 
way dependent upon the receipt of special privileges from the state; that there 
was no property (in the physical sense) that could be said to be devoted to a 
public use; and that the business was exclusively concerned with private and 


Ibid., 142-143, 146-147. 

^Budd V. New York, 143 U.S. 517 (1892); Brass v. N.D., 153 U.S. 391 (1894). 

It appears that Mr. Chief Justice Waite went beyond the briefs in the Munn case and ex- 
amined the writings of Lord Hale. And it has been suggested that his positive formulation of 
the public-interest concept, instead of the simple rejection of the arguments of Munn’s attorneys, 
which was all the situation demanded, was due to die necessity of considering the constitutionality 
of railroad rate regulation. See Keezer and May, The Public Control of Business, p. 124; and 
Hamilton, op. cit., p. 1097. 

Munn V. Illinois, 94 U.S. 113, 130 (1877); Chicago, B. & Q. R. v. Iowa, 94 U.S. 155 
(1877); Piek V. Chicago k N. W. R. Co., 94 U.S. 164 (1877). 

German Alliance Ins. Co. v. Kansas, 233 U.S. 389 (1914). This case found the Court 
closely divided: Mr. Justice McKenna delivered the majority opinion, with Justices Holmes, Day, 
Hughes, and Pitney concurring; Mr. Justice Lamar was supported 'in his dissent by Mr. Chief 
Justice White and Mr. Justice Van Devanter; Mr. Justice Lurton took no part in the decision. 

i‘^“The company also argued that the rates were insufficient to cover the costs of its business, 
and that the statutory exemption of farmers’ mutual fire insurance companies was a violation 
of the equal-protection clause of the Fourteenth Amendment. 
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personal contracts. Obviously, the business of insurance bore few of the 
external characteristics of the transportation, communications, and public util- 
ities businesses which had been largely the objects of rate regulation in the 
past. Yet a realistic consideration of the nature of the business supported a 
regulation of insurance companies: fire insurance was a virtual necessity for 
every property owner; the cost of such insurance was a significant item of 
cost for the businessman, the farmer, or the individual property owner; low 
insurance rates encouraged the purchase of insurance, and the widespread use 
of the service added to the financial security of a community ; and finally, the 
purchaser of insurance, negotiating for a necessity, had little or no influence on 
the price for the insurance rates were fixed by agreement among the under- 
writers. The limited scope of the earlier decisions, centering about the dedi- 
cation of property to a public use, opposed a serious obstacle to the recognition 
of the power to regulate; but the economic necessities impelling the states 
toward a regulation of the insurance business were insistent. 

With a fine appeal “against that conservatism of the mind which puts to 
question every new act of regulating legislation and regards the legislation 
invalid or dangerous until it has become familiar,” Mr. Justice McKenna 
boldly asserted that no closed category circumscribed the scope of regulations 
in the public interest, but that a true understanding of the earlier decisions of 
the Court would “demonstrate that a business, by circumstances and its nature, 
may rise from private to be of public concern and be subject, in consequence, 
to governmental regulation.” Any other interpretation, it was noted, would 
be tantamount to a holding that governments in the past had possessed greater 
power to recognize the public interest in a business and provide for appropriate 
regulation than the government of today possessed — a disastrous principle in a 
dynamic world. 

For twenty years, the decision of the German Alliance Insurance case 
marked the farthest reach of the public-interest concept. The applications of 
the concept in the cases immediately subsequent to Munn v. Illinois had had 
the effect of narrowing the concept to meet the particular situation. Mr. Jus- 
tice McKenna in effect returned to the broad proposition that the right to 
regulate depends upon the general character of the business and its relation to 
the public; property became less important, and the nature of the business, 
the essential factor. The decision constituted an invitation to the extension of 
regulatory authority wherever an essential public interest could be served. 

The Wolff Packing Company Case. With a change in the personnel of 
the Court, the restrictive possibilities inherent in the public-interest concept 
came to the fore, and a principle that had grown in influence as an instrument 
justifying the extension of legislative regulation into new economic fields be- 
came the tool for erecting successive limitations on the assertion of the police 
power.^^ The regulations embodied in the Kansas Industrial Relations Act of 
1920 were more far-reaching than any diat had previously been before the 

The legal arguments against the extension of regulation to insurance companies were ad- 
mirably summarized in the dissenting opinion of Mr. Justice Lamar, 424-427.) 

Ibid., 409, 411. 

Wol-g Packing Co. v. Industrial Court, 262 U.S. 522 (1923). The Court was unanimous. 
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Court. The statute declared that all businesses concerned with the manufac- 
ture or preparation of food, clothing, and fuel were affected with a public 
interest, and provided that in such businesses there should be compulsory 
arbitration of disputes involving wages and other conditions of employment. 
In such a proceeding, the Industrial Court imposed upon the WollT Packing 
Company an increase in wages that amounted to over I400 weekly, although 
the company had lost $100,000 in the previous year’s operations. 

The fundamental question presented to the Court was whether the meat- 
packing industry, for purposes of wage fixing, was “affected with a public 
interest,” or whether those engaged in the enumerated industries could be 
compelled “to continue in their business and employment on terms fixed by 
an agency of the stale, if they cannot agree.” In an attempt to enlighten and 
clarify the discussion Mr. Chief Justice Taft reviewed the significance which 
the Court had previously attached to the public interest category, and con- 
cluded that: 

“Businesses are said to be clothed with a public interest justifying some public 
regulation may be divided into three classes: 

“(i) Those which are carried on under the authority of a public grant of 
privileges which either expressly or impliedly imposes the aflirmative duty of 
rendering a public service demanded by any member of the public. Such are 
the railroads, other common carriers and public utilities. 

“(2) Certain occupations, regarded as exceptional, the public interest at- 
taching to which, recognized from earliest times, has survived the period of 
arbitrary laws by Parliament or Colonial legislatures for regulating all trades 
and callings. Such are those of the keepers of inns, cabs, and gristmills. . . . 

“(3) Businesses which though not public at their inception may be fairly 
said to have risen to be such and have become subject in consec]uence to some 
government regulation. They have come to hold such a peculiar relation to 
the public that this is superimposed upon them. In the language of the cases, 
the owner by devoting his business to the public use, in effect grants the public 
an interest in that use and subjects himself to public regulation to the extent 
of that interest although the property continues to belong to its private owner 
and to be entitled to protection accordingly. . . 

A critical examination of this classification reveals that it falls short of being 
helpful for the present problem: it indicates what categories of business have 
been subjected to regulation, but provides no answer respecting possible ex- 
tensions of the area of regulation by the legislatures or the factors which wall 
lead the courts to sanction such regulation. 

The desire to clarify his own classification led the Chief Justice to attempt 
a distinction between “public interest” and "the public interest!’ Public inter- 
est in the technical sense is not to be founded upon a simple production and sale 
of goods to the general public, however essential those goods may be; rather, 
the public interest is said to rest upon “the indispensable nature of the service 
and the exorbitant charges and arbitrary control to which the public might 
be subjected without regulation.” The Court was relieved of the necessity of 
determining whether the preparation of food fell within this category, because 

IS 535, Ibid., 538. 
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it was said that even if the meat-packing industry came within the class of 
businesses “affected with a public interest,” the regulation of wages might not 
constitutionally be imposed upon the business^® 

Theater Ticket Brokers — The Tyson Case. In three cases within three 
years, the Supreme Court attempted to elevate the affected-with-a-public- 
interest concept into a standard for testing the constitutionality of price-fixing 
legislation and in so doing imposed new restrictions on the police power of 
the state legislatures. A New York statute declared that the price of admission 
to a theater or other place of public amusement or entertainment was a matter 
of public interest, and sought to limit the advance in price of theater tickets 
sold through ticket brokers to fifty cents per ticket. The Tyson case involved 
the enforcement of these New York regulations.^*^ 

A strict interpretation of the issue presented to the Court would have con- 
fined the decision to the regulation of the maximum price at which a theater 
ticket could be resold, but Mr. Justice Sutherland chose to regard the ticket 
broker as a mere appendage of the theater. In his reasoning the real inquiry 
was whether the theater was “clothed with a public interest, so as to authorize 
a lawmaking body to fix the maximum amount of the charge, which its pa- 
trons may be required to pay.” With the issue thus selected, the decision 
moved to its goal. The right of an owner to fix the price at which his prop- 
erty shall be sold or used was declared to be “an inherent attribute of the 
property itself,” and within the protection of the due-process clause of the con- 
stitution. Building on the dicta of the Wolff Pacf{ing Company decision, the 
power of the state to regulate the conduct of a business was distinguished 
from the power to fix prices, and the latter power was said to exist “only 
where the business or the property involved had become ‘affected with a pub- 
lic interest.’ ” 

The standard, however, continued to be indefinite; the decision threw no 
light upon what businesses are “affected with a public interest” — for surely 
“the existence of conditions, peculiar to the business under consideration, which 
bore such a substantial and definite relation to the public interest as to justify 
an indulgence of the legal fiction of a grant by the owner to the public of an 
interest in the use,” is not so easily recognizable that all reasonable men can 
readily identify those businesses where price regulation may be permitted. 
Mr. Justice Sutherland not only took Mr. Chief Justice Waite’s words and 
gave them a new and more limited significance, but he also applied the very 
process of reasoning which the earlier Chief Justice rejected — he compared 
the characteristics of the theater (not the broker) with those of businesses 
which had already been admitted to the public-interest category, and con- 
cluded that “a theater or other place of entertainment does not meet this 
conception of Lord Hale’s aphorism or fall within the reasons of the decisions 
of this court based upon it.” 

18 Ibid., 539 , 543 . 

Tyson & Brother v. Banton, 273 U.S. 418-456 (1927). Mr. Justice Sutherland delivered 
the majority opinion. 

Ibid., This unnecessary enlargement of the question was challenged by Justices Stone 
and Sanford. {Ibid., 448-450, 454.) 

21 /^>/i./43i. Ibid.., 1,1^. 
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Mr. Justice Sutherland’s manipulation of the affected-witlva-public-interest 
concept was challenged by the dissenting justices. Since in his opinion “the 
notion that a business is clothed with a public interest and has been devoted 
to the public use is little more than a fiction intended to beautify what is 
disagreeable to the sufferers,” Mr. Justice Holmes would put aside “apologetic 
phrases like the police power” and boldly “recognize that a state legislature 
can do whatever it sees fit to do unless it is restrained by some express prohi- 
bition in the Constitution.” In the particular instance, he could find no such 
constitutional prohibition. Mr. Justice Stone was likewise unable to find any 
constitutional obstacle to the regulations undertaken by the state of New 
York, and stated that reliance upon so vague and illusory a phrase as “business 
affected with a public interest” led to a begging of the fundamental question 
to be decided. He could find no validity in the distinction between price con- 
trol and other forms of regulation, and asserted that price control was appro- 
priate whenever there existed “a situation or a combination of circumstances 
materially restricting the regulative force of competition, so that buyers or 
sellers are placed at such a disadvantage in the bargaining struggle that serious 
economic consequences result to a very large number of members of the 
community.” 

Employment Agencies— Ribnik v. McBride.-"* The Ribni]{ decision of the 
majority continued the trend inaugurated in the Tyson case. In an attempt to 
correct the abuses of private employment agencies, New Jersey established a 
system of control whereby employment agencies were required to secure a li- 
cense to operate, and the filing of a schedule of charges was made one of the 
conditions for obtaining the license. Ribnik’s application for a license was 
rejected by the Commissioner of Labor on the sole ground that the proposed 
schedule of fees was excessive and unreasonable. 

As considered by the Supreme Court, the issue in the case became the ques- 
tion whether the due-process-of-law clause of the Fourteenth Amendment was 
contravened by legislation conferring upon the Commissioner of Labor power 
to fix the prices which employment agencies might charge for their services. 
Mr. Justice Sutherland’s argument was simple and easy to follow: the business 
of securing employment for those seeking work was essentially that of a 
broker; the fixing of prices charged by theater-ticket brokers was declared un- 
constitutional in the Tyson case; the decision in the Tyson case was therefore 
said to be a controlling authority against the fixing of the prices charged for 
any brokerage service. The opinion was innocent of any analysis of the evils 
and abuses associated with the operation of private employment exchanges. 
In the view of the majority, an employment agency was essentially a private 
business; the fixing of the prices to be charged by a private business consti- 
tuted a taking of property without due process of law, and was therefore 
beyond the power of the legislature. The “public interest” which the Court 
was prepared to recognize was not “that ‘public interest’ which the law con- 
templates as the basis for legislative price control.” 

Once again the dissenting justices took issue sharply with the legal method 
and the philosophy of their colleagues. Mr. Justice Stone’s opinion presented a 

451-452. ^^277 U.S. 350. Decided May 28, 1928. ^^ Ibid ., 357, 
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realistic analysis of the evils associated with the private operation of employ- 
ment exchanges and the appropriateness of price control to correct those evils. 
The distinction between price control and other forms of regulation was 
questioned and rejected as invalid.^*' 

In the cases where he was the spokesman, Mr. Justice Sutherland epito- 
mized the attitude of the majority of the Court toward governmental inter- 
ferences with business. There was, it appeared, a discernible difference be- 
tween private and public businesses; the precise nature of this distinction re- 
mained somewhat vague, though in practical effect it seemed to be that public 
businesses, that is, those “affected wnth a public interest,” included those already 
admitted to the category and those whose operations required a franchise or 
other grant from public authorities. While this distinction preserved the 
right of regulation over public utilities and closely related categories of busi- 
ness, it left most competitive businesses in the private category. Finally, there 
was the separation of price controls from other forms of regulation, and the 
application of a more rigorous test of the constitutionality of price regulation.^® 

New State Ice Company v. Liebmann.-® Some further light was thrown 
on the distinction between private and public businesses by the refusal of the 
Supreme Court to sustain legislation by which Oklahoma sought to require a 
license as a prerequisite to engaging in the ice business. The purpose of the 
license requirement was to prevent excessive competition which had had the 
effect of depriving some communities of all ice service. 

A majority of the Court was easily persuaded to the conclusion that “a 
regulation which has the effect of denying or unreasonably curtailing the 

“I cannot accept as valid the distinction on which the opinion of the majority seems to 
rne necessarily to depend, that granted constitutional power to regulate there is any controlling 
difference between reasonable regulation of price, if appropriate to the evil to be remedied, 
and other forms of appropriate regulation which curtail liberty of contract or the use and enjoy- 
ment of property. Obviously, even in the case of businesses affected with a public interest, 
other control than price regulation may be appropriate and price regulation may be so inappropri- 
ate as to be arbitrary or unreasonable, and hence unconstitutional. To me it seems equally 
obvious that the Constitution does not require us to hold that a business, subject to every other 
form of reasonable regulation, is immune from the requirement of reasonable prices, where 
that requirement is the only remedy appropriate to the evils encountered. In this respect I can 
see no difference between a rea.sonable regulation of price and a reasonable regulation of the use 
of property, which affects its price or economic return. The privilege of contract and the free 
use of property are as seriously cut down in the one case as in the other. 

“The price paid for property or services is only one of the terms in a bargain; the effect 
on the parties is similar whether the restriction on the power to contract affects the price, or 
the goods or services sold.” {Ibid., 373-374.) 

Thirteen years later, in sanctioning a state statute fixing the ma.ximum compensation which 
a private employment agency might collect, the Court held that the “drift away from Rihnil{ 
V. McBride” had “been so great that it can no longer be deemed a controlling authority.” {Olsen 
V. Nebraska, 313 U.S. 236 [1941].) 

See also Williams v. Standard Oil Co., 278 U.S. 235 (1929), where the “affected-with-a- 
public-intercst” concept was accepted as the established test by which the legislative power to 
fix prices should be identified. 

A skillful demonstration of the jurist’s art is provided by Mr. Justice Brandeis’s opinion 
in O’Gorman & Yotmg v. Hartford Fire Insurance Co., 282 U.S. 251 (1931), which employed 
the “affected-with-a-public-interest” concept to uphold state “interference” with the payment of 
commissions to their agents by insurance companies, and carried the decision against the pro- 
tests of four dissenting justices. 

285 U.S. 262. Decided March 21, 1932. Mr. Justice Sutherland delivered the majority 
opinion. 
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common right to engage in a lawful private business” was inconsistent with 
the Fourteenth Amendment. The opinion stated that the ice business was “as 
essentially private in its nature as the business of the grocer, the dairyman, the 
butcher,” and that it bore “no such relation to the public as to warrant its 
inclusion in the category of businesses charged with a public use.” Nothing 
peculiar to the business was found to distinguish it from ordinary manufacture 
and production. The Court showed an implicit faith in the efficacy of compe- 
tition, and an incapacity to reconcile the creation of monopoly conditions in 
the supply of a local service with the protection of the consumer. 

In contrast to the majority decision, the dissenting opinion presented a 
detailed analysis of the operation of the industry and of the relation of reg- 
ulatory controls to the evils to be corrected. But it did not stop there. Mr. 
Justice Brandeis went on to present his philosophy as to the respective limits 
of the police power and the due process of law principle: 

“The claim is that manufacturing ice for sale and distribution is a business 
inherently private, and, in effect, that no state of facts can justify denial of the 
right to engage in it. . . . But the business of supplying to others, for com- 
pensation, any article or service whatsoever may become a matter of public 
concern. Whether it is, or is not, depends upon the conditions existing in the 
community affected. , . . 

“A regulation valid for one kind of business may, of course, be invalid for 
another; since the reasonableness of every regulation is dependent upon the 
relevant facts. But so far as concerns the power to regulate, there is no 
difference in essence, between a business called private and one called a pub- 
lic utility or said to be ‘affected with a public interest.’ Whatever the nature 
of the business, whatever the scope or character of the regulation applied, the 
source of the power invoked is the same. And likewise the constitutional limi- 
tation upon that power. The source is the police power. The limitation is 
that set by the due-process clause, which, as construed, requires that the regu- 
lation shall be not unreasonable, arbitrary or capricious; and that the means 
of regulation selected shall have a real or substantial relation to the object 
sought to be obtained. The notion of a distinct category of business ‘affected 
with a public interest,’ employing property ‘devoted to a public use,’ rests upon 
historical error. The consequences which it is sought to draw from those 
phrases are belied by the meaning in which they were first used centuries ago, 
and by the decision of this Court, in Mtmn v. Illinois, 94 U.S. 11-5, which first 
introduced them into the law of the Constitution. In my opinion, the true 
principle is that the State’s power extends to every regulation of any business 
reasonably required and appropriate for the public protection. 1 find in the 
due-process clause no other limitation upon the character or the scope of reg- 
ulation permissible.” 

The Public-Interest Concept in the Nebbia CaseN The Nebbia case 

301-303. 

^^Nehhia V. New York. 291 U.S. 502. Decided March 5, 1934. Mr, Justice Roberts presented 
the majority opinion, supported by Mr. Chief Justice Hughes and Justices Br.andei.s, .Stone, am) 
Cardozo. Mr. Justice McReynolds was joined in his dissenting opinion by Justices Van Devanter, 
Sutherland, and Butler. . . ’ 
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arose out of the emergency controls of the depression of the 1930’s. Excessive 
competition, combined with the shrinkage in the consumer markets, demoral- 
ized the milk industry, depressing prices to such an extent that the adequacy 
and purity of the supply of milk was endangered. New York attempted to 
meet this situation by establishing a Milk Control Board with the function of 
fixing minimum wholesale and retail prices for fluid milk.-^“ An appeal from 
a conviction under the statute presented to the Court the fundamental issue 
that these price controls violated the due-process clause of the Fourteenth 
Amendment. 

The Court’s decision represented a return to the judicial method and phi- 
losophy of the Germa?i Alliance Insurance case. The justices were obviously 
attentive to the peculiar economic difficulties of the milk industry, the im- 
portance of safe milk for the consumer, the economic significance of the 
industry to the farming population of the state, and the unfair and destructive 
competitive practices that had arisen under the pressure of depression condi- 
tions. In consec|uence, the opinion of the Court provided a refreshingly realistic 
discussion of the relation of the controls in question to the problems of the 
industry, in marked contrast to some of the earlier opinions on regulation. 
Moreover, the opinion did not shrink from a discussion of general principles, 
and of the continued acceptance of the decisions of the 1920’s as precedents 
for the restriction of the extension of state controls. 

The constitutionality of the New York Milk Control Act was contested on 
two issues: the statute was said to violate both the equal-protection and the 
due-process clauses of the Fourteenth Amendment. The Court’s opinion was 
confined largely to the consideration of the claim that the law took the plain- 
tiff’s property without due process of law, and reached four consequential 
conclusions regarding the regulation of business by the states:®'^ the rights 
of property were subordinate to the power of the state to regulate property and 
personal relations in the interests of the general welfare; the distinctions be- 
tween price regulation and other forms of control were dismissed as of no 
significance; the field of competitive business, as well as the fields of monopoly 
and public utilities, was held to be subject to the visitations of the state’s 
police power; and the affected-with-a-public interest concept was expanded 
beyond the scope which it had reached in the German Alliance case so that it 
no longer operated as an obstacle to the extension of governmental controls. 

The rights of individuals in property and contractual rights are always in 
collision with the exercise of regulatory controls by the state. Throughout the 
1920’s the advantage in legal battles seemed to reside with the property rights. 
But here the Court asserted that “neither property rights nor contract rights 
are absolute,” and that the public right of regulation in the common interest 
was “equally fundamental with the private right” to use property and exercise 
freedom of contract.®'* The limits on the power to regulate were defined in 

The power to fix maximum prices was also given, but that power had not been exercised. 

83 It is part of the irony of history that this liberal interpretation of the states’ power to deal 
with problems of economic adjustment came at a time when changing economic conditions 
made the states incompetent to cope with problems that have become increasingly national in 
their scope. 

8^291 U.S. 502, 523. 
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terms o£ an earlier concept of the essence of ‘ due process. In the language of 
Mr. Justice Roberts: 

“The Fifth Amendment, in the field of Federal activity, and the Fourteenth, 
as respects state action, do not prohibit governmental regulation for the public 
welfare. They merely condition the exertion of the admitted power, by secur- 
ing that the end shall be accomplished by methods consistent with due proc- 
ess. And the guaranty of due process, as has often been held, demands only 
that the law shall not be unreasonable, arbitrary, or capricious, and that the 
means selected shall have a real and substantial relation to the object sought 
to be attained. . . .” 

The recently erected distinction between price control and other forms of 
regulation, in accordance with which the Court of the 1920’s had denied the 
asserted right of the states to regulate ticket brokers, employment agencies, 
and the sale of gasoline, was definitely rejected. Freedom of business to de- 
termine prices was deprived of its sacrosanct position, and the validity of price 
regulation was tested by the same measure that was applied to all control, 
namely, the appropriateness of the means of regulation to the evils to be cor- 
rected.^® 

The ultimate consequence of Mr. Justice Sutherland’s distinctions between 
business “affected with a public interest” where price regulation was taboo, 
had been to permit the extension of price regulation in the utility field where 
the power was already established, while denying its extension in the field 
of competitive industry where new economic maladjustments called for a 
measure of price control. The reversal of this policy by the Nebhia decision 
opened the competitive field to the exercise of the police power, either through 
price controls or other appropriate measures of regulation. In the words of 
Mr. Justice Roberts: 

“. . . If the law-making body within its sphere of government concludes 
that the conditions or practices in an industry make unrestricted competition 
an inadequate safeguard of the consumer’s interests, produce waste harmful 
to the public, threaten ultimately to cut off the supply of a commodity needed 
by the public, or portend the destruction of the industry itself, appropriate 
statutes passed in an honest effort to correct the threatened consequences may 
not be set aside because the regulation adopted fixes prices reasonably deemed 
by the legislature to be fair to those engaged in the industry and to the con- 
suming public. And this is especially so where, as here, the economic malad- 
justment is one of price, which threatens harm to the producer at one end of 
the series and the consumer at the other. The Constitution does not secure 
to any one liberty to conduct his business in such fashion as to inflict injury 
upon the public at large, or upon any substantial group of the people. Price 
control, like any other form of regulation, is unconstitutional only if arbitrary, 
discriminatory, or demonstrably irrelevant to the policy the legislature is free 
to adopt, and hence an unnecessary and unwarranted interference with indi- 
vidual liberty.” 

The final consequence of the Nebbia opinion must logically be either the 
broadening of the affected-with-a-public interest category to include all con- 

35 7 ^/i., 525. 531-532. 538. 
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ceivable industries that may require regulation in the interest of the public 
welfare, or the interpretation of the concept out of existence. The “dedication 
of property to a public use” becomes meaningless in determining the proper 
scope of the exercise of the police power. And in place of a “closed class or 
category of businesses afl’ected with a public interest,” it appears that any 
business or industry may be regulated if the public good is thereby advanced. 
“Due process of law,” instead of marking the bounds of regulatory control, 
may be satisfied if the legislation has “a reasonable relation to a proper legis- 
lative purpose,” and is “neither arbitrary nor discriminatory.” More recent 
cases have affirmed that the test of price control, whether a business is “affected 
with a public interest,” has been discarded.'"*^ 

3. THEORIES AS TO THE BASIS OF THE PUBLIC INTEREST 

Many theories have been advanced to rationalize the legislative assertion, 
and the judicial recognition, of the power to regulate particular businesses as 
to prices charged and services rendered. Some theories have emphasized the 
legal aspects of the public utility relationship; others have concentrated on 
the economic characteristics of business.^" 

Legal Theories. The legal theories may be considered first, since they have 
received much attention from the courts. It should not be assumed that the 
legal obligations imposed upon public utilities are the consequence of attach- 
ing a particular designation to the business in question. On the contrary, the 
name follows the legal status; because a business is subjected to certain un- 
usual legal obligations, it comes to be called a “public utility,” and is said to 
be “affected with a public interest.” These unusual legal duties and obligations 
include the rendition of universal, nondiscriminatory service to all who apply 
and tender the requisite price, the price usually being subject to control by 
some public authority. 

The “holding-out” theory. The beginnings of the “holding-out” theory may 
be found in the early common law where anyone who held himself out to 
serve the general public, who engaged in an occupation or trade for business, 
was designated by the adjective “common,” as a “common carrier” “common 
merchant,” “common brewer,” or “common cook.” Under the prevailing legal 
doctrines, all who served the public in a regular business way were under an 
obligation to serve at a reasonable charge.^ ^ 

It has been pointed out that the word “common” did not have the historical 
significance that has sometimes been ascribed to it.^“ The early distinctions 
between “common” and “private” were not distinctions between industries 
or occupations, some subject to regulation and others exempt, but referred to 

537. 

Olsen V. NebrasJia, 313 U.S. 236, 245 (1941). See also Townsend v. Yoemans, 301 U.S. 
441 (1937), a decision upholding the regulation of the fees charged by tobacco warehousemen. 

Neither class of theory alone gives a completely satisfactory rationalization of the basis for 
regulation, though the economic are more satisfactory than the legal theories. 

With the passage of time, the word “common” fell into disuse, except with reference to 
a few businesses, of which the “common carrier” is the best-known example. 

*2 Adler, “Business Jurisprudence, ” 28 Harv. L. Rev. 135-162 (1914). 
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the manner in which the individual carried on his trade or business; it was 
“common” if his trade was carried on as a business, dealing with all who would 
give him patronage; it was “private” if public patronage was not sought. In 
a period when parliament could regulate any business or occupation, there was 
no recognition of a distinction whereby some businesses were the proper sub- 
jects of regulation while others were exempt from controls. And certainly the 
early distinctions between “common” and “private” businesses lost their sig- 
nificance when all business was carried on to serve the general public. 

In more recent times, it has been suggested that the basis for regulation was 
the “holding out” of the business to serve the general public. But as all busi- 
ness is now conducted with the general public in mind, this criterion provides 
no mark for the recognition of those businesses which are to be subjected to 
the public utility controls and similar regulations. Clearly, neither the courts 
nor the legislatures have acted on the basis of this theory; not every one who 
“holds himself out” to serve the general public is thereby subject to regulation 
as to his charges and the character of his service.'^'^ 

The implied-contract theory. It has been said that the basis for the distinc- 
tion between those businesses whose prices are subject to governmental con- 
trol and those that are free from such control is to be found in the implied 
contract that may be assumed to exist when the business enjoys peculiar rights 
or privileges from the government. If the business operates under special 
franchises which give it the right to occupy the public streets with its structures 
and equipment, the contention may be advanced that it is under an implied 
contract to accept regulation in the interest of the general public. Or again, if 
the corporation has been given the right to use the power of eminent domain 
in the acquisition of property, it is said that it has thereby acquiesced in the 
supervision of its business by the public. 

The implied-contract theory has not been without its supporters on the 
Supreme Court. Mr. Justice Field, in dissent in Mimn v. Illinois, argued 
that “it is only where some right or privilege is conferred by the government 
or municipality upon the owner, that the compensation to be received by him 
becomes a legitimate matter of regulation. Submission to the regulation of 
compensation in such cases is an implied condition of the grant.” And Mr. 
Chief Justice Taft places in his first category of businesses “clothed with a 
public interest” those “which are carried on under the authority of a pub- 
lic grant of privileges which either expressly or impliedly imposes the affirma- 
tive duty of rendering a public service demanded by any member of the 
public.” Mr. Justice Sutherland’s opinions recur frequently to the thought 
that regulation of price and service is “confined to conveniences made public 
because the privilege of maintaining them has been granted by the govern- 
ment.”'^® 

Though the grant of special privileges is often evidence that a business is 

^3 Wolff Packing Co. v. Industrial Court, 262 U.S. 522, 537-538 (1923). 

^^ 94 U.S. 1 13, 146-147. Mr. Justice Lamar similarly refers to this theory in his dissent in 
the German Alliance Insurance case, 233 U.S. 389, 426. 

Wolff Packing Co. v. Industrial Court, 262 U.S. 522, 535 {1923). 
ryro ?3 (S' V. 273 U.S. 418, 439 (1927). 
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recognized as being “affected with a public interest” in. such manner as to 
justify regulation of price and service, it would be a mistake to find in the 
grant of privileges the source of that public interest. Indeed, it is the previously 
existing public interest which justifies the grant of special privileges to the 
business. It is because the operations of the business are essential to the general 
welfare that permission is granted to occupy the public streets with service 
structures and to take property through the exercise of the power of eminent 
domain. 

The constructive-grant theory. The constructive-grant theory rests upon the 
view that those who conduct particular businesses have in some manner 
granted the public an interest in their business which thereafter justifies the 
imposition of regulation. While such a theory might have hoped to command 
a measure of logical support in an earlier age when some activities were car- 
ried on as “common” businesses, in contrast to other “private” businesses which 
did not seek public patronage, the theory loses its capacity for distinguishing 
those businesses which are subject to regulation from others which are rela- 
tively immune when virtually all business exists to serve the public. The only 
modern counterpart between the old “public” and “private” callings is to be 
found in the field of transportation, where motor carriers may be either “com- 
mon carriers” carrying on a transportation business for hire, and “private 
carriers,” operating transportation facilities as an ancillary part of another 
business.'^ ’’’ 

Mr. Chief Justice Waite is principally responsible for the vogue of the 
constructive-grant theory. In bringing grain elevators within the scope of the 
state police power, he stated: “When, therefore, one devotes his property to 
a use in which the public has an interest, he, in effect, grants to the public 
an interest in that use, and must submit to be controlled by the public for the 
common good, to the extent of the interest he has thus created.” In his time, 
Mr. Chief Justice Taft made the constructive grant the basis for his third 
category of businesses “affected with a public interest.” However, the only 
possible logical use of such a category — that is, to uphold regulation for all 
businesses having regular dealings with the public — was barred when Mr. 
Taft continued with the observation that “nowadays one does not devote 
one’s property or business to the public use or clothe it with a public interest 
merely because one makes commodities for, and sells to, the public in the 
common callings. . . 

An analysis of the decisions reveals no objective criteria by which the “grant” 
of an interest to the public can be identified. Certainly, it does not arise from 
any positive action or intent on the part of the operator of the business. The 
constructive grant comes about through the operation of external conditions 
creating a combination of circumstances described by Mr. Chief Justice Taft 
as including “the indispensable nature of the service,” “exorbitant charges and 

An example of this distinction may be found in Stephenson v, Binford, 287 U.S. 251 (1932). 

94 U.S. 113, 126. 262 U.S. 522, 535. 

Ibid., 537. Though characterizing the “grant by the owner to the public of an interest in 
the use” of his business as a legal fiction, Mr. Justice Sutherland found the theory or “fiction” 
usefuTin blocking the extension of state controls to theaters and ticket brokers and the price 
of gasoline. (273 U.S. 418, 438-439; 278 U.S. 235, 240.) 
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arbitrary control,” and the public’s becoming “peculiarly dependent upon a 
particular business.” Despite the attempts to give concrete meaning to the 
concept, the theory remained vague, logically meaningless, and quite useless 
as a criterion for delimiting the field of regulation. The theory was finally 
discarded by the majority decision in the Nebbia case.“^ 

The governmental-junction theory. The governmental-function theory 
would rest the power of the state to regulate a business upon the ground that 
the business, in performing a public or governmental function, is the agent 
of the state. Thus m Smyth v. Ames, Mr. Justice Harlan remarked, “A rail- 
road is a public highway, and none the less so because constructed and main- 
tained through the agency of a corporation deriving its existence and powers 
from the State. ... It performs a function of the State.” And in the earlier 
discussion of railway franchises in Olcott v. The Supervisors, this theory found 
lengthy expression. In more recent times, Mr. Justice Brandeis, in his South- 
western Bell Telephone opinion, observed that the “company is the substitute 
for the State in the performance of the public service, thus becoming a public 
servant.” Commissioner Eastman has also appealed to this theory.*'''^ 

The unsatisfactory character of the governmental-function theory is ap- 
parent without the necessity of searching analysis. There is no authoritative 
list of the economic functions that may appropriately be assumed by the state. 
In different countries at different times, governments have undertaken virtu- 
ally all of the economic functions that are now normally performed by busi- 
ness. At the time that the right to regulate many of our public utilities was 
first asserted, there were no historical precedents to support the conclusion 
that the company was performing a governmental function. Even the posses- 
sion of special franchises to occupy the public streets with service structures is 
insufficient to establish the fact that a particular business is an agent of the 
state; certainly at the time that manufactured gas or electric supply came under 
regulation, it would have been difficult to find a governmental function in the 
illumination of private homes, whatever may have been thought about the 
lighting of the public ways. Nor is the rendition of transportation service com- 
monly undertaken by the state, even though private companies require the 
assistance of the power of eminent domain in their performance of that service. 
The test of a public function does not serve to guide decisions as to what 
regulatory controls are economically justifiable or constitutionally valid. 

The all-inclusive police-power theory. The all-inclusive police-power theory 
rests upon the rejection of any significant distinction between a category of 
businesses subject to regulation and another category which may not be 
regulated without contravening the due process of law clause of the Fourteenth 
or Fifth Amendments. Implied reliance upon some such theory may be read 
into Mr. Chief Justice Waite’s opinion in the Munn case,"“ and the theory 
finds support in Mr. Justice McKenna’s insistence in the German Alliance 
Insurance case upon divorcing the power to regulate from the employment 


29 1 U.S. 502, 533-534. 

83 U.S. 678, 694-695 (1873). 

San Pedro, Los Angeles &• Salt La^e 
509411.8.113,125. 


52 169 U.S. 466, 544. 
5^2620.3.276,291. 

Railroad Company, 75 I.C.C. 463, 554 (1923). 
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of property in a public use.^'^ In the Tyson case, Mr. Justice Holmes urged the 
rejection of the concept of businesses “affected with a public interest” in favor 
of recognizing “that a state legislature can do whatever it sees fit to do 
unless restrained by some expressed prohibition in the Constitution.” No- 
where has this theory been more forcefully presented than in the dissenting 
opinion of Mr. Justice Brandeis in the New State Ice Company case.*’'^ 

If the distinctions between price and other forms of regulation be obliterated 
and if the distinctions between public and private business be recognized as 
fallacious, then the all-inclusive police-power theory provides the obvious and 
adequate theoretical basis for regulation. The distinctions between price con- 
trol and other forms of regulation were introduced by the Court into its deci- 
sions in the 1920’s. Hinted at in the Wol§ case,^’® the interpretation of price 
regulation as a particularly extreme form of control to be permitted only for 
those businesses “affected with a public interest” became the basis for denying 
the right of the states to regulate the operations of theater-ticket brokers,*^ ^ 
the activities of employment agencies,®^ and the sale of gasoline. Obviously, 
neither from the point of view of the state which seeks the correction of actual 
or potential economic maladjustments threatening the welfare of the com- 
munity, nor from the point of view of the operator of a business or property 
whose freedom of decision is thereafter curtailed, is there any essential dif- 
ference between the price regulation which limits the income of the business 
and other restrictions which curtail its profitableness. This distinction was 
challenged in Mr. Justice Stone’s opinion in the Ribnik, case,*^'^ and finally 
rejected by the majority of the Court in the Nebbia decision.®^ Further, the 
fallacious contrast between “private” and “public” business, so effectively 
criticized in Mr. Justice Brandeis’ New State Ice Company opinion,®® was 
forsaken by the prevailing opinion in the Nebbia case.®’’^ At the present time, 
it may be said that the Supreme Court rests its decisions respecting the ex- 
tension of state regulation upon the theory of an all-inclusive police power, 
whereby the “state is free to adopt whatever economic policy may reasonably 
be deemed to promote public welfare” and that the judicial inquiry will stop 
with a finding that “the laws passed . , . have a reasonable relation to a 
proper legislative purpose, and are neither arbitrary nor discriminatory.” 

Economic Theories. Monopoly. Monopoly, or “virtual monopoly,” has 
sometimes been advanced as the test of when regulatory measures by the state 
become appropriate. This theory is clearly too narrow to fit the decisions which 
have come from the Supreme Court. Motor carriers, railroads, grain elevators, 
and insurance companies have been subjected to price regulation even when 
there was no significant degree of monopolistic control. Even if monopoly 
conditions are found to exist, the case for price regulation is not conclu- 
sive; it may be an occasion for dissolution proceedings under the antitrust 
laws. 


''“'5' 233 U.S. 389, 406-411. 

285 U.S. 262, 301-302. Quoted supra. 
273 U.S. 418, 440. 

278 U.S. 235, 240. 

65 291 U.S. 502, 531-532- 
6^ 291 U.S. 502, 536. 


68 273 U.S. 418, 446. 

60 262 U.S. 522, 538-539. 

63 277 U.S. 350, 358. 

61 277 U.S. 350, 373-374- Quoted supra . 
66 285 U.S. 262, 301-303. 
682910.5.502,537. 
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The economic basis of a monopoly may be found in the natural limita- 
tions on the supply of essential commodities— natural gas, water supply, or 
hydroelectric power; in limitations on the number of locations suitable for the 
business— terminal facilities, grain elevators, and warehouses; in the character 
of the product which limits the area of distribution— ice, manufactured gas, 
electricity : or in the immediacy and urgency of the need for the service— the 
innkeeper, the taxicab, the telegraph; or in the superiority of service by a 
monopoly which leads to a public policy of restricting entry into a field already 
occupied by one company— the telephone and usually other local utilities. And 
although many of the regulated public utilities are monopolies, there are a 
substantial and increasing number of competitive businesses where govern- 
ment controls are well established. The monopoly theory is of little or no 
service in explaining either where regulation will be extended or the nature 
of the controls that are appropriate. 

The social-disadvantage theory. The social-disadvantage theory finds the 
ultimate sanction for regulation in the welfare of society rather than in the 
protection of individuals. When competitive controls fail to protect any 
economic group in the community, so that discriminatory practices, exorbitant 
prices, ancf restrictions on the availability of essential goods and services result, 
there exist a prima facie case for the extension of regulatory controls; but the 
case becomes conclusive when as a result of these conditions there exists the 
actuality or possibility of serious consequences for the community at large. 
The social stake in control is apparent in every extension of regulation in the 
past. Where the community at large is not affected, monopolies have been 
permitted, discriminations have been tolerated and the individual has been 
left to protect his own interests. But where the welfare of the community is in 
jeopardy, none of the abuses will be tolerated. 

The principle of social disadvantage has received little explicit recognition 
from the members of the Supreme Court, though it has been implicit in much 
of the judicial thought in relation to the extension of price control and similar 
regulations. Mr. Justice Stone formulated the theory with respect to con- 
sumers in his dissenting opinion in the Tyson case: “Statutory regulation of 
price is commonly directed toward prevention of exorbitant demands of 
buyers or sellers. An examination of the decisions of this Court in which 
price regulation has been upheld will disclose that the element common to 
all is the existence of a situation or a combination of circumstances materially 
restricting the regulative force of competition, so that buyers or sellers are 
placed at such a disadvantage in the bargaining struggle that serious economic 
consequences result to a very large number of members of the community.” 
The circumstances illustrative of the consumers’ disadvantage may be found 
in monopoly, the strategic position of a business (grain elevator operators) , 
the predetermination of prices (fire insurance) , public emergency (housing and 
rents), or a threatened shortage of an essential product (milk). The basic es- 
sentials of the theory were implicitly recognized in Mr. Justice Roberts’s re- 
mark that the “phrase ‘affected with a public interest’ can, in the nature of 

09 273 U.S. 418, 451-452. This form of theory may also be found in Tugwell, The Economic 
Basis of the PnbUc Interest. 
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things, mean no more than that an industry, for adequate reason, is subject 
to control for the public good.” 

From the economic viewpoint, the theory of social disadvantage is clearly 
the most valid rationalization of the occasion for the extension of legislative 
control over business. And as long as any distinction is attempted between 
“private business” (which is not ordinarily subject to regulation) and “quasi- 
public enterprises” (which are subject to control), this economic theory is 
more useful than any of the legal theories in determining when regulation is 
appropriate.'^^ 

4. CONCLUSIONS RESPECTING THE CRITERIA FOR 
GOVERNMENT CONTROL OF BUSINESS 

General Observations. The survey of the leading cases in which the Su- 
preme Court has been asked to pass upon the validity of the extension of ; 
state control has amply demonstrated that there is no closed category of 
businesses which may appropriately be subjected to state control. Changing ^ 
economic and social conditions may make a business hitherto of little public 
concern of such importance to the welfare of the community that regulation 
becomes inevitable. To oppose insurmountable obstacles to the extension of 
necessary controls must cause economic and social maladjustments with pos- 
sibilities of harm to the entire community. Where no more serious conse- 
quences ensue, the blocking of regulation may force the direct performance 
of an increasing number of economic functions by the state or its political 
agencies. 

The mere declaration by the legislature that a business is in need of regula- 
tion is not conclusive as to the constitutional validity of such control. Despite 
the increasingly liberal attitude of the Supreme Court toward the assertion 
of control by the states, it is still possible to challenge each new manifestation 
of the state’s police power. 

Finally, the finding that a business is subject to governmental controls does 
not per se determine the type of regulation that will be permitted. It is still 
requisite that the methods of regulation be reasonably adapted to the ac- 
complishment of the legislative object, and that there be no unreasonable 
discrimination in the operation of the controls. 

In the last analysis, it is the nature of the business, not the character of the 
property wdiich it employs in its operations, which determines the status of 
the business with respect to regulation. And the character of the business can- 
not be considered apart from the relations that have developed or are in 
prospect between the business and the public. 

The list of businesses that have been brought within the public utility cate- 
gory is a lengthy one. Without attempting to be all-inclusive, a classified 
enumeration of businesses that have been held to come within this category 
in some part of the United States at some stage in our economic development 

70 2^1 u.S. 502, 536. 

71 It lias been noted that the all-inclusive police-power theory involves the rejection of the 
distinction between “private" and “quasi-public" businesses. 
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would embrace the following: (i) Transportation— turnpikes and toll roads, 
canals, railroads, steamship companies, ferries, pipelines, express companies, 
and motor carriers of passengers and freight; (2) Facilities and services ancil- 
lary to transportation— (a) Specialized equipment and facilities— sleeping-car 
companies, bridges, baggage transfer, and booming companies; (b) Terminal 
facilities— wharves, docks, and inclined plane; (3) Marketing facilities— com- 
modity exchanges, grain elevators, warehouses, warehousemen, stockyards, 
and market ticker service; (4) Communications— telegraph, telephone, radio 
communication and broadcasting; (5) Local utilities — water supply and ir- 
rigation, gas (manufactured and natural), electric power, heating, sewerage, 
and local transit (street railways, taxicabs, et cetera) ; (6) Survivals from an 
earlier era of regulation — innkeepers, grist mills, sawmills, hawkers and ped- 
dlers, pawnbrokers, and bakers; and (7) Recent additions to the company 
of regulated enterprises — slaughterhouses, cotton gins, insurance companies, 
insurance agents, banking, housing, milk, marketing and processing of farm 
products, butter substitutes, and coal mining.'* ^ 

■^2 Turnpikes and toll roads — Carver v. Detroit & Saline Planl{-road Co., 69 Mich. 616, 25 N.W. 
183 (1885), Winchester &c. Turnpikjc Road Co. v. Croxton, 98 Ky. 739 (1896); Canals — JVi.(. 

T. L. H. & P. Co. V. Green Bay & M. Canal Co., 188 Wis. 54 (1925); Railroads — Raleigh and 
Gaston R.R. v. Davis, 19 N.C. 451 (1837), Chicago, B. & Q. R. Co. v. Iowa, 94 U.S. 155 (1877), 
Pcih, V. Chicago &■ N. W. R. Co., 94 U.S. 164 (1877), Dotv v. Beidelman, 125 U.S. 680 
(1888); Steamship companies — Clarl{ v. Burns, 118 Ma.ss. 275 (1875), Adams v. 'New Jersey 
Steamboat Co., 151 N.Y. 163, 45 N.E. 369 (1896); Ferries — State v. Freeholders of Hudson, 
23 N.J.L. 206 (1851), Walker v. Armstrong, 2 Kans. 198 (1863), Parker v. Metropolitan Rail- 
road Co. IC19 Mass. 506 (1872); Pipelines — W. Va. Trans. Co. v. Volcanic Oil & Coal Co., 
5 W.Va. 382 (1872), Pierce Oil Corp. v. Phoenix Ref. Co., 259 U.S. 125 (1922); Express 
companies — Washington ex rel. Stimson Lumber Co. v. Kuykendall, 275 U.S. 207 (1927), Re 
Westcott Express Co., P.U.R. 1919A, 733 (N.Y. 1918); Motor carriers of passengers and freight — 
Packard v. Banton, 264 U.S. 140 (1924), Stephenson v. Binford, 287 U.S. 251 (1932); Sleeping- 
car companies — Pullman Co. v. Green, 128 Ga. 142, 57 S.E. 233 (1907); Bridges — Chicago v. 
McGinn, 51 111 . 266 (1869), International Bridge Co. v. N.Y., 254 U.S. 126 (1920); Baggage 
transfer — Carlton v. Boudar, 118 Va. 521, 88 S.E. 174 (igi6), Re New York Transfer Co., 
P.U.R. 1919B, 590 (N.Y., 1918); Booming companies — Henry v. Roberts, 50 Fed. 902 (C.C. 
Md., 1892), Proprietors of Side Booms v. Haskell, 7 Me. 474 (1831), Underwood Lumber 
Co. V. Pelican Boom Co., 76 Wis. 76 (1890), Contra: Re Klamath River Boom Co., 20 Ann. Rep 
Oregon P.S. Comm. 34 (1926); Wharves — Ouachita & M. R. P. Co. v. Aiken, 16 Fed. 890 
(1883); Docks — Barrington v. Commercial Dock Co., 15 Wash. 170 (1896); Inclined plane — 
foest V. Clarendon & Rosedale Packet Co., 122 Ark. 353 (1916); Commodity exchanges — 
House V. Mayes, 227 Mo. 617, 127 S.W. 305, aff’d 219 U.S. 270 (1911); Grain elevators — 
Mtmn V. Illinois, 94 U.S. 113 (1877), Brass v. N. D., 153 U.S. 391 (1894), Budd v. New York, 
143 U.S. 517 (1892); Warehouses — State Pub. Utilities Commission v. Monarch Refrigerating 
Co., 267 111 . 528, P.U.R. 1915D, 119 (Ilk, 1915); Warehousemen — Nash v. Page 80 Ky. 539 
(1882), Townsend v. Yoemans, 301 U.S. 441 (1937); Stockyards — Ratcliff v. Wichita Union 
Stockyards Co., 74 Kan. i (1906), Tagg Bros. & Moorhead v. United States, 280 U.S. 420 
(1930)) Stafford v. Wallace, 258 U.S. 495 (1922); Market ticker service — Stock Quotation 
Teleg. Co. v. Hayes, 120 Misc. 644, 200 N.Y. Supp. 188 (N.Y., 1923); Telegraph — Western 
Union Telegraph Co. v. Foster, 247 U.S. 105 (1918); Telephone — State v. Neb. Teleph. Co., 
17 Neb. 126 (1885), h-a- Railroad Comm. v. Cumberland Tel. & Tel. Co., 212 U.S. 414 (1909); 
Radio communication and broadcasting — Hoover v. Intercity Radio Co., 286 F. 1003, 52 
App. D.C. 399 (1923). vvrit of error dismissed, 266 U.S. 636 (1924), F. R. C. v. Nelson Bros. 
Bond & Mortg. Co., 289 U.S. 266 (1933); Water supply and irrigation — Spring Valley Water 
Works v. Schotller, no U.S. 347 (1884), San Diego Ixind &• Town Co. v. National City, 174 

U. S. 739 Stanislaus County v. San Joaquin & King's River Co., 192 U.S. 201 (1904); 

Slosser V. Salt River Canal Co., 7 Ariz. 376 (1901), White v. Farmers' Highline Canal & Reser- 
voir Co., 22 Colo. 191, 43 Pac. 1028 (1896); Gas (manufactured and natural)— B«//r Gaslight 
Co. V. daffy, 26 N.Y. Supp. 287, 74 Hun. 638 (1893), Opinion of the Justices, 150 Mass. 592 
(1890), State V. Consumers Gas Trust Co., 157 Ind. 345 (1901), Ohio Oil Co. v. Indiana, 177 
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The list of businesses that have been held by the courts not to be affected 
with a public interest is as diversified as the enumeration of those that have 
been found within that group : mills, foundries, coal yards, and restaurants are 
not normally thought to require much public attention; and it is perhaps not 
surprising that apartment houses, parcel checking, theater-ticket brokers, and 
the renting of automobiles for hire should be treated as are other businesses; 
but the exclusion of meat packing, ice manufacture, the sale of gasoline, and 
employment agencies from the circle of public-interest enterprises seems con- 
trary to the principles underlying the leading judicial pronouncements in this 
field of lawd® 

Inconclusive Criteria. It is easier to state what criteria the Supreme Court 
has found inconclusive than to determine positively what characteristics of a 
business have supported a particular instance of control. That the business 
supplies a service or commodity that was formerly supplied by those practicing 
a “common calling” is a matter of no significance. Nor is the distinction be- 
tween necessities and luxuries of particular moment. Neither the prevalence 
of fraud, extortion, or discrimination, nor the fact that the public convenience 
or welfare is promoted by the operations of the business is conclusive evidence 
of the propriety of price regulation. The size of the business, either in terms 
of investment, employment, or output, is of little help in supplying the answer. 
Not even the possession of monopoly power is certain to bring a business 
within the public utility fold, though monopoly is a characteristic of many 

U. S. 190 (1900), Dobbins v. Los Angeles, 195 U.S. 453 (1904)-, Electric power — Snell v. 
Clinton Electric Co., 196 111 . 626 (1902), Jones v. No. Georgia Elec. Co., 125 Ga. 618 (1906); 
Heating — Pub. Ser. Comm. v. Valley Mercantile Co., P.U.R. 1921D, 803 (Mont., 1921), Mayer v. 
Central Heating Co., P.U.R. 1923A, 378 (Penna., 1922); Sewerage — Devon Parl{ Hotel Corp. v. 
Hunter, P.U.R. 1928B, 624 (Penna., 1928), Perkasie v. Per/{asie Sewer Co., 5 Pa. P.S.C. 243 (1921); 
Local transit — W. Phila. Pass. Ry. Co. v. P/iila., 10 Phila. 70 (1873), Cleveland Electric Railway 
Co. V. Cleveland, 204 U.S. 116 (1907), Detroit United Ry. v. Detroit, 229 U.S. 39 (1913), 
Terminal Taxicab Co. v. Ktitz, 241 U.S. 252 (1916); Innkeepers — Ohio v. Norval Hotel Co., 
103 Ohio 361, 133 N.E. 75 (1921); Grist mills — Merrill v. Cahill, 8 Mich. 55 (i860), Stale 

V. Edwards, 86 Me. 102 (1893); Sawmills — State v. Edwards, 86 Me. 102 (1893); Hawkers 
and peddlers — Duluth v. Krupp, 46 Minn. 435, 49 N.W. 235 (i8gi); Pawnbrokers — St. Joseph 
V. Levin, 128 Mo. 588, 31 S.W. loi (1895); Bakers— v. Yuille, 3 Ala. (N.S.) 137 
(1841); Slaughterhouses — The Slaughter-House Cases, 83 U.S. 36 (1873); Cotton gins — Vrost 
V. Corp. Comm., 278 U.S. 515 (1929); Insurance companies — Fire Dept, of MilwauJ{ee v. 
Helfenstein, 16 Wis. 136 (1862), German Alliance Ins. Co. v. Kansas, 233 U.S. 389 (1914); 
Insurance agents — 0 ’ Gorman & Young v. Hartford Fire Ins. Co., 282 U.S. 251 (1931); Banking 
— Cummings v. Spaunhorst , 5 Mo. App. 21 (1877), Noble State Ban\ v. Has\ell, 219 U.S. 104 
(1911); Housing — Elocli v. Hirsh, 256 U.S. 135 (1921), Marcus Brown Holding Co. y. Feldman, 
256 U.S. 170 (1921), Levy Leasing Co. v. Siegel, 258 U.S. 242 (1922), Chastleton Corp. v. 
Sinclair, 264 U.S. 543 (1924); Milk — Nebbia v. New Yorl{, 291 U.S. 502 (1934); Marketing 
and processing of farm products — Green v. Frazier, 253 U.S. 233 (1920); Butter substitutes 
— Cook V. State, no Ala. 40, 20 So. 360 (1896); Coal mining — People v. U.M.W.A., Dist. ij, 
70 Colo. 269, 201 P. 52 (1921). 

Mills — Allen v. Jay, 60 Me. 124 (1872); Foundries — Loan Ass’n v. Topeka, 87 U.S. (20 
Wall.) 655 (1874); Coal yards — Opinion of the Justices, 182 Mass. 605 (1903); Restaurants — 
Harvey v. Corporation Commission, 102 Okla. 266 (1924); Apartment houses — Davis v. Gay, 
141 Mass. 531 (1886); Parcel checking — Re Public Service Commission, 214 N.Y. 46 (N.Y., 
1915); Theater ticket brokers — Tyson & Brother v. Banton, 273 U.S. 418 (1927); Renting 
automobiles for hire — Haddad v. Griffin, 247 Mass. 369 (1924), v. Dabney, lyS Ark. 1071 
(1928); Meat packing — Wolf Packing Co. v. Industrial Court, 262 U.S. 522 (1923), 267 U.S. 
552 (1925); Ice manufacture — New State Ice Co. v. Liebmann, 285 U.S. 262 (1932); Sale of 
gasoline — Williams v. Standard Oil Co., 278 U.S. 335 (1929); Employment agencies — Ribnik 
V. McBride, 277 U.S. 350 (1928). 
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of the public utility businesses. Neither the possession of special franchises 
or grants of privilege, nor the right to take land by eminent domain, points 
conclusively to regulation of price and service, though these privileges are 
often an indispensable part of the legal equipment with which the utility 
carries on its operations. 

PosiTR'E Criteria. In stating the positive criteria, it should first be noticed 
that the assertion of the power to regulate prices rests, not upon the vague 
and general dependence of the community upon an industry generally, in 
the sense in which people are dependent upon landowners for housing and 
bakeries for bread, but rather upon a direct relationship of dependence of 
members of the community upon a particular source of supply, as the mem- 
bers of the community are dependent upon a single electric company for elec- 
tric power and on a single water company for their water. Given this direct 
dependence upon a particular business for the satisfaction of essential wants, 
there exists the possibility of abuses in the form of exorbitant charges, dis- 
criminatory practices, and poor service. If finally, the failure of a substantial 
number in the community to satisfy their requirements for the service is 
accompanied by serious consequences for the community at large, the case 
for regulation is complete. Or even in the absence of this peculiar dependence 
of the individual upon the particular business, price regulation may be j ustified 
by its appositeness in correcting serious economic maladjustments. In sum- 
mary, it may be said that regulation is justified when the breakdown in com- 
petitive controls leads to serious consequences for the community at large. 

Teie Judicial Procedure in Public-Interest Cases. The methods followed 
by the judiciary in the public-interest cases of the past have left much room 
for improvement. Conflicting views of the nature of the police power and of 
the limitations implicit in the due-process requirement have been a fruitful 
source of confusion within the courts. If the police power be interpreted in 
terms of the specific regulations which have been permitted in the past, gov- 
ernment is placed in a strait-jacket, and necessary institutional adjustments in 
keeping with a dynamic economy become impossible. In their interpretation 
of the police power, the courts must recognize the responsibility of the legis- 
lature for the preservation of an institutional framework within which a 
healthy economic life is possible, and must permit the legislature a reasonable 
freedom in the choice of the means by which it will attempt the correction 
of economic and social maladjustments. The interpretation of the due-process 
clause to limit the extension of control over so-called “private businesses” when 
such controls are required represents a distortion of the constitutional limita- 
tions on the power of government, a distortion which is pregnant with danger 
for the future. The sound interpretation of the due-process clause would re- 
quire only that regulation be not “unreasonable, arbitrary, or capricious, and 
that the means selected shall have a real and substantial relation to the object 
sought to be attained”; in the language of Mr. Justice Roberts, the due-process 
clauses of die Fifth and Fourteenth Amendments “merely condition the exer- 
tion of the admitted power” of the government to regulate in the public wel- 
fare.'^^ 


CHAPTER I 


THE HISTORICAL EMERGENCE OF THE 
UTILITY INDUSTRIES 

I. EARLY DEVELOPMENTS 

The modern public utility is concerned primarily with supplying local 
services and commodities such as water, gas, electric energy, transportation, 
and facilities for communication. Since attention here is centered upon these 
utility industries, there is no need to go beyond the nineteenth century to get 
a reasonable perspective. 

’ Many influences and circumstances have contributed to the development and 
shaping of the modern public utility. Changes in the geographical organi- 
zation of society, industrial developments, and economic changes have all 
wrought their effects on utility services. 

The growth of population and its concentration in cities has been the most 
obvious factor enhancing the importance of the public utility. When pop- 
ulation was scattered on isolated farms or lived in small villages, each indi- 
vidual provided himself with the primitive counterparts of the modern utility 
service, or he went without it. The concentration of population not only made 
possible the specialization and technical developments which the modern 
utility typifies; it also made possible the development of wholly new products 
and services which would not have been economically feasible, even if they 
had been technically available, for populations living in small, scattered com- 
munities. Other developments, of which the provision of water supply is 
most conspicuous, were necessitated by conditions of public health; the in- 
dividual’s well or spring might be protected from contamination in a com- 
munity where residences were separated and where sewage disposal did not 
constitute a health menace, but with the development of large cities and 
crowded conditions of living, the well became not simply a symbol of economic 
backwardness but also a potential source of infection for the community. 

The modern public utility is inconceivable without the technical develop- 
ments which have made possible the machinery and equipment with which the 
service is rendered. These developments are in part a function of the demand 
for the service and in part a function of the industrial maturity of the com- 
munity. A sufficient demand for utility equipment to enable the economical 
development of ancillary industries concerned with the manufacture and con- 
struction of equipment promoted further development, playing a dominant 
role in the technical evolution of the industries. 

New forms of business organization and the accumulation of capital seek- 
ing investment have played an essential part in the evolution of utility enter- 
prises. In contrast to many other business ventures, they require heavy capital 
investments. The development of the corporate form of business organiza- 
tion greatly facilitated their establishment; the limited liability feature made 
23 
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investors willing to risk some of their funds in enterprises which at their 
inception were decidedly speculative; the opportunity to appeal to the general 
investing public for funds made larger capitalizations possible than would 
have been available to businesses organized as partnerships or personal ven- 
tures. The availability of capital was also a function of the development of 
the banking, especially the investment banking business. The building of the 
early railroads represented the chief outlet for investment funds during the 
latter part of the nineteenth-century, and these funds were available only be- 
cause banking facilities existed which could tap the capital resources not only 
of this country but of Europe as well. In their beginnings the small local util- 
ities were often starved for capital funds, but in the twentieth century banking 
channels directed capital to the utility industries in prodigious sums. 

The increasing volume of trade and commerce and the development of in- 
dustrial production played a very important part in creating the market for 
utility services. How important these influences were with respect to trans- 
portation and communication requires no elaboration. An industrial market 
for the products and services of local utilities was almost equally important. 
It was the development of broader markets which enabled utility plants to 
achieve a fuller utilization of their productive equipment and brought price 
reductions which opened new areas for utility services, 

A final circumstance explaining the development of utility service has been 
the rising standard of living. The importance of this factor can be appreciated 
best by comparing the price and quality of utility services in communities hav- 
ing quite different standards of living. 

2. WATER SUPPLY 

The development of water works has been largely devoid of dramatic in- 
cidents. Most of the industry’s growth has occurred since the opening of the 
nineteenth century, although beginnings of public water supply appeared 
earlier. The first water-supply system was erected in Boston in 1652. It con- 
sisted of a simple reservoir which gathered water from nearby springs.^ The 
first waterworks to use machinery was that of Bethlehem, Pennsylvania, in 
1754, its equipment consisting of a wooden pump, a wooden reservoir, and a 
log line. Providence, Rhode Island, established its system in 1772. These were 
the only water-supply systems in the country prior to the Revolution. 

The nineteenth century was a century of slow but steady progress for the 
industry. Table i presents the record of the century. In 1800 there were only 
16 plants, of which 15 were privately owned. In 1896, there were 3,179 plants 
of which 53 per cent were publicly owned. Since 1896, the trend toward public 
ownership has continued and water supply is the one utility that is predom- 
inantly publicly owned and managed. 

Table 2 presents the data with respect to the ownership and operation of 
water facilities in cities of over 5,000 according to the Census of 1930. As this 
table reveals, public ownership is more important than the numerical tab- 
’■M. N. Baker, in Bemis, Mo»opo/z«, p. II, 
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TABLE I 

Number of Waterworks, Public and Private, in the United States 
1800-1896 * 


Date 

Fublic 

Private 

Total 

Per Cent 
Public 

0/ Total 
Private 

1800 

i 

15 

16 

6.3 

93-7 

1825 

5 

27 

32 

15.6 

84.4 

1850 

33 

50 

83 

39-7 

60.3 

1875 

227 

195 

422 

53.8 

46.2 

1896 

1,690 

1,489 

3,179 “ 

53-2 

46.8 


* Source: E. W. Bemis, Municipal Monopolies, p. i6. 

a In 1896 there were 17 additional water systems, of which 12 were of joint ownership and 
5 of unknown ownership. 

ulation of publicly owned and privately owned plants would seem to indi- 
cate. The report covers 1,807 cities, of which 1,313, or 72.7 per cent, were sup- 
plied with water from municipally owned enterprises. All 13 of the cities 
having a population of over a half million reported publicly owned plants, 
and 25 of the 28 cities in the 200,000-500,000 class had publicly owned water- 
works.^ As the size of the city declines the proportion supplied from publicly 
owned systems diminishes, but in every instance over a majority of the cities 
derive their water from municipal waterworks. 

The trend from private to public ownership with respect to the supply 
of water is less a reflection of the inability of private enterprise to supply the 
service profitably than it is of public dissatisfaction with the profits which 
private companies were assumed to be earning and of a realization that the 
maintenance of sanitary standards of living require that water service be 

TABLE 2 


Ownership and Operation of Utilities as Reported by the 1,807 Cities over 
5,000, AS OF December 31, 1939 * 


Total Number 

Over 

200,000 

100,000 

30,000 

10,000 

5,000 

of Cities over 5,000 

500,000 

to 

to 

to 

to 

to 

Population 


500,000 

200,000 

100,000 

30,000 

10,000 

(1930 Census) 

1,807 

13 

28 

52 

217 

650 

847 

Waterworks Utilities 
owned and operated 
by city 
i., 3 i 3 

^3 

25 

45 

X72 

473 

585 


Source: T/ie Municipal Yearboo\, 1940, pp. 21, 27, 28-30. 

rendered at the lowest possible cost. The technical aspects of water supply 
are sufficiently simple and the market sufficiently stable so that these features 
have constituted no obstacle to the successful construction or operation of 
waterworks by governmental units. 

^ The three cities in this class having privately owned water utilities were Indianapolis, Indiana, 
Oakland, California, and Jersey City, New Jersey. 



26 ECONOMICS- OF PUBLIC UTILITY REGULATION 

The development since 1900 has been characterized by two tendencies. The 
large metropolitan areas have been forced to go farther and farther afield to 
find adequate supplies of pure water, and there have been marked improve- 
ments in the quality of water furnished.® 

3. THE GAS UTILITIES 

Manufactured Gas. As a utility undertaking, the manufacture and sale 
of gas dates from the beginning of the nineteenth century.'^ The first com- 
mercial gas company in the United States was established in 1816 at Baltimore. 
A plant was established at Boston in 1822 but it failed, and it was not until 
1828 that the predecessor to the Boston Consolidated Gas Company erected 
its plant. Other early plants were those at New York, 1823, Brooklyn, 1835, 
Bristol, Rhode Island, 1835, and New Orleans, 1835. 

In the early period gas was used chiefly for lighting streets and public 
buildings. It was so expensive that only wealthy individuals could afford it. 
In 1826 gas was priced as high as ten dollars per thousand cubic feet in New 
York, and twenty years later the price was still six dollars per thousand cubic 
feet. Many circumstances explained this high price. The industry was intensely 
competitive, many communities having more than one company supplying 
gas service, so that volume of business was small and overhead costs high. 
The use of gas for illuminating purposes required an expensive process of 
enriching the gas. The real development of the industry dates from the 1880’s, 
when the newly established electric companies brought competition into the 
lighting field. The gas companies were forced to develop other markets, al- 
though improvements such as the Welsbach mantle enabled them for a time 
to retain a considerable proportion of the lighting market, and to perfect 
cheaper methods of production. 

The discovery of the water-gas process in 1873 was a significant technological 
development. This process, which made gas by passing steam through a mass 
of incandescent coke, resulted in a very considerable reduction in the cost 
of gas as compared with the cost of the earlier coal-gas method. The first water- 
gas plant was established in 1873 at Phoenixville, Pennsylvania. Later, by- 
product gas from the coke ovens of the steel industry provided part of the 
industry with a cheap source of supply. Recent developments of the market 
for gas have been concerned with the use of gas in industry, and beginnings 
have been made in the introduction of gas for residential heating. The future 

^ Turneaure and Russell, Public Water Supplies, p. 9. U. S. Bureau of Census, General Statistics 
of Cities, 1915, pp. 43-45. 

^ Gas was known much earlier than this, for Jan Baptista van Helmont, a Belgian, had dis- 
covered in 1609 that “gas” (the word comes from geist, meaning spirit or ghost) was produced 
by the combustion of certain fuels. In the third decade of the same century, Dr. Clayton, a York- 
shire rector, had found that the heating of coal in a closed container also produced gas. In 
1793, Williaju Murdock, an engineer employed by Watt, used artificial gas conducted through 
seyenty-odd feet of tubing to light his house, and in 1804 he built a gas works to light a cotton 
mill at Manchester. In the latter year the first English patent for gas making was granted; 
and eight years later tlie world’s first chartered gas company was created to supply illuminating 
gas for London. 
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o£ the industry depends upon the ability of gas to meet the price of competitive 
fuels.'"’ 

Table 3 presents a statistical picture of the development of the industry in 
terms of the number of plants, the value of the product, the quantities pro- 
duced and sold, and the number of employees and their wages. The growth 


TABLE 3 





Manufactured Gas Statistics 






Salaries 

'Value 

Gas Pro- 

Average 

Annual 

'Number of Number of and 

of Gas 

duction 

Number of 

Sales 

Establishments Employees 

Wages 

Sold 

(M. cu.ft.) 

Customers 

(M. cu. ft.) 

1831 







140,000 

1841 







400,000 

1849 

30 

952 

1391,000 





1851 







1,200,000 

1859 

221 

5.730 

2,322,000 





1861 







4,000,000 

1869 

390 

8,723 

6,547,000 





1871 







10,700,000 

1881 







23,500,000 

1889 

742 

12,996 

8,500,000 

$46,237,287 

36,519,512 



1891 







45,000,000 

1899 

877 

22,459 

12,436,000 

69,432.582 

67,093,553 



1901 






4,200,000 

101,625,366 

1909 

1,296 

37,215 

20,931,000 

138,615,309 

150,835,793 

5,425,000 

143,117.693 

1919 

1,022 

63,328 

77,931,081 

282,288,778 

344,119,811 1 

8,484,000 

306,632,786 

1929 

754 

65,624 

100,935,128 

438,242,970 

450,717,416 

12,139,000 ^ 

524,115,000 

193.S 

1 520 



314,371.303 

342,032,403 

9,398,600 

328,828,000 


* Source; Moody’s Public Utilities, 1939, pp. 348-349; Census Reports. 

of the industry from 30 plants in 1849 to 1,296 in 1909 is a record of sixty 
years of steady progress. The decline in the number of plants from 1909 to 
1929 reflects partly the abandonment of small plants serving small cities where 
the competition of electric companies for the lighting market left the gas com- 
panies without an economic basis for existence, and partly the tendency toward 
consolidation where more than one plant was operating in the same or ad- 
jacent territory. After 1929 the number of manufactured-gas establishments 
declined as a result of the extension of pipelines which brought natural gas to 
many communities that had previously used manufactured gas. Table 4 pre- 
sents a classification of the revenues received by utilities selling manufactured 
gas from 1929 to 1938, The years from 1933 to 1938 witnessed a marked ex- 
pansion in the sale of manufactured gas for house heating and for industrial 
and commercial purposes. However, two-thirds of the industry’s revenues 
are still derived from domestic sales. 

® The sverage retail value of gas per thousand cubic feet since 1889 is shown on the following 
tahxAzXion. {Moody’s Public Utilities, 1939, 9. isi)-. 

1889 $1.42 1921 $1.22 

1899 1-04 1929 luo 

1914 .86 1938 1.02 

1919 .92 

The industry has not been able to reduce the price of its service to a level where gas is truly 
competitive with cheaper fuels, even when allowance is made for its greater convenience. 
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TABLE 4 

Classification of Manufactured Gas Revenues * 

(in thousands of dollars) 




House- 

Industrial 

Miscel- 



Domestic 

heating 

and Commer- 

laneous 

Total 


Revenues 

Revenues 

dal Revenues Revenues 

Revenues 

1938 

$259,259 

131,030 

$70,695 

$ 1,534 

$362,518 

1933 

277,726 

14,089 

59.386 

1,510 

352,711 

1939 

313.955 

11,509 

81,414 

1.859 

408,737 


* Source: Moody’s Public Utilities, 1939, p. 350. 

Natural Gas. Although the practical use of natural gas is of relatively re- 
cent origin, natural gas has been known and observed for many centuries. 
It is reported that more than a thousand years ago in China gas from salt wells 
was used in the evaporation of brine. In this country George Washington was 
connected with one of the early “burning springs” which he dedicated as a 
national park in 1775 in what is now West Virginia. In the United States the 
first use of natural gas occurred at Fredonia, New York, where gas coming 
from a spring was accidentally ignited, and in 1821 a short well was driven 
near the spring for the purpose of obtaining this gas; in 1825 several stores, 
shops, and a mill were illuminated by this natural gas.** Commercial exploita- 
tion of natural gas did not come until 1870, when the Bloomfield and Rochester 
Natural Gas Light Company brought gas in wooden pipes from West Bloom- 
field to Rochester, New York, but the enterprise was a financial failure. 

Gas is found in pools or fields located at varying depths in sands similar 
to those in which petroleum occurs. Indeed, much of the natural gas is pro- 
duced in conjunction with petroleum. These pools or fields are located under 
a dome or cap of rock which confines the gas and petroleum. Natural gas 
occupies the upper part of the dome, petroleum usually lies in the sand below 
it, and below the petroleum lies salt water. If wells are drilled into the top 
of the dome only gas is obtained; if the wells are drilled farther from the 
center of the dome so that they open into the oil sands rather than into the gas, 
the pressure of the gas will bring petroleum to the surface and the gas may 
thereafter be used as a by-product. In the extraction of petroleum, competitive 
drilling and too rapid drawing off results in a waste of natural gas and in a 
flooding of the field with water, preventing the recovery of much of the 
petroleum. In most states there are now statutes to enforce conservation, the 
law stipulating that the natural gas must be used commercially and not al- 
lowed to escape into the air or to burn at the field, as so often happened in 
the early exploitation of oil fields. 

Natural gas is known to exist in twenty-seven of the forty-eight states and 
is produced commercially in twenty-five.’^ There are three or four principal 

® We are dependent for our authentic record of this use of natural gas on the observation 
of General Lafayette, who visited Fredonia on June 4, 1825. 

Various quantities of natural gas are to be found in Alabama, Arizona, Arkansas, California, 
Colorado, Idaho, Illinois, Indiana, Kansas, Louisiana, Michigan, Mississippi, Missouri, Montana, 
New Mexico, North Dakota, Ohio, Oklahoma, Oregon, Pennsylvania, South Dakota, Tennessee, 
Texas, Utah, Washington, West Virginia, and Wyoming. 
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producing regions in the United States. The oldest, and for many years the 
principal, producing area was located in the Appalachian region. At present, 
most natural gas comes from the mid-continent region, the states of Kansas, 
Oklahoma, Arkansas, Texas, and Louisiana being the principal producers. 
Important gas-producing fields are also found in California. The Rocky Moun- 
tain region may become more important in the future. 

Wherever a market has existed within economical reach of producing areas, 
natural-gas utilities have experienced a very rapid growth. Table 5 pictures 
the growth of the industry from 1906 to 1939 in terms of quantity marketed 
and value of product. In a little more than a quarter of a century the quantity 

TABLE 5 

Growth of Natural-Gas Industry in the United States, as Indicated by the 
Quantity Marketed, and Its Value at the Point of Consumption, with 
Index Numbers Based on 1906, and the Value per Thousand Feet for 
1906 AND 1923 Through 1933 * 


Quantity marketed 
(In millions 
Year of cubic feet) 

Index no. 

Value 

(In thousands) 

Index no. 

Average value 
per 1 ,000 cubic 
feet (cents) 

1906 

388,843 

100 

$46,874 

100 

12. 1 

1924 

1,141,521 

294 

253,856 

542 

22.2 

1929 

1,917,693 

493 

413,276 

882 

21.6 

1934 

1,770,721 

455 

394^257 

841 

22.3 

1939“ 

2,437,200 

627 

539,431 

1,151 

22.2 


* Source: 1906-1929 — Federal Trade Commission, Utility Corporations, No. 84-A, p. 20; 
1934-1939 — Department of the Interior, Bureau of Mines, Minerals yearbook, tgj8, pp. 907- 
908, and 1940, p. 1042. 

“ 1939 figures are subject to revision. 

marketed has increased from 388,843 million cubic feet to 2,437,200 million 
cubic feet, an increase of 627 per cent. The increase in the value of the product 
has been even more startling, from approximately $47,000,000 in 1906 to 
$539,000,000 in 1939. The more rapid increase in the value of the product, 
an increase of 1151 per cent, is a reflection of the success of the industry in 
reaching new markets. The growth of the market for natural gas is attrib- 
utable partly to its high heat content, and partly its cheapness. In 1906 the 
average value per thousand cubic feet was 12 cents, and in 1933 the average 
value was approximately 22 cents per thousand cubic feet; these figures con- 
trast dramatically with the average retail value per thousand feet of manufac- 
tured gas. 

Natural gas is predominantly an industrial fuel. In 1934, 78 per cent of the 
total consumption of natural gas occurred in industry. The remainder of the 
natural gas was moved to urban centers and distributed by local gas utilities. 
Table 6 presents an analysis of the industrial consumption of natural gas for 
the years 1930 and 1934. In 1934, 40 per cent of the natural gas consumed 
by industry was used in field operations, that is, for drilling operations, for 
pumping petroleum and natural gas to gathering stations, and for operating 
plants extracting gasoline from natural gas. The next largest industrial use 
was in the manufacture of carbon black; these operations absorbed nearly 17 
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TABLE 6 • 

Industrial Consumption of Natural Gas for the Years 1930 and 1934 f 
Quantities of natural gas consumed 
{millions of cubic feet) 


Industries 1930 1934® 



Quantity 

Per Cent 

Quantity 

Per Cent 

Field use 

723,165 

46.2 

554.542 

40.0 

Manufacture of carbon black 

266,625 

17.0 

229,933 

16.6 

Petroleum refineries 

98,842 

6.3 

79,965 

5-8 

Electric public utility 
power plants 

120,290 

7-7 

127,896 

9.2 

Other industrial 

356.315 

22.8 

393.155 

28.4 

Total industrial 

1,565,237 

100.0 

1.385.491 

100.0 


* Federal Trade Commission, Utility Corporations, No. 84-A, p. 46. 

t Source: Statistical Appendix to Mineral Year Books, 1932-1934. Mineral Resources of United 
States, Part II (Nonmetals) 1928, 1930, U.S. Bureau of Mines Mineral Markets Report, M.M.S., 
Oct. 29, 1935- 

“ Preliminary figures. 

per cent of the industrial consumption. The development of new industries 
will undoubtedly lead to more extensive use of natural gas as a raw material. 
Petroleum refineries accounted for 6 per cent of the industrial consumption 
and electric public utility companies for 9 per cent. The remainder of the 
industrial consumption, some 28 per cent, is not shown with respect to specific 
industries. 

The future development of the natural-gas industry will probably bring 
an increasing proportion of the product to the public utility market. The 
period since 1925 has witnessed a great extension in the pipelines, some ex- 
tending more than one thousand miles.® The volume of interstate transmis- 
sion has kept pace with the growth in interstate pipelines; in the depression 
years from 1930 to 1934 the interstate movement of natural gas increased more 
than 55 per cent. The growth of interstate transmission of natural gas has 
made the problem of the holding company in the gas industry critical. Five 
holding-company groups — the City Service Company, Standard Oil Company 
of New Jersey, Electric Power & Light Corporation, Columbia Gas & Electric 
Corporation, and Standard Gas & Electric Corporation — handled approxi- 
mately 63 per cent of the total interstate movement of natural gas in 1934.” 

4. THE ELECTRIC POWER INDUSTRY 

Some properties of electricity have been known for centuries. The pro- 
duction of static electricity through rubbing amber with fur, and the attrac- 
tion and repulsion of light objects, was observed by Thales in 600 b. g., and in 
100 A. D. Plutarch reported the magnetic properties of certain stones. Dr. 

® Natural gas from the Texas panhandle has been brought to Chicago and Minneapolis. Con- 
nected pipelines extend from the Texas panhandle through Oklahoma, Kansas, Missouri, Illinois, 
Indiana, Ohio, West Virginia, and into Pennsylvania. Gas lines from the Monroe, Louisiana, 
field cover a territory with a radius of five hundred miles, supplying Atlanta, Memphis, St. Louis, 
New Orleans, Birmingham, and Pensacola. 

^ Federal Trade Commission, Utility Corporations, No. 84-A, p. 39. 
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William Gilbert discovered certain aspects of the laws of magnetism while 
he was physician to Queen Elizabeth. The Leyden jar for storing charges 
of electricity was discovered by E. G. von Kleist in 1745; and in 1796 Alessandro 
Volta made the first battery, the so-called “voltaic pile” with a series of discs 
of silver, zinc, and cloth, wet with sea water. Sir Humphrey Davy in 1809 
invented the arc light by attaching two sticks of carbon to the terminals of a 
voltaic pile. The relation between electricity and magnetism was discovered by 
Hans Christian Oersted in 1819. And in the same year Andre-Marie Ampere 
is credited with discovering the magnetic properties of an electrical charge. 
In 1827 a German, Dr. G. S. Ohm, formulated in mathematical terms the 
principle of the electric circuit. Electricity was first generated with a dynamo 
by Michael Faraday in 1831. For more than a century before the establish- 
ment of the first electrical plant, there was widespread interest in the properties 
of electricity, and much progress had been made in formulating the principles 
of electric power. 

The development of the carbon-filament lamp by Edison in 1879 was the 
immediate stimulus to the launching of the electric lighting industry. The first 
central station distributing electric energy, constructed by Edison at Pearl 
Street in New York City, began operations on September 4, 1882. Within a 
few days a second Edison station began operations at Appleton, Wisconsin. 
These first two stations utilized the two methods of production which have 
subsequently been followed by the industry. The Pearl Street station pro- 
duced steam-generated power, while the Appleton station generated its power 
from falling water. From this modest beginning in 1882, the industry has 
developed to the point where it has a generating capacity of 36,000,000 kilo- 
watts and an annual output of 121,000,000,000 kilowatt hours; the industry 
serves some 27,000,000 consumers; it has a plant valued at approximately 
$13,000,000,000, and produces a gross revenue of nearly $2,500,000,000. 

Table 7 presents the figures with respect to this startling growth. It will 
be observed that until 1917 there was an increase in the number of operating 
electric utilities, but from that date the number of establishments has declined, 
reflecting the trend toward integration and centralization of operations. Per- 
haps the best index of the industry’s growth is the rated generating capacity. 
From 1902 to 1927, the generating capacity was approximately doubled every 
five years. This amazing record reflects not simply the extension of electrical 
service into new territory and the reaching of additional consumers, but also 
the more intensive development of the market. This intensive development 
was made possible by progressive reductions in price which made it feasible 
to apply electric energy to a variety of new purposes. 

The technical development of the industry has been as striking as its com- 
mercial development. The first generating plants were relatively small, the 
average capacity being between 200 and 300 kilowatts, with 600 kilowatts as 
a maximum. The distribution area of any one plant was limited, partly be- 
cause of imperfections in transmission facilities and partly because the early 
plants produced only direct current. At first, the largest cities were served by 
a number of separate power plants. With technical developments that enlarged 
the area of economical transmission and with the construction of larger gen- 
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erators, mergers were effected, and large central generating stations displaced 
many small and relatively inefficient units. 

The year 1905 saw the first installation of an all-turbine generating plant, 
with a capacity of 5,000 kilowatts. Today the capacity of the generating 
unit is commonly 50,000 or 75,000 kilowatts, while New York is served in 
part from five units each of 160,000 kilowatts capacity, and the State-Line plant 
in Chicago has a unit with an effective capacity of 200,000 kilowatts. Recent 
progress in the utilization of fuel has reduced the average fuel consumption 
per kilowatt-hour of electricity produced from 3 pounds in 1920 to 1.45 pounds 
in 1934, an increase in overall efficiency of more than 100 per cent in fourteen 
years. The Diesel oil engine was first used in 1898 and has developed marked 
advantages for certain installations. Diesel generators have been extensively 
used by small municipally owned plants and have proved economical. 

Developments in transmission have been of primary importance in enabling 
the industry to concentrate its generation in large, economically operated 
central stations. With the introduction of alternating current, the economical 
area of transmission was greatly enlarged. Further expansion in the trans- 
mission area was made possible by technical improvement in transformers, 
in the construction of transmission lines, et cetera. The most modern de- 
velopment in transmission-line construction is the 285,000-volt lines bringing 
power from Boulder Dam to Los Angeles. A number of transmission lines 
operate at 220,000 volts. The last two decades have witnessed marked progress 
in the building of transmission lines connecting many of the larger utility 
systems. The principal interconnected systems are found in New England, 
from New York west to Lake Michigan, in the southeastern states, in Texas, 
and in the Mississippi Valley states. An important transmission system ex- 
tends from the eastern part of Montana along the line of the Chicago, Mil- 
waukee, St. Paul & Pacific to Seattle and Tacoma. And finally, an important 
system on the Pacific Coast extends from Portland in the north, to Los Angeles 
and San Diego in the south. Accompanying the development of long-distance 
transmission has been the concentration of production and distribution in 
the hands of a relatively small number of electric systems. For the year 1933, 
the Federal Power Commission’s National Power Survey reported that 215 
systems produced and distributed 93 per cent of the total energy reported for 
the United States. The development of the industry naturally mirrors the 
distribution of population; a third of the industry is located in the northeast, 
a third in the Middle West, 13 per cent in the southeast and less than 15 
per cent on the Pacific Coast. Table 8 shows the distribution of installed 
capacity in the power plants of these large systems. The relative importance of 
steam and hydroelectric plants varies with the region. In the southeast and 
along the Pacific Coast hydroelectric power is more important than steam 
power, but for the remainder of the country this is reversed. 

The service rendered by the electric power industry has improved, to the 
accompaniment of rate reductions. From twenty-five cents a kilowatt-hour, 
the price of electric power has fallen so that at present most utilities sell a 
substantial proportion of their output to industrial consumers at less than one 
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TABLE 8 

Installed Capacity in Major Private, Municipal, and Public District Electric 
Utility Power Plants in the United States, 1934 * 

(Data taken from reports of 215 systems) 

Hydroelectric plants Fuel electric plants T otal electric plants 





Per cent 



Per cent 


Per cent 




of 



of 


of 




United Per cent 


United 


United 




States 

of Zone 


States 


States 

Zone Region 

Kilowatts 

Total 

Total 

Kilowatts 

Total 

Kilowatts 

Total 

1 

Northeast 

2,412,000 

26.9 

23.1 

8,036,000 

35-5 

10,447,000 

33-0 

2 

Middle West 

1,037,000 

11.5 

10.2 

9,153,000 

40.5 

10,190,000 

32.2 

3 

Southeast 

2,355,000 

26.2 

56.2 

1,821,000 

8.1 

4,176,000 

13.2 

4 

Mountain and Plain 

345,000 

3-8 

34-9 

644,000 

2-9 

988,000 

3-2 

5 

Southwest 

93,000 

I.O 

6.1 

1,428,000 

6.3 

1,520,000 

4.8 

6 

Pacific Northwest. 

1,068,000 

n .9 

74-4 

368,000 

1.6 

1,437,000 

4.6 

7 

Pacific Southwest 

1,675,000 

18.7 

59.8 

1,153,000 

22,603,000 

5-1 

2,829,000 

9.0 


Total, United States 

8,985,000 

100.0 

28.4 

100.0 

31,588,000 

100.0 


‘"Federal Power Commission, National Power Survey, Interim Report, Power Series No. i, 
p. 8, Table I. 


cent a kilowatt-hour. The early plants operated for only a few hours each 
day, and then only to supply current for street lighting and the residences 
of the well-to-do. The development of the industrial market provided utilities 
with an outlet for their power during the periods of the day when the plant 
was otherwise idle, and the better utilization of capacity oldered the first 
opportunities for a reduction in rates. The market for electric power is 
extremely elastic, and every rate reduction has brought new uses for the 
service. Technical improvements in transmission and distribution paved the 
way for consolidations and further economies and improvements in service. 
The importance of the diversified market which the industry developed can 
be seen from Table 9, 


TABLE 9 

Annual Consumption of Electricity in the United States, 1929-33, 
BY Classes of Customers 

(Data taken from reports of 215 systems. Million kilowatt-hours) 


Farm 

Residential and domestic 
Small light and power 
Large light and power 
Municipal street lighting 
Municipal light and power 
Street railway and interurban railway 
Electrified steam railroad 
Miscellaneous 
Total 


1929 

1931 

1933 

L503 

1,787 

1,502 

7.957 

9,904 

9.971 

10,636 

10,852 

9.727 

40,255 

34,850 

32,153 

1.556 

1,824 

1.592 

1.443 

1,709 

1,748 

4.833 

4.386 

3,815 

520 

572 

6g8 

2,730 

2,550 

1.793 

71.433 

68,434 

62,999 

Interim 

Report, Power , 

Senes No. t, p. 


Until the middle 1920’s, electric companies seemed to be chiefly interested 
in expanding the industrial section of their market and with adding to the 
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number o£ their residential consumers. Since that time, however, they have 
sought to develop the market more intensively through the use of promo- 
tional rates that have made electricity available for many home operations, 
incidental appliances, refrigeration, cooking, water-heating, and other uses. 
Under the stimulus of the federal Rural Electrification program, the indus- 
try has undertaken to extend its service more widely into rural areas; in the 
decade following 1927, the number of rural consumers increased from 168,450 
to 1,215,403, but despite this accomplishment a large part of the rural popula- 
tion is still without electric service. 

5. THE STREET RAILWAY 

The development of the street railway antedates the appearance of electricity 
as the motive power. The early railways operated with horse-drawn vehicles. 
In 1836 the first successful street railway was built at Boston, and soon after 
other cities had their local transportation services. By 1890, when they gave 
way before the electric railway, these early street railroads were operating more 
than 5,000 miles of track. The horse-drawn vehicle was never considered to 
afford a completely satisfactory service: the grades on which such vehicles 
could operate were definitely limited; service was slow; the work was hard 
on the horses and the horses were hard on the streets. Various experiments 
with other forms of tractive power were tried, including an attempt to de- 
velop a steam car for city use. 

The first satisfactory substitute for the horsecar was the cable car. A con- 
tinuous cable driven by a stationary engine was located in a slot between the 
rails. By means of a mechanical grip the operator could attach the car to this 
cable or release it, thus securing the forward motion of the vehicle or stopping 
it. A cable-car line was first built experimentally in New York in 1869, and 
in the early 1870’s a cable railway was built in San Francisco. Cable railway 
operation was costly and the service was not completely dependable. In most 
cities the cable car was abandoned when the electric car was introduced. In 
those cities in which cable .cars continued to operate, notably Seattle and San 
Francisco, the retention of this type of service was necessitated by grades too 
steep to permit successful use of the electric car. 

Although motors driven by electric current had been developed for some 
thirty years, it was not until the i88o’s that the first electric streetcar system was 
placed in operation. The first regular passenger line was opened at Lichterfelde 
near Berlin, Germany, in 1881. The year 1885 witnessed extensive activity with 
passenger-carrying electric railways in various American cities. The first com- 
mercially operated electric railway in America began running at Baltimore 
on August 10, 1885. Similar experiments went forward in Cleveland, Kansas 
City, Denver, Columbus, South Bend, Indiana, Minneapolis, and New York 
City. These early railways experimented with various devices for conveying 
power to the car— a third rail, the running rails, a wire in a conduit located 
between the running rails, and overhead wires. In 1888 there opened at Rich- 
mond, Virginia, the first commercially operated trolley line in America using 
the overhead trolley system which later became the standard. 
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The perfection of the electric street railway filled a long-felt need, and after 
its practicability had been demonstrated, its growth was rapid. By 1890, there 
were 789 street railway companies operating in the United States, many cities 
having competing companies. The number of companies continued to increase 
up to 1912, when 1,260 were operating. Thereafter consolidations and abandon- 
ment reduced the number to 963 in 1927 and 478 in 1937. Table 10 summarizes 
the more pertinent statistics. 

TABLE 10 

Electric Railways in the United States * 



1937 

1932 

1927 

1922 

1912 

1902 

1890 

Number of companies 

478 

706 

963 

1,200 

1,260 

987 

789 

Miles of line 

14,214 

20,110 

31,548 

27,948 

31,264 

30,438 

1 6,645 

5,783 

Miles of single track 


40,722 

43,932 

41,065 

22,577 

8,133 

Capitalization 

4,900 ® 

5,083 “ 

5,474 “ 

5,447 

4,709 

2,308 

449 

{000,000 omitted) 
Number of employees 

152,476 

182,165 

264,575 

300,119 

282,461 

140,769 

70,764 

Number of passenger cars 
Number of revenue pas- 

44,864 

59,692 

70,309 

77,301 

76,162 

60,290 

32,505 

sengers 

(000,000 omitted) 

7,485 

7,926 

12,175 

12,667 

9,546 

4.774 

2,023 

Railway operating reve- 





535,996 

400,896 


nues 

513,129 

566,290 

918,869 

925.477 

b 

(000,000 omitted) 

Total operating revenues 


566,749 

927,774 

1,016,719 

567,512 

247,554 

90,617 

(000 omitted) 
Operating expenses 

406,119 

442,607 

694,460 

727,795 

332,896 

142,313 

62,001 

(000 omitted) 

Net operating revenue 
(000 omitted) 

Total number of bus com- 


123,756 

233,297 

288,924 

234,615 

105,241 

28,606 

panies 


498 

301 





Miles of bus route (one- 








way) 


36,652 

14,299 

685 




Number of buses 


1 5,064 

8,277 

370 




Total bus miles 


499,025 

272,518 

7,116 




(000 omitted) 

Number of bus passen- 








gers 


1,302,318 

875,402 

16,120 




(000 omitted) 

Revenue bus passengers 


1,135,500 

771,806 

12,406 





(ooQ omitted) 


* Source: Moody’s Public Utilities, 1938, p, 342. 

® American Transit Association estimate. 

* For 1907. 

® 1937 excludes trolley-bus operations previously included. 

In terms of miles of line and miles of single track, the growth of the industry 
was even more startling. From 5,783 miles of line in 1890 the industry expanded 
until it was operating 31,264 miles of line in 1922. Thereafter the miles of line 
fell with abandonments and receiverships to 14,214 in 1937. A better indication 
of the intensive development of the industry is supplied by the statistics of 
miles of single track, which increased from 8,133 in 1890 to 43,932 in 1922. The 
importance of the industry may also be measured in terms of the number of 
revenue passengers carried per year. In 1890 over 2 billion revenue passengers 
were carried by the electric railways; by 1902 the number had reached nearly 
5 billion; in 1912 it was almost 10 billion; and in 1922 it reached its peak when 
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the railways carried 12,666,000,000 passengers; thereafter the number of reve- 
nue passengers carried fell to some 7 billion in 1937. 

Several circumstances account for the decline of the street railway after 1922. 
First, the service was obviously overbuilt in relation to the requirements of 
many communities. Secondly, the appearance of the private automobile cut 
seriously into the business of the street railways and resulted in abandonments 
of lines serving outlying communities. The first abandonment occurred in 1915. 
In every year after 1918 the miles of track abandoned exceeded the new con- 
struction. After 1922 abandonments exceeded five hundred miles a year until 
1928, when the thousand-mile mark was passed. For the past ten years track- 
age abandonments have averaged more than one thousand miles a year. 

The appearance of the motor bus and the popularity of the private automo- 
bile have raised the question as to whether the electric railway has any future. 
The answer appears to be that the electric railway’s field of superiority is to 
be found in handling large masses of passengers in crowded areas. Where cars 
must operate with a close headway and where exceptionally heavy volumes of 
traffic are encountered, the streets of the modern city have not the capacity to 
handle the traffic in private automobiles or in motor busses. For the future it 
may be expected that the motor bus will continue to displace the streetcar on 
those lines wdiere traffic is relatively light. 

The present problem of the street railway is largely financial. The prosperity 
which most of the companies experienced in the period prior to World War I 
was followed by years of heavy losses and receiverships caused by the rising 
costs of operation during the war and postwar inflation. Their position was 
made more precarious by the difficulties experienced in securing rate increases 
commensurate with rising costs. Table 10 indicates how mounting operating 
expenses worked havoc with net revenues. Insufficiency of 'revenue, combined 
with competition from other forms of transportation, has made the street rail- 
way a relatively poor investment, and such companies have been unable to 
raise the capital necessary to modernize their service. If it is possible to secure 
a recapitalization of these companies and a modernization of their equipment, 
the future position of the local transit services seems assured. 

In a few larger cities, where the volume of traffic has been beyond the ca- 
pacity of surface cars to handle, elevated railways and subways have provided 
mass transportation on a scale greater than the technical and physical facilities 
of surface lines could provide. The present trend appears to be away from 
elevated lines, which tend to depress real-estate values, and toward greater de- 
pendence on subways to solve the problem of mass transportation. Since sub- 
ways involve huge investments, it is not unnatural that municipalities have 
assumed a share of the financial responsibility, and in some instances have 
taken an active part in the operation and management of the properties. 

6. THE TELEPHONE 

The telephone industry in this country is essentially the Bell Telephone Sys- 
tem. The history of the industry is the history of these companies, and em- 
braces a period of little more than sixty years. 
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The Beginnings. The first apparatus for carrying the human voice by wire 
was developed jointly by Alexander Graham Beil and his assistant, Thomas A. 
Watson — the first successful experiment taking place in Boston in 1875. Fur- 
ther developments were financed by Thomas Sanders and Gardiner G. Hub- 
bard. Serious financial difficulties were encountered during the developmental 
years. The Bell Patent Association, organized in 1875 by Bell, Sanders, and 
Hubbard, was able to provide the funds for the early experimentation. In 1877 
the Bell Telephone Company was organized as a Massachusetts voluntary 
association for the commercial exploitation of the telephone. A year later the 
Western Union Telegraph Company, which had previously refused to buy 
the Bell patent, entered the telephone field with an instrument which had 
been developed by Thomas A. Edison. Patent suits followed, which terminated 
in a compromise recognizing the priority of Bell’s patent and providing that 
the development of the telephone be left to the Bell interests. 

The twenty-five years from 1875 to 1900 were years of experimentation with 
the technical problems of telephone communication. In 1876 the first com- 
plete sentence was transmitted by telephone; in the same year an overhead line 
was opened between Boston and Cambridge. By 1880 there were over 30,000 
Bell telephone stations in the country and the longest telephone line was some 
45 miles, from Boston to Providence. In 1884 the first line between Boston and 
New York, 235 miles, was opened. By 1892 conversations were possible be- 
tween New York and Chicago. Thereafter the technical progress of the in- 
dustry was steady and its commercial development spectacular. The early 
operations of the service were quite imperfect, caused in part by technical 
difficulties ari.sing from the use of iron wire, imperfect transmitters, easily 
grounded circuits, and peg switchboards. By 1900, the introduction of copper 
wire, metallic circuits, the development of multiple switchboards, and the sub- 
stitution of girl operators for the original boy operators had eliminated many 
of the difficulties and effected significant improvements in service. 

The Organization of the Industry. The Bell Telephone System has 
rested on the control of the basic Bell patents and other developments by the 
American Telephone and Telegraph Company. The Bell interests sought to 
exploit their patent, not through the manufacture and sale of telephone equip- 
ment, but through the licensing of companies and individuals to operate and 
by leasing the telephone instruments to them. This policy allowed the Bell 
interests to retain control of the new industry and to insure satisfactory stand- 
ards of service. The rentals for the telephones were fixed by the Bell Com- 
pany and were collected from subscribers by the licensee and remitted to the 
Bell Company after the deduction of a stipulated discount, which constituted 
the compensation of the operator. By November, 1879, the parent organiza- 
tion had entered into 185 contracts for the provision of local telephone service; 
in fact, all of the more productive territory of the country was covered by these 
license agreements. At first the licenses were for short periods, commonly five 
years, and provided that at their expiration the property might be purchased 
by the licensor at a reasonable price but not in excess of its actual cost. The 
uncertainties associated w'ith the short-term license soon forced the Bell Com- 
pany to adopt die policy of granting permanent contracts to its licensees, taking 
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in return a stock interest in the company. The early license contracts commonly 
provided that the licensor should receive from 30 to 50 per cent o£ die capital 
stock o£ the licensed company, that the licensee should not borrow money with- 
out the consent o£ the licensor, that the costs o£ extension and development 
should be met by the issue o£ capital stock and not by the use o£ the profits o£ 
the business, and that the licensor should have representation on the operating 
company’s board o£ directors and executive committee. With the passage o£ 
time, the control by the parent organization (shortly therea£ter, the American 
Telephone and Telegraph Company) increased through the purchase o£ ad- 
ditional stock interests, through consolidations and mergers, and through the 
acquisition o£ the holdings of minority stockholders. As early as 1881, a pro- 
gram that envisaged the co-ordination of all phases of the telephone industry 
was formulated : the supply of local exchange service, the development of long- 
distance service, and the organization of manufacturing affiliates to supply the 
necessary equipment were all developed under the control of the parent com- 
pany. In the beginning, various electrical manufacturers had been licensed un- 
der Bell patents to manufacture telephone apparatus, but in 1881 the American 
Bell Telephone Company acquired a substantial interest in the Western Elec- 
tric Manufacturing Company, and the reorganized company was granted per- 
petual manufacturing rights under Bell patents. 

From 1875 to 1900 the control of the Bell Telephone System centered in the 
American Bell Telephone Company, a Massachusetts corporation. Certain re- 
strictive features of the Massachusetts law interfered with the Company’s plans 
for development: the American Bell Telephone Company was prevented by 
Massachusetts statutes from holding more than 30 per cent of the capital stock 
of any corporation doing business in the state; it was not permitted to pay 
dividends in its own stock, or to sell its stock at less than the market price as 
fixed by the Massachusetts Commissioner of Corporations; and it had diffi- 
culty in securing permission to increase its capitalization with the growth of its 
business. In 1899, therefore, the American Bell Telephone Company transferred 
its entire holdings of stocks and bonds in subsidiary companies to the Amer- 
ican Telephone and Telegraph Company, a New York corporation. The 
American Bell Telephone Company became the parent of the American Tele- 
phone and Telegraph Company, but in the following year the two companies 
were consolidated. Thereafter, the American Telephone and Telegraph Com- 
pany was the parent holding company, controlling the associated operating 
companies, operating the toll lines, directing the manufacturing, and conduct- 
ing research into the development of telephony. In 1921, the Bell Telephone 
Securities Company was organized to aid in the financing of the telephone 
companies. In 1924, Bell Telephone Laboratories, Inc., was established to take 
over the engineering, and part of the patent, departments of the Western Elec- 
tric Company; and the parent company’s departments of development and 
research were transferred to it in 1934. At various times in its history, the 
American Telephone and Telegraph Company has organized, or acquired 
interests in, other companies active in different fields of communication. 

10 These securities had been carried in the accounts ot the American Bell Co. at $39,000,000, 
but they were transferred to the American Telephone & Telegraph Co. at $5 1,000,000. 
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The Developments of the Service. From 1885, v^^hen the statistics begin, 
to 1930, the Bell Telephone System experienced uninterrupted growth. Table 
II pictures the growth of the Bell System in terms of plant and operating 
statistics. The number of telephone stations increased from 156,000 in 1885 to 

TABLE II * 


Growth of the Bell Telephone System as Reflected by Plant and Operat- 
ing Statistics, Years 1885 to 1935, Inclusive, as of End of Year 



Total 

Bell-owned 

Total miles 

Total 

central 

Total 
number of 

Total 

Average 
daily 
total con - 

Year 

stations 

of wire 

offices 

employees ^ 

pay roll " 

versations 

1885 

1 55.75 1 

155.791 

1,165 

^ 5,766 


755,742 

1890 

227,857 

331.642 

1,241 

8,740 


1,444,161 

1900 

835.911 

1,961,801 

2,775 

37,067 


5.817,514 

1910 

3.933.056 

11,642,212 

4.933 

121,310 

263,729,030 

22,284,010 

1920 

8.333.979 

25.377.404 

5.702 

231,316 

33,162,600 

1930 

15,682,059 

76,248,265 

6,585 

324.343 

534,468,061 

65,298,095 

1935 

13.923.301 

80,458,142 

6.787 

^ 244,599 

387.263,755 

61,085,000 


^ Does not include the employees of Western Electric Co., Inc. 

2 Information not reported for years 1884 to 1912, inclusive. 

® Does not include Long Lines employees. 

^ Does not include occasional employees and employees on leave of absence. 

* Federal Communications Commission, Investigation of the Telephone Industry, 76 Congress, 
1st session, House Document No. 340, p. 41. 

over 800,000 in 1900; in 1915, there were nearly 6 million telephone stations 
in operation, and by 1930 the number had reached 15,682,000. In terms of the 
total miles of wire the evidence of growth is even more impressive: there 
were 156,000 miles of wire in 1885; by 1900, there were nearly 2 million miles; 
by 1915 there were over 18 million miles; and in 1930, over 76 million miles. 
As of 1935 the system reported over 80 million miles of telephone wire. Increas- 
ing intensity in the use of the service is indicated by the growth in the total 
daily conversations. Since 1930 the Bell Telephone System has handled a daily 
average of over 60 million telephone conversations. 

Back of this growth as reflected in operating and plant statistics lies a record 
of expansion and achievement that has made the telephone the daily neces- 
sity of millions of people. In 1915 occurred the first transcontinental telephone 
conversatiori between Boston and San Francisco; in 1921 the first conversation 
by deep-sea cable took place between Key West, Florida, and Havana, Cuba. 
In the following year was introduced ship-to-shore conversation by whreless 
between Bell telephones in homes and offices and a steamship four hundred 
miles out in the Atlantic. The first radio telephone conversation between New 
York and London was held in 1926. 

The launching of a new industry is favorable to the stimulation of research 
and experimentation, and the Bell Telephone System throughout its history 
has made research and experimentation the foundation stone on which it has 
grown. The parent, company, the American Telephone and Telegraph Com- 
pany, has maintained a staff of experts prepared to aid local operating com- 
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panics in construction, operation, and commercial phases of the telephone 
business. Telephone service has shown steady improvement. Some of these 
improvements have been in the nature of advances in the construction and 
manufacture of equipment. Others have represented maior inventions and 
important technical advances. Of this character was the development of the 
mechanical repeater, to be later succeeded by the vacuum-tube repeater, which 
made practical the development of long-distance telephony. The growth in 
the number of Bell telephone stations has been accompanied by changes in the 
organization and equipment of central offices; the dial system has replaced 
the manual switchboard; and improved operating techniques have brought the 
service to high efficiency. In recent years the technical developments of the 
Bell Telephone System have sought not simply to advance and improve the 
art of wire telephoning, but also to obtain such control of the more recently 
developed communication fields as to protect the investment in telephone 
plant and equipment from losses due to the competition of newly emerging 
forms of communication. The Bell Telephone System has been conspicuous in 
radio-telephony and wire-telegraphy, television, teletypewriters and sound mo- 
tion pictures. 

The Industry Today. The American Telephone and Telegraph Company 
is the holding company for the Bell System, which has consolidated gross as- 
sets amounting to more than 15,000,000,000. The American Telephone and 
Telegraph Company controls more than 200 subsidiaries, some 140 of which are 
local operating telephone companies furnishing between 80 and 90 per cent of 
the local exchange service. The American Company owns more than 98 per 
cent of the long-distance telephone lines in the United States. With the ex- 
ception of the telegraph, most of the commercial communication service by 
wire and radio in this country is controlled by the American Telephone and 
Telegraph Company, including teletypewriters, radio telephones, telephoto- 
graphic transmission, and wire transmission for domestic radio broadcasts. 

The Western Electric Company, the manufacturing subsidiary of the Amer- 
ican Telephone and Telegraph Company, fabricates 90 per cent of the tele- 
phone equipment produced in the United States and is also an important 
manufacturer of sound-recording and sound-reproduction equipment for the 
motion-picture industry. The dominant position of the American Telephone 
and Telegraph Company rests on its control of patents, its exclusive licensee 
agreements, and its control of the manufacture of equipment. 

The economic influence and power of the American Telephone and Tele- 
graph Company as the world’s largest corporation is difficult to estimate. In 
1938 its total operating revenues exceeded |i, 000,000, 000. It is the largest pri- 
vate employer of labor, employing some 450,000 persons at its peak of employ- 
ment ill 1929 and numbering some 320,000 on its payrolls in 1932. Millions of 
telephone users, individuals and business firms, are affected directly by its 
policies. Three-quarters of a million investors own stock and bonds of the 
corporations comprising the Bell System. The Bell telephone companies use 
more than a fourth of the banks of the country. They are important purchas- 
ers of materials. The effect of telephonic communication upon the individual 
and business life of the community is impossible to measure. 



CHAPTER III 


THE ECONOMIC CHARACTERISllCS 
OF PUBLIC UTILITIES 

As a prologue to the economic and regulatory problems of public utilities, 
it is appropriate to consider the economic characteristics of these industiies 
the conditions of cost under which they operate, the nature of the demand for 
their services, their capital investments, the sources from which capital funds 
are derived, and the sources and distribution of utility income. Not all of 
these matters are the concern of the present chapter, as many of the economic 
Aspects of the utility industries may be more suitably discussed in conjunction 
with particular phases of regulation. The function of the present chapter is 
to present only those economic characteristics that should be noticed piior to 
a more detailed study of the organization, operation, and legulation of public 
utility enterprises. 

I. THE PUBLIC OBLIGATIONS OF UTILITY COMPANIES 

Public utilities are distinguished from other businesses by the formal obli- 
gations to the public which are imposed upon such companies. Utility enter- 
prises must serve all who apply for the service at reasonable and non-discrim- 
inatory prices. They must be prepared at all times to render a service that is 
adequate both in quality and in quantity, and moreover the services must be 
immediately available when consumers demand service. In the absence of 
an alternative, the consumer must take service from the only available utility, 
and it is, therefore, appropriate that the company should be under a legal 
obligation to provide the service at a reasonable price. 

2. ABSENCE OF COMPETITIVE CONTROLS 

Most utility enterprises operate under exclusive franchises which protect 
them from the competition of a like service. The granting of exclusive fran- 
chises was not originally a part of the public policy with respect to utility 
companies. Experience soon demonstrated that consumers and investors were 
not protected by such competition as prevailed : rate wars depleted the financial 
resources of the companies and impoverished investors; the wasteful duplica- 
tion of capital equipment increased the costs of service; high costs and inade- 
quate income combined to undermine the credit of utility companies and to 
lower the service standards. And since utility enterprises involve very large 
fixed investments and normally operate under conditions of decreasing costs, 
at least when unused capacity is present, there always exists opportunities for 
savings in costs and enlarged profits from combination and the elimination 
or avoidance of competition. At last the attempt to protect consumers through 
maintenance of competitive conditions was abandoned and reliance was placed 
■ . \ 42 ■ 
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in controls embodied in franchise contracts, regulatory statutes, and the orders 
of administrative commissions. 

Unregulated monopoly conditions must always be detrimental to the in- 
terests of the consumer. The monopolist, like other businessmen, seeks to max- 
imize his net income. Under monopoly conditions the maximum net income 
will be obtained by restricting output and charging prices that are sub- 
stantially in excess of the costs of production. Since utility services are essen- 
tial to the welfare of the individual and of the community, it is not in the 
public interest that these services should be restricted to those who can afford 
to pay a monopoly price, even though that monopoly price represents only a 
moderate monopoly profit. 

The monopolistic character of most utility enterprises is important also from 
he point of view of the incentives to efficiency. The unregulated monopoly, 
relieved of the risk that it may be eliminated by the competition of more 
efficient units, may very probably be less efficient than it would be under 
competitive conditions. So long as the tastes of consumers remain unchanged 
and the general level of consumers’ income remains undiminishecl, the un- 
regulated monopoly may be content to accept the profits which accrue, if they 
are satisfactory, without developing and applying more efficient techniques. 
To the regulated monopolist, every improvement in efficiency seems only to 
set the stage for a further reduction in price, which leaves him with no larger 
income. Under such circumstances, the monopolist may be relatively indiffer- 
ent to opportunities to effect savings, unless regulation makes some provision 
whereby the benefits of improvements are shared by the company and the 
consumer. Also, in examining utility industries, we may expect to find a rel- 
atively lower rate of corporate mortality, and a relatively slow introduction of 
economy-producing technological changes. This situation is in part the result 
of the protection of utility enterprises from competition and in part a conse- 
quence of the regulatory policy which purports to restrict the net income of 
utility corporations to a fair return on their investment. 

3. LARGE-SCALE ENTERPRISE 

There are various determinants of the economic scale of business enterprise. 
First, the size of the market area is the most fundamental factor limiting the 
size of business enterprise, and is especially important for utility enterprises, 
since they serve the consumer directly. Secondly, the scale of the business 
enterprise is limited by the technology of the industry in question. When 
electric companies were generating and delivering direct current, the eco- 
nomic area of transmission was strictly limited; with the adoption of alternat- 
ing current and with improvements in transmission, whole states became the 
market area for a single company. Water companies are characteristically 
small-scale enterprises in comparison with electric and communication com- 
panies because each community can be more economically supplied by utiliz- 
ing the water resources adjacent thereto. Thirdly, the scale of enterprise is, or 
may be, limited by the availability of capital. If abundant capital is available, 
the enterprise may expand to the economic limits set by the technology of the 
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industry and the size of the market, but if capital is not available, the enter- 
prise may continue at a relatively uneconomic scale. 

Though some utilities are relatively large-scale and others relatively small- 
scale, utility enterprises in comparison with other forms of business are char- 
acteristically large-scale enterprises. The railroads, the electric companies, and 
the telephone companies are typical of those utilities which are ordinarily or- 
ganized on a large scale both absolutely and relatively. Water supply and local 
transport are services frequently supplied by corporations of modest size. Table 
12 affords a picture of the distribution of utility enterprises among large and 
small business. 


TABLE 12* 

Distribution of Assets of Smallest and Largest Corporations, 

BY Industrial Groups, 1933 ® 

Percentage Distribution in Each Group 


Industrial Groups 

Total Assets 
under 
$50,000 

Total Assets 
$50,000,000 
and Over 

Total Manufacturing 

20.5 

18.5 

Transportation and other public utilities 

3-0 

40.6 

Trade 

38-4 

1.8 

Finance 

19.5 

35-9 

Four other branches 

18.6 

3.2 


All branches 100.0 100.0 

•Source: Twentieth Century Fund, How Profitable Is Big Business? p. 16. 

“■Computed from data m Statistics of Income for 1933, pp. 166-167, 173-174, 185-188. 

Considering first the group of smallest corporations, it is evident that trans- 
portation and public utility services are not normally supplied by businesses 
having assets under $50,000. Only 3 per cent of the assets of corporations fall- 
ing in this group are owned by transportation and public utility companies. 
In contrast, over 40 per cent of the assets of the largest corporations — that is, 
those corporations having total assets of $50,000,000 or more — are owned by 
utility enterprises. The utility companies are characteristically large-scale en- 
terprises. 

The bulk of a utility’s funds is invested in fixed plant and equipment. Since 
utility companies supply a service, there is no occasion for these corporations 
to have any considerable volume of current assets in the form of inventories 
or raw materials. The problems of collections and credits are of less signifi- 
cance for utility enterprises than for other undertakings; though its business 
is not done on a cash basis, the utility normally receives payment for services 
rendered within a period of a month or a month and a half. The large invest- 
ment in fixed capital is a reflection of the technology of the particular utility 
industry. At one extreme are the telephone companies that render an intan- 
gible service that calls for no manufacturing process on the part of the utility 
company. Even where the utility is manufacturing and distributing a com- 
modity, such as electricity, water, or gas, production is largely a matter of 
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machine technology involving only limited expenditures for labor and raw 
materials. The large investment of the typical utility also reflects the public 
obligations that have been imposed upon these enterprises; the necessity of 
supplying immediately the consumers’ demands for service compels an invest- 
ment adequate to meet the maximum demands which are likely to fall upon 
the utility enterprise. Even those utilities which are able to store their product, 
the gas and water utilities, find that the provision of storage capacity necessi- 
tates a large investment. Finally, utility investments have grown rapidly and 
with relative continuity, at least until the depression of 1930. The magnitude 
and rapidity of this growth may be seen from the statistics presented in Chap- 
ter IL 

The large capital investment which is characteristic of utility companies 
and the steady growth which such enterprises have experienced have made 
the availability of new capital of critical importance. If utility enterprises are 
to fulfill their public responsibilities, it is essential not only that an adequate 
supply of new capital be available, but also that the new capital be available on 
favorable terms. Using the privately owned electric utilities as an example, 
Table 13 indicates the amount and the sources from which these utilities have 

TABLE 13 

Security Sales by Classes and Construction Expenditures for 
Private Electric Companies * 


(000,000 omitted) 



Bonds, De- 

Stoclis, 

Sales 


Allocation of Public Sales ^ 

Construction 


bentures, 

Common 

to 

Total 

New 


Total 

Expenditures 

Year 

etc.f^ 

& Pfd. b 

Customers 

Financing 

b Capital 

Refunding 

Issues 

T otal 

1924 

$805 

$176 

$194 

Si, 175 

$759 

$223 

$982 

$908 

1925 

669 

314 

296 

1,278 

727 

255 

982 

846 

1926 

1,013 

136 

247 

1.396 

758 

393 

1,151 

111 

1927 

1,529 

360 

240 

2,129 

830 

913 

1,744 

794 

1928 

922 

549 

170 

1,641 

600 

637 

1.237 

754 

1929 

523 

792 

145 

1,460 

624 

258 

882 

853 

1930 

1,115 

338 

135 

1,588 

894 

403 

1,298 

919 

1931 

1,091 

259 

159 

1,508 

424 

759 

1,183 

597 

1932 

405 

47 

18 

470 

166 

239 

405 

285 

1933 

54 

2 


56 

7 

47 

54 

129 

1934 

131 



131 

2 

129 

131 

148 

1935 

1,068 



1,068 

26 

1,041 

1,068 

193 

1936 

1,280 

52 


1,332 

60 

1,272 

1,332 

290 

1937 

560 

86 


646 

82 

564 

646 

455 

1938 

941 

21 


962 

121 

841 

962 

482 

’•'Source: Mood^ 

’s Public Utilities, 1939, pp. 330, 

231. 





® To public and institutional investors. 

^Including rights and warrants. 

« Excluding customer sales, stock rights, and warrants. 

drawn their capital resources. Under normal circumstances, utility companies 
have depended upon the sale of new securities to provide them with the re- 
quired capital, for the regulation of their earnings has not ordinarily made it 
feasible for these companies to provide for their capital requirements through 
the reinvestment of earnings. In this respect the public utilities contrast with 
corporations in industry and trade 
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4. UTILITY COSTS 

Costs for Electric Utilities. The necessity for considering costs. An ex- 
amination of the elements and determinants of costs, both in terms of output 
and capacity and also with respect to the different functional operations in the 
production of utility services, is useful alike to management and regulatory 
authorities. Cost analyses enable management to discover where economies 
may be realized and provide regulatory authorities with objective criteria for 
judging the competence of management. Decisions with respect to the amount 
and direction of new investment must rest on cost studies. 

Cost of steam-generated electricity. Electric energy is generated extensively 
by utilizing high-pressure steam to drive high-speed turbogenerators, the boil- 
ers being fired by coal, oil, or natural gas. 

Production cost may be analyzed as fixed charges and operating costs. Fixed 
charges include return on the investment, taxes, and insurance. Depreciation 
probably belongs among the fixed charges, since it accrues largely whether the 
plant is operating at capacity or not at all. 

The return is related to two factors, the interest rate and the amount of 
investment. The former is discussed in a later chapter. The latter is composed 
of the costs of plant, equipment, and overhead items. It has been suggested 
that, in the typical plant, 45 per cent of the investment is in capital whose mag- 
nitude is determined by the size and number of units of the generating equip- 
ment, 40 per cent is determined by considerations of thermal efficiency, and 
the balance by such factors as the type of fuel used, plant location, and char- 
acteristics of site selected. These proportions are admittedly not precise; never- 
theless they give some conception of the relative importance of various en- 
gineering features in determining total investment.^ 

The size and number of the generating units are dependent upon character- 
istics of the system demand and the available reserve capacity of interconnected 
plants. Up to a point, the cost per kilowatt of rated capacity declines with an 
increase in the capacity of the generators. But limitations on this saving may 
result from a decline in load factor and from the necessity of keeping a reserve 
at least equivalent to the capacity of the largest unit in service. A power pool 
or super-power system permits a saving in reserve capacity. In large steam 
plants, such as those of Consolidated Edison of New York or Commonwealth 
Edison of Chicago, investment per kilowatt of rated capacity seems to reach 
a minimum of |ioo. Under exceptional circumstances the investment might 
be lower 

Analysts commonly assume that fixed charges, including depreciation, 
amount to 13.5 per cent of the investment, assuming an interest return of 7 
per cent and depreciation of 4.5 per cent. If any of the assumptions are varied, 
the amount of fixed charges obviously varies.^ A study of nine large plants 
appeared to show, on an assumption of a 45 per cent capacity factor, fixed 

^]ustm2indM.cx\'\nt, Power Supply Economics, p.%. 

2 7 Ann. Rep. N.Y. Power Authority 89: (1938). See also Justin and Mervine, op. ch., p. 88. 

® The Power Authority assumes a return of 7 per cent, depreciation at 3 per cent compounded 
annually at 7 per cent, and 2.5 per cent for taxes and Insurance. (Power Authority, op. cit., p. 97.) 
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charges ranging from 3.35 to 4.56 mills per kilowatt-hour.^ Increased utiliza- 
tion of capacity brings a decrease in fixed charges per kilowatt-hour. 

Operating costs can conveniently be segregated into two classes : one is fixed 
in nature, the other is directly related to variations in output. Fixed operating 
costs are related partly to the total capacity of the generating station and partly 
to the peak prepared for. The number of employees hired, maintenance, and 
depreciation appear to be partly related to capacity. Other costs are incurred 
in order to have equipment ready to meet the peak load and hence are related 
only to the size of the peak itself; for instance, the costs of keeping steam 
pressures up and generators idling.® In addition, there must be allocated to 
generation a portion of the administrative overhead of the utility organization. 
Only a small percentage of operating costs fall in the fixed category, and the 
percentages becomes smaller as total output increases.® 

Fuel costs compose the bulk of the variable operating expenses, and are 
perhaps typically three times as much as all other operating expenses. Saving 
in operating costs comes mainly through increasing thermal efficiency, thai 
is, through converting more of the energy in the coal into electric energy 
Savings of this type can be obtained through burning the fuel more completely 
and through increasing the temperature range through which the steam falls 
as it passes through the turbines. Increasing steam pressures, however, necessi- 
tates increased investment in equipment and greater wear on the turbine.'^ 
In the most efficient steam plants, about i pound of coal with a heat content 
of 14,000 B.T.U. is required to generate 1 kilowatt-hour of electricity. Fuel 
costs per kilowatt-hour then depend upon the cost of coal; with I5 per ton 
coal, it has been estimated that fuel costs should run about 2.5 mills per 
kilowatt-hour.® 

Total generating costs per kilowatt-hour sold (some of the current gen- 
erated has to be used for station service and some is lost in transmission) have 
been estimated at approximately 7.7 mills per kilowatt-hour under normal 
conditions; while for nine representative central stations the total cost ranged 
from 6.89 to 8.83 mills per kilowatt-hour.® The total will vary, of course, not 
only as a result of physical factors affecting construction or operating costs 
and of economic factors affecting fuel and labor costs, but also with the demand 
for current. If the characteristics of the demand are such that approximately 
full capacity can be utilized, the cost per kilowatt hour will approach a mini- 
mum. However, full capacity can seldom be attained, for the load factor is 
dependent upon the local conditions.^” 

^ Justin and Mervine, op. at., p. For other estimates, see Marks, Mechanical Engineers 
Handbook,, 1930, p. 1355; Bauer and Gold, The Electric Power Industry, p. 68 . 

s Justin and Mervine, op. at., pp. 98-101. ^ Ibid., p. 103. 

7 Ibid., p. 68. The mercury vapor-steam cycle is a means of increasing efficiency by securing 
a greater temperature drop. Mercury vapor has a lower pressure for corresponding heat content 
than steam, and can, after doing work, be used to heat steam, without necessitating the increased 
investment usually necessary when high pressures are used. {Ibid., p. 81. See also Bauer and 
Gold, op. pp. 16 and 25.) 

s Bauer and Gold, op. cit., p. 68. Sec also Justin and Mervine, op. cit., p. 88; Marks, op. cit., 

“ Fm- estimates of total cost, see Justin and Mervine, op. at., p. 88; Bauer and Gold, op. at., 
p. 68; and 7 Ann. Rep. N.Y. Power Authority loi (1938). . 

10 Units are rated at their capacity in kilowatts when operating most efficiently, Hence, it is 
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Hydro generation of electricity. Hydroelectric stations generate current by 
using falling water to turn turbines. These generators revolve at a slower 
speed than do steam turbines and hence have a longer life. 

Costs for hydrogeneration are largely fixed. Hence any change in demand 
which improves the load factor of a hydro plant will lead to a proportional 
drop in cost per kilowatt hour. Investments per kilowatt in hydro plants vary 
widely, depending upon the conditions at the site, the amount of storage ca- 
pacity, the percentage of the total investment in a multiple-purpose dam al- 
located to power, et cetera. Private power projects have investments ranging 
from I125 to $350 per kilowatt.^^ Fixed charges are a somewhat smaller per- 
centage of investment for hydro than for steam plants, for the former have a 
lower rate of depreciation and, in the case of public projects, a lower rate of 
return; these charges vary from 6.5 per cent for public projects to lo.o per cent 
for private.’^ 

Operating costs have been estimated at approximately |.8o per kilowatt per 
year for large hydro stations,^ ^ unit costs declining with additional use of 
capacity. Furthermore, cost per kilowatt of capacity tends to decline as in- 
stalled capacity increases. 

Certain factors limit the usefulness of hydro plants. Their installed capacity 
does not have the same significance that the installed capacity of a steam 
plant has, because it is not always available for use. Droughts and floods, sea- 
sonal variations in water supply, may render part of the capacity useless for 
days or weeks. Hence any comparison between steam and hydro plants must 
specify what portion of the hydro power is “firm” — that is, ready to be used 
when needed. Hydro developments are limited not only by scarcity of 
sites, but also by remoteness from markets; the distance may be so great that 
losses in transmission will more than offset the lower costs of generation at 
the water-power site. Finally, hydro plants are subject to wastage at certain 
times of the year, unless proper provision is made to use all the current they 
are capable of developing, for stream flow may be large when demand is 
relatively small, and if the water cannot be stored, it must be wasted. 

In some circumstances hydro plants used in conjunction with steam are 
more advantageous than steam plants alone. Their ability to store power may 
be used profitably; they may carry the base load when the flow is great, and 
the peak load, operating but a few hours a day, when the stream flow is low. 
Some hydro plants are built to be used exclusively to carry peaks : they have 
a very small storage capacity, thus making investment per kilowatt a min- 
imum, and steam energy is used in off-peak hours to pump water back to the 


possible to overload them. Dependable capacity is not equivalent to rated capacity because of the 
necessity for maintaining a reserve. On the general problem of capacity in the industry, sec Wilson, 
“The Electric Power Industry and tlie Defense Program,” 21 Survey of Current Business 11-16 
(Jan., 1941). 

Justin and Mervine, op. cit., p. 144, 12 7 Ann. Rep. N.Y. Power Authority 85 (1938). 

Jfo'd., p. 129. 

11 This limitation can be avoided at the expense of additional investment. The reservoir or 
storage capacity may be increased. Or a run-of-the-river plant may be installed on a stream so 
large, like the St. Lawrence or Niagara, that there is no danger that variations in stream flow 
will prevent full utilization of installed capacity. 
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reservoir for use by the hydro plant when demand is heavy. Another advanta-^e 
of the hydro unit is that it does not require a long period to warm up; unless 
steam generators are kept turning over in anticipation of demand, it may 
take as long as an hour, even with boilers hot, to put them on the line, whereas 
a hydro turbine can take on the load in three minutesd^ 

Transmission costs. Transmission costs cover the expenses from the bus 
bar of the generating station to the low side of the substations. These costs 
consist in part of fixed charges and operating costs of the transmission line 
itself and the substation, and in part of power losses in transmission. 

Elements bearing on fixed transmission charges are the costs of substations, 
transformers, circuit breakers, right-of-way, towers, and conductors. Operating 
costs involve maintenance and repairs, and do not vary appreciably with the 
amount of current transmitted. Total transmission costs per kilowatt-hour 
have little meaning, therefore, unless directly related to a specific load factor. 
For long-distance transmission lines, designed in the most economical man- 
ner, the cost per kilowatt-hour seems to approximate 2 mills.^'^ 

Distribution costs. Distribution costs are those incurred to bring current 
from the low-voltage terminal of the substation to the customers’ meters. 

Annual fixed charges on distribution investment are typically somewhat 
larger than total operating costs.^® Distribution investment includes cost of 
poles, wires, meters, underground construction, and shows rather wide varia- 
tion among cities depending upon physical conditions and other factors. A 
large amount of underground construction, low density of customers per 
mile of line, and presence of competition tend to increase investment per 
customer.^® 

An exhaustive discussion of the relative merits of steam and hydro power is found in 
7 Ann. Rep. N.Y. Power Authority, pp. 47-145 (1938). 

In a comparison of power to be generated by a proposed hydro development on the St. Lawrence 
River and power generated by steam plants located at the market, it was calculated that power 
could be delivered from the St. Lawrence plant, on a 50 per cent load-factor basis, at a cost 
of 4. 1 1 mills per kilowatt-hour for 2,267,000,000 kilowatt-hours, while equivalent steam genera- 
tion, at reasonable coal costs and similar load factor, would be 6.30 mills. Hydro generating 
cost in this case was 2.55 mills per kilowatt-hour. The most economical steam plant, like a 
hydro plant, might also have to be constructed at a considerable distance from the load centers 
in order to get water. 

The latter cost is customarily taken into account by increasing generating costs in a pro- 
posed project by the amount necessary to provide for the energy losses. The power loss cannot 
be determined without rather technical investigation. A rule-of-thumb estimate is commonly 
used; the loss in transmitting St. Lawrence current to New York and intermediate markets 
was estimated by the Power Authority at 10 per cent. {Ibid., pp. 68 and 117.) 

E. F. Scattergood, of the Los Angeles Bureau of Power and Light, estimated that trans- 
mission cost on a 300,000-kilowatt line from a St. Lawrence hydro station to New York would 
be approximately 2.0855 P^'" kilowatt-hour, with an 80 per cent load factor, and 2.7806 

mills at a 60 per cent load factor; interest on the investment was taken at 4.75 per cent. (3 Ann. 
Rep. N.Y. Power Authority 37 [1934].) Later Power Authority estimates show a transmission 
cost of 1.56 mills per kilowatt-hour for energy distributed to the natural market of the proposed 
St. Lawrence development (within 200 miles). With 50 per cent load factor, total transmission 
investment was estimated at $38,625,000 compared with capital cost of the generating plant 
of $89,025,500. The cost of transmitting Boulder Dam power 270 miles with the same load 
factor was estimated at .89 mills per kilowatt-hour. (7 Ann. Rep. N.Y. Power Authority, pp. 117 
and 126.) 

Federal Power Commission, Cost of Distribution of Electricity, pp. 6—7. 

In the studies of tire Federal Power Commission, there appeared to be no distinct correlation 
between these factors and the actual investment per residential customer, although there were 
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Operating costs are usually analyzed into several classes, although there is 
unfortunately no uniformity in the nature of the expenses allocated to each 
class. Operating expenses, including repair of lines and maintenance, are af- 
fected by weather conditions, presence of trees, wage costs, and traffic condi- 
tions. Utilization expense, which includes miscellaneous services rendered 
to customers such as free lamp renewal, varies widely between systems. Meter 
reading, billing, and collection, customarily included in the item “commercial 
expense,” are not always segregated from the item “general expense.” New 
business expense depends to a large extent on the competition faced by the 
utility and the aggressiveness of its management. 

Although there is general agreement on the nature and magnitude of the 
costs for steam generation, it has often been asserted that the circumstances 
under which distribution takes place vary so widely from community to com- 
munity that no generalizations regarding these costs are possible."® Never- 
theless, attempts have been made to arrive at standard costs of distribution, 
the estimates varying with the assumptions as to type of construction and 
consumption per customer. The New York Power Authority set 2.5 cents 
as the reasonable cost of distribution to homes having an annual consumption 
of 600 kilowatt-hours.-^ An investigation made by the Federal Power Com- 
mission showed a variation ranging from 8.5 mills to 3.46 cents as the cost of 
distribution.^^ Further investigations of the Commission have revealed wide 
variations in distribution and administrative costs, where no comparable varia- 
tions in operating conditions existed. The Commission’s studies also indicated 
that certain expenses per customer which would normally be expected to 
decline with an increase in the number of customers, such as accounting and 
collecting expenses, show no such tendency, and that the companies with the 
largest number of customers have the highest average expenses per customers 
for such expenses.^^ 

wide vari.itions in investment. The Puget Sound Power & Light Co., for instance, operating in 
competition with a municipal system, had an investment of |i 17.99 per customer, while the 
Department of Water, Light k Power of Springfield, Illinois, in competition with a private 
company, has an investment of but $48.27 per customer. 

The Power Autliority has reached the conclusion that inve.stment per customer tends to vary 
with average use of current: with an average use of not over 600 kilowatt-hours a year and 
no rural lines, investment would average $55: with 3,000 hours’ use, $85 is normal. (8 Ann. 
Rep. N.y. Power Authority 217 [1939].) 

2° For di.scussions of distribution costs, see Cooke, Wfuii Electricity Costs; Sickler, “Cost of Dis- 
tribution of Electricity,” rj Journal of Land dr Public Utility Economics 236 (1937); Rau, “Cost 
of Distributing Power,” 19 Public Utilities Fortnightly 486 (1937). See also “Report on the 
Cost of Distribution of Electricity," 4 Ann. Rep, N.Y. Power Authority 1-300 (1935^ 

21 8 Ann. Rep. N.Y. Power Authority 213 (1939). The Power Authority shows the following 
costs: 

Average kwh. use Cost in cents per kwh. 

per month 

50 2.5 

100 1.415 

250 .632 

500 .366 

For a formula embodying the effects of use and customer density on distribution cost see Ferguson, 
“Distribution Costs of Domestic Electric Service,” The Hartford Electric Light Company, privately 
printed (1933)- . 

22 Federal Power Commission, Cost of Distribution of Electricity, pp. 6-7. 

23 20 Ann. Rep. F.P,C, 87-91 (1941). 
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Cost of distribution to commercial and industrial consumers tends to be 
lower than the cost of distribution to residential consumers. For commercial 
customers the cost per kilowatt-hour, according to the Federal Power Com- 
mission investigation, is about one cent; for industrial customers, the cost is 
even less. Capital per customer is much higher for these consumers but aver- 
age consumption is also much higher than for residential customers. 

Conclusion. Using the typical costs set forth in the preceding discussion, it 
appears that a residential consumer using 600 kilowatt-hours a year should 
pay no more than 3.5 cents per kilowatt-hour: generating costs should be no 
more than 8 mills per kilowatt-hour; distribution cost should not exceed 2.5 
cents; and 2 mills would be available for return on the transmission investment 
necessary, such as substations and transformers.-^ With low-cost hydro power, 
the rate to the residential consumer should fall below 3.5 cents per kilowatt- 
hour, the difference depending upon the transmission distance from the power 
site. 

Increment costs, or costs of additional output that does not necessitate the 
installation of additional capacity, are of much smaller magnitude than the 
above average-cost figures. They are made up of variable generating, transmis- 
sion, and distribution costs and approach 7.5 mills for steam plants for resi- 
dential customers.^^ 

Gas Costs. Manufactured. The manufactured gas industry faces much the 
same problems in production that are faced by the electric industry. Most gas 
sold by public utilities in the United States is “water gas,” produced by forcing 
steam through red-hot coke or anthracite, and enriched by the addition of 
oil gas. A smaller portion of the market is supplied with coal gas or coke- 
oven gas. Sometimes gas utilities purchase part of their requirements from 
coke companies and add water gas to increase the heat content of the mixture. 
In some cities natural gas is added to water gas to obtain a mixture with a 
greater heat content than prevails customarily for manufactured gas. 

Production costs of manufactured gas may be reduced if marketable by- 
products are available. By-product gasoline can be obtained from the oil 
which is used for oil-gas enrichment.^® And, where coke-oven gas is the main 
source of supply, the gas itself is a by-product or a joint product, and cheaper 
than water gas, which yields few, if any, marketable by-products.^'^ 

Storage of gas is practicable, and hence the manufacturing output need not 
equal the peak rate of consumption; production during the off-peak hours can 
fill storage holders, from which the gas moves into distribution when demand 
is heavy. It has been stated that capacity is often only one-third the maximum 

The maximum rate suggested is not, of course, invariable, and is suggested only as a 
standard, deviations from which suggest the need for further explanation. 

The magnitude of increment costs is suggested by the energy and demand charges in the 
schedules for large industrial customers, but these rates cannot be relied on for accuracy in 
determining increment costs. Increment energy cost is assumed to be approximately 2 mills per 
kilowatt-hour. (Justin and Mervine, op. at., p. i66.) 

20 Willien, “Potentialities of Future Gas Production Costs," 21 Proceeedings of the American 
Gas Association 461-474 ii939)- o r,. 

27 Tar and waste steam are the only possible by-products of the water-gas process. See Beebe, 
■“Time Marches On,’ Where Is Manufactured Gas Marching?," 20 Proceedings of the American 
Gar 687, 695 (1938); Marks, op. pp. 824-826. 
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hour send-out.-® Storage capacity represents a relatively significant part of 
total investment in plant and equipment. 

There is very little interurban transmission of manufactured gas. Trans- 
mission costs bulk so large that within the area of most cities large enough to 
support a gas production plant there can be no competition with a plant lo- 
cated at the market. There are exceptions to this generalization; for example, 
gas is transmitted by pipeline from New Haven to Hartford, and from Phila- 
delphia to Reading. 

Natural gas. Natural gas is produced where geologic conditions have made it 
available to prospectors. Its cost of production is determined by the return on 
the investment in drilling the well, and the payments of rentals or royalties.-*^ 
Royalties and lease payments are in part determined by the current price 
of natural gas to the consumer. Although in some gas-producing areas invest- 
ment in wells is directly allocable to the production of natural gas, in others 
gas is produced by oil wells, and some gas fields have been discovered in the 
process of prospecting for oil. Not all production costs are, therefore, attributa- 
ble to the natural gas. Also, the gas as it comes from the well may contain 
elements which can profitably be extracted before distributing gas to the 
consumer: natural gasoline, and several of the liquefied high-heat-content 
gases, such as propane and butane, can be sold and add to the revenue of the 
gas producer. 

The lack of an industrial market at the gas field forces the transmission 
of natural gas over long distances, and the greater part of the cost of placing 
the gas on the market represents fixed charges and operating costs of trans- 
mission lines. Fixed charges per unit of gas transmitted can be reduced by 
increasing the capacity of the pipe and raising the load factor. Fixed charges 
and operating costs increase with the length of the line, due not only to in- 
creased investment in pipe and compressor stations, but also to the necessity 
of patrolling the lines and operating the compressor stations. 

Natural gas, unlike manufactured gas, cannot, for the most part, be stored. 
Unless there is some provision for marketing, it may be lost forever after 
it is brought to the surface. In some cases, after the natural gasoline has been 
extracted from natural gas, it has been blown to the air; or it has been burnt 
with large losses in fuel efficiency to make carbon black. 

Costs of distribution of manufactured and natural gas within urban areas 
are affected by some of the same factors encountered in the distribution of 
electricity : density of customers, extent of use, and local conditions affecting 
the cost of laying pipe. 

5. UTILITY REVENUES 

A highly significant characteristic of utility incomes is revealed by the re- 
lation of the gross revenues of such companies to their total capital. This rela- 
Beebe, op. cit., p. 694. 

Detailed surveys of natural gas technology and costs are found in Federal Trade Commission, 
Utility Corporations, No. 84'A, Chaps. IV and LX, and Works Project Administration, National 
Research Project, Technology, Employment, and Output Per Man in Petroleum and Natural-Gas 
Production. See also National Resources Committee, Energy Resources and National Policy, pp. 
123-186 (1939). 
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tion is called technically the “annual turnover ” In contrast to other forms 
of business enterprise, utilities have a low annual turnover, that is, their gross 
revenue is a relatively smaller percentage of their total invested capital than 
is true of other business enterprises. It typically requires from five to six years 
for the utility company to earn gross revenues equal to its total invested cap- 
ital; while at the other extreme, trading corporations frequently have gross 
revenues that are four or five times their invested capital. Manufacturing 
corporations stand intermediate between utility enterprises and trading cor- 
porations, having a turnover which is approximately equivalent to their in- 
vested capital. Table 14 presents a summary of the turnover of total capitali- 


TABLE 14* 


Turnover of Total Capitalization and of Net Worth, by Industrial Groups 
AND BY Assets Classes, 1933: All Corporations “ 

(Total Assets Classes in Thousands of Dollars; Turnover in Percentages) 



Total Capi- 

Total 

talization or 

Assets Classes 

Net Worth 

Under 50 

T.C. 

N.W. 

50-100 

T.C. 

N.W. 

100-250 

T.C. 

N.W. 

250-500 

T.C. 

N.W. 

500-1,000 

T.C. 

N.W. 

1,000-5,000 

T.C. 

N.W. 

5,000-10,000 

T.C. 

N.W. 

10,000-50,000 

T.C. 

N.W. 

50,000 and over T.C. 

N.W. ' 


All corporations T.C. 

N.W. 


Manufacturing 


Total 

Chemi- 

cals 

Metal 

327.1 

238.6 

206.2 

361.5 

261.8 

231.6 

200.2 

169.4 

120,9 

220.2 

182.7 

135.1 

150.4 

141.9 

92.1 

164.9 

151.4 

100.9 

118.7 

1 13.0 

81,1 

128.7 

1 19.2 

87.7 

102.3 

108.2 

70.9 

111-3 

115.1 

76.9 

80.6 

88.0 

58.7 

87.9 

93-9 

63.7 

67-3 

87.5 

55-2 

76.0 

95.8 

61.8 

59-5 

71.2 

43-3 

66.6 

77-5 

48.3 

55.6 

46.3 

43-4 

62.7 

51,4 

48.5 

72.3 

56.5 

50.4 

80.6 

62.3 

56.0 


Fi- 

Trade nance 

243.0 460.8 65.2 

296.6 494.7 106.4 

122.8 295.7 33.5 

148.4 320.6 54.7 

74.4 242.9 21.3 

95.0 266.4 35.9 

52.0 217.1 20.1 

74.6 236.9 51.9 

36.9 189.7 22.3 

53.1 206.5 32.9 

23.9 185.4 15*5 

39.4 203.9 20.8 

18.5 169.8 16.0 

31. 1 185.5 21.2 

18.6 150.2 17.7 

34.5 180.3 22.8 

14.9 156.1 24.8 

26.8 179.7 25.2 

16.5 214.8 20.0 

29.6 239.3 26.1 


T ransportation 
and Other 
Public 
Utilities 


* Source: Twentieth Century Fund, How Profitable Is Big Business? p. 70. 

“Computed from data in Statistics of Income for 1933, pp. 173-174, 181-183, 185-188, 


zation and of net worth for different industrial groups, classified by size of the 
corporation. The presentation of these figures, classified according to the 
size of the corporations, reveals that the turnover is not simply a function of 
the nature of the business enterprise, but also of the total invested capital; the 
larger the corporation, the lower the turnover tends to be. Banks and other 
finance corporations are most similar to public utility corporations in having 
relatively low turnover of their capital. 
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The low turnover characteristic of utility corporations makes it essential 
that a large proportion of each dollar of earnings be available to pay a return 
on the invested capital. The earnings available for the payment of a return on 
capital depend on the relative magnitude of the operating expenses. The re- 
lationship between operating expenses and gross revenue is expressed in terms 
of the operating ratio. The operating ratio is the ratio of the operating ex- 
penses, including taxes and depreciation, to revenues. The lower the operating 
ratio, the larger is the proportion of income which is available to pay a return 
on outstanding securities. Whether an operating ratio is favorable or un- 
favorable depends upon the obligations of the corporation with respect to 
bond interest and dividends. A formula may be set up to test the reasonable- 
ness of the operating ratio in the case of any particular company. In terms of 
a formula the operating ratio may equal, but it should not exceed the in- 
vestment ratio, investment ratio being defined as the expression, lOO-Af^. 
R= In the equation, R is the operating revenue; G, the gross 

revenue; 1 , the investment or total assets; and X, the rate of return that should 
be earned on the investment. 

This equation signifies that the greater the return necessary to take care 
of bond interest and stock dividends, the lower the operating ratio must be 
if the company is to have the requisite volume of net earnings. If it be as- 
sumed that the ratio of the investment to gross revenue is 5 to i, then the 
operating ratio should not exceed 70 if the rate of return is 6 per cent; or 65, 
if the return is 7 per cent; or 60, if the return is 8 per cent. 

The validity of the results obtained by applying this formula depends 
upon the accuracy of the figures used. In this instance it is assumed that the 
figures for investment or the total assets represent the actual cost of those 
assets to the utility company. Error may arise if there is an understatement 
of operating expenses, such as might follow from a failure to make adequate 

The derivation of the formula is as follows: 

If, K = Operating ratio - Expenses (Taxes and Depreciation) 

Gross Revenue 

And G = Gross revenue 

/ = Investment (Total assets in the normal case) 

X = The percentage return which should be earned on the investment, that is, 
the sum required for interest, dividends, et cetera 

Then, = the operating ratio expressed as a fraction 

100 

I — ^ =Net earnings per unit ($1.00) of gross earnings 
100 

— NL = Total net earnings 
too 

But, Total net earnings should be at least X times J, or X-T- as a fraction. 

too 


Therefore, 



XI = looG - GR 
GR=iooG-Xl 
R=ioo-X^ 


In Nash’s Economics of Public Utilities, Chapter XII, a similar formula is presented. 



ECONOMIC CHARACTERISTICS 55 

provision for depreciation. Where the amount of the depreciation charges is 
subject to commission control and where the commissions have exercised that 
power it may be assumed that adequate provision has been made for depre- 
ciation; but in cases of uncertainty it may be said that the depreciation charges 


TABLE 15 ^ 

Earnings of Large Corporations, 1919-193.:^® 
(Per Cent on Total Capitalization) 


Year 

Forty Industrials | 

Nine Public Utilities 

Arithmetic 

Average 

Median 

Arithmetic 

Average 

Median 

1919 

11.9 

9.6 

4.8 

4-3 

1920 

10.4 

9.0 

5-3 

5.7 

1921 

4-3 

4-3 

4-9 

5.2 

1922 

9-3 

9-3 

7-7 

7-9 

1923 

9.9 

9.0 

1-1 

7.8 

1924 1 

9.2 

8.9 

8.0 

7-7 

1925 

10.5 

11.5 

7-9 

8.0 

1926 

12.4 

10.7 

11.6 

8.8 

1927 

11.4 

9-5 

9-9 

7.8 

1928 

1 1. 6 

11.6 

8.2 

7-9 

1929 

11.4 

10.3 

7-5 

7-7 

1930 

7.8 

8.6 

7.8 

7-9 

1931 

6.0 

5-7 

6.4 

6.4 

1932 

1.4 

2.6 

4.9 

6.2 

1933 

3-3 

5.0 

5-5 

5-9 

1934 

4.9 

6.4 

4.6 

5.0 

191 9-1929 '' 

10.2 

9-5 

7.6 

7.8 

1919-1934 

8.5 

9.0 

7.0 

7-7 


* Source: Twentieth Century Fund, How Profitable Is Big Business? p. 117. 
“Computed from d.Tta published in various financial manuals. 

^ Figures arc the averages or medians of the annual figures. 


should not be less than 2 per cent of the investment and in normal circum- 
stances it may be expected that depreciation will be somewhat higher. 

In contrast to other enterprises, utility corporations are characterized by 
the stability of their income. While it will be observed from Table 15 that 
the percentage of earnings to total capitalization was smaller for the utility 
corporations than for the industrial, the utility companies enjoyed a greater 
stability of earnings than did the industrial corporations. The median earn- 
ings of the utility corporations reported fluctuated between 4.3 per cent and 
8.8 per cent, while the median earnings of the forty industrials varied from 
2.6 per cent in 1932 to 1 1.6 per cent in 1938. Table 16 shows the changes in net 
income and dividends of 677 corporations by industrial groups during the 
period from 1928 to 1932, a period when all business experienced sharp fluctua- 
tions in earnings. In this comparison, despite the fact that transportation 
companies, which are extremely sensitive to cyclical fluctuations, are grouped 
with other public utilities, the index numbers show what truly remarkable 
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TABLE i6 * 


Changes in Net Income and Dividends of 677 Corporations, 
BY Industrial Groups, 1928-1932 



(Indc 

X Numbers 

; 1928 = 100) 







Net Income 



Dividends 


Industrial Groups 

1928 ; 

1929 

1930 I 

931 

1932 

1928 

1929 

1930 

1931 

1932 

Agriculture 

100 

84 

62 

29 

20 

100 

104 

116 

106 

63 

Mining 

100 

162 

56 

4 

-17 

100 

717 

427 

181 

49 

Total Manufacturing 

TOO 

123 

68 

15 

0 

100 

121 

119 

94 

5 H 

Construction 

100 

115 

71 

30 

6 

100 

123 

138 

III 

55 

Transportation and 
other public utilities 

100 

7/5 

112 

93 

77 

700 

H5 

765 

161 

114 

Trade 

100 

105 

63 

50 

16 

100 

122 

122 

126 

76 

Service 

100 

125 

27 

-23 

-114 

100 

108 

362 

132 

56 

Finance 

100 

146 

73 

II 

-40 

100 

150 

158 

115 

59 

All Corporations 

100 

122 

72 

29 

9 

100 

127 

123 

96 

65 


* Source: Twentieth Century Fund, How Profitable Is Big Business? p. 135. 
“Minus signs indicate deficits expressed as percentages of the 1928 income. 


Stability characterizes the net income o£ utility enterprises in comparison with 
all other industrial groups. 

6. CAPITALIZATION 

The capitalization of utility enterprises will be discussed in greater detail 
when the regulation of security issues is considered. For the present, it is neces- 
sary only to observe that utility corporations are characteristically more heavily 
capitalized than other forms of business enterprise. A large proportion of 
their capital requirements has been provided by the sale of securities, a rela- 
tively smaller proportion through the reinvestment of earnings. Not only is 
the total of outstanding securities large in relation to the investment in the 
enterprise, but those outstanding securities may carry fixed charges which 
are a larger percentage of the utility’s earnings than would be considered 
appropriate for an industrial or commercial corporation. The heavy fixed 
charges which utilities assume reflect both their need for a large amount of 
capital, which compels them to resort to all classes of investors, and also the 
stability of their earnings, which makes it safe for them to assume the obli- 
gation to make fixed interest payments. 

7. A COMPARISON OF UTILITY AND NON-UTILITY 
ENTERPRISES 

The economic characteristics of utility enterprises may be illustrated by a 
comparison of the financial statements of representative utility companies 
with the financial statement of a manufacturing company, the Endicott- 
Johnson Corporation. Table 17 presents this comparison. 
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In. terms of the composition of the corporate assets, the utility companies 
characteristically show a concentration of their investments in fixed plant 
and equipment. The telephone company has a relatively larger investment 
than other utility corporations, its investment in fixed plant and equipment 
constituting 95 per cent of its assets. All of the utility companies whose in- 
vestment figures are shown have an investment in fixed plant of more than 
80 per cent. In contrast, the Endicott-Johnson Corporation has only 41 per cent 
of its investment in plant and equipment. 

A notable contrast is also present in a comparison of the importance of 
current assets to the two classes of business enterprise. The Endicott-Johnson 
Corporation, a typical manufacturing company, has current assets totaling 
54 per cent of its total assets. The utility corporations, on the other hand, 
have current assets which are less than 10 per cent of the total assets in every 
instance except that of the Indianapolis Water Company, whose balance sheet 
shows the unusual sum of ii per cent for cash and working fund. 

An analysis of the liabilities of utility corporations in comparison with the 
manufacturing companies is equally interesting. The composite figures for 
electric utilities show outstanding securities representing 79 per cent of the 
total liabilities; the corresponding figures ar 74 per cent for the gas com 
pany, 94 per cent for the street railway, 64 per cent for the telephone company, 
80 per cent for the water company, and 46 per cent for the manufacturing 
company. In contrast to the 16 per cent of the liabilities represented by current 
and accrued liabilities for the manufacturing company, the utility companies 
report current liabilities of 3 to 9 per cent of the total. 

Turning to the income statements, the annual turnover for the utility com- 
panies is found to be a mere fraction of the turnover for the manufacturing 
corporation. In this instance the figures for operating revenues may be taken 
as substantially equivalent to the gross revenues, and the figures for total 
assets may be used as representative of the company’s capital. The Endicott- 
Johnson Corporation, with an investment of $60,257,086, reports gross rev- 
enues amounting to $67,134,962; its annual turnover is iii per cent, that is, 
its annual sales are ii per cent in excess of its investment. For the utility com- 
panies, the annual turnover ranges from 10 to 20 per cent. The telephone com- 
pany has an annual turnover of 20 per cent— -that is, 5 years’ earnings would 
be approximately equal to the invested capital. The gas company has a turn- 
over of 19 per cent, the street railway of 18 per cent, the composite electric 
utilities of 15 per cent, and the water company of only 10 per cent. 

The operating ratio has been defined as the ratio of operating expenses, 
including depreciation and taxes, to operating revenues. Because of the low 
annual turnover, it is essential that utility corporations have a lower operating 
ratio than would be necessary for safety with the manufacturing or trading 
corporations. In the example chosen, the manufacturing corporation has an 
operating ratio of almost 98 per cent; for a corporation with an annual turn- 
over of III per cent, an operating ratio of 98 per cent presumably results in 
less than normal earnings. In the case of the utility corporations, the operating 
ratios vary from 86 per cent for the street railway to 54 per cent for the water 
company. 

The operating ratio for the electric companies is 70 per cent—that is, of 
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TABLE 

Financial Statements for the 


Balance Sheet 

Electric Utilities 

Class A and B 
Privately owned ^ 

Brooklyn 
Union Gas 
Company ^ 


Amount in $ 

Per 

Amount 

Per 

Assets 

(000 omitted) Cent 

in $ 

Cent 

Plant and equipment 

i 3 > 85 L 583 

82.1 

105,299,587 

90.25 

Investments, etc. 

1,462,434 

8.7 

150,000 

•13 

Cash and working funds 

241,253 

1.4 

1,208,742 

1.04 

Other current assets 

717,822 

4-3 

9,082,010 

7.87 

Deferred debits, etc. 

494^243 

2.9 

425.556 

.36 

Stock discount — Reacquired securities 

106,049 

0.6 

505,116 

•43 


16,873,384 

100.0 

116,671,011 

100.00 

Liabilities and other credits 

Common stock, etc. 

4.402,953 

26.1 

37,268,200 

31-94 

Preferred stock 

2,125,432 

12.6 

— 

— 

Long-term debt 

6,850,194 

40.6 

49,000,000 

42.00 

Current and accrued liabilities 

692,384 

4.1 

6,759,067 

5-79 

Deferred credits 

35.113 

0.2 

1,223,346 

10.49 

Reserves 

1,741,029 

10.3 

9,212,236 

7.90 

Surplus 

1,026,279 

6.1 

13,208,162 

11-33 


16,873,384 

100.0 

116,671,011 

100.00 

Income Statements 

Operating revenues 

2,532,444 

100.0 

22,417,643 

100.00 

Operating expenses 

1,187,485 

46.9 

13.558,103 

60.48 

Depreciation, etc. 

234,070 

9.2 

727.983 

3-25 

Taxes 

349,811 

13-8 

3,605,569 

16.08 

Total operating revenue deductions 

1.771,366 

69.9 

17,891,656 

79.80 

Net operating revenue 

761,078 

30.1 

4.525,986 

20.19 

Other income 

78,584 

3-1 

17,656 

0.08 

Total income 

839,662 

33-2 

4.543,642 

20.27 

Income deductions 

Interest on debt 

282,905 

11.2 

2,599,100 

11.59 

Other income deductions 

47,278 

1-9 

30,938 

.14 

Total income deductions 


13.1 

2,630,038 

11.73 

Net income 

509.479 

20.1 

1.913,604 

8.54 

Dividends, preferred stock 

126,911 

5.0 

— 


Dividends, common stock 

305,751 

12. 1 

1.453.460 

6.48 

Surplus, etc. 

76,817 

3.0 

460,144 

2.05 

^ Federal Power Commission, Statistics of Electric Utilities in the 

United States for Year 

Ended December 31, 1937. 

2 Moody’s Public Utilities, 1938, p. 20. 

3 //>/«/., pp. 35-36. 

Ibid., pp. 235-236. 
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17 


Year Ending December 31, 1937 


Cincinnati 

Southern 

New 

Indianapolis 

Endicott 

Street Rail iv ay 

England Telephone 

Watei 


lohnso 

n 

Company “ 

Company 

Company '' 

Corporation ® 

Amount 

Per 

Amount 

Per 

Amount 

Per 

Amount 

Per 

in $ 

Cent 

in $ 

Cent 

in$. 

Cent 

in $ 

Cent 

29,702,693 

81.92 

85,040,422 

95.48 

20,388,109 

8 1 -33 

24,435,608 

40.55 

1,278,792 

3-53 

193,695 

.22 

21,872 

.09 

292,059 

.48 

540,413 

1.49 

803,441 

.90 

2,791,869 

11.14 

3,148,113 

5.22 

277,913 

•77 

2,816,592 

3.16 

431,225 

1.72 

29,663,829 

49-23 

2,701,547 

7-45 

212,232 

.24 

250,931 

1. 00 

2,718,277 

4.51 

1,758,084 

4.85 

— 

— 

1,183,493 

4.72 

— 


36,259,442 

100.00 

89,066,382 

100.00 

25,067,499 

100.00 

60,257,886 

100.00 

23,761,950 

65-53 

40,136,539 

45.06 

5,250,000 

20.94 

20,268,000 

33-64 

— 

28.28 

— 

— 

1,054,900 

4.21 

7,306,000 

12.12 

10,253,500 

17,000,000 

19.09 

13,827,000 

55.16 

— 

— 

916,080 

2.53 

8,094,788 

9.09 

730,555 

2.91 

9,473,585 

15.72 


.10 

20,357 

.02 

38,359 

•15 

— 

— 

492,046 

1,36 

20,265,928 

22.75 

1,754,086 

7.00 

“ 17,325,312 

28.75 

798,343 

2.20 

3,548,670 

3-98 

2,412,599 

9.62 

5,884,989 

9.77 

36,259,442 

100.00 

89,066,382 

100.00 

25,067,499 

100.00 

60,257,886 ■ 

100.00 

6,353,568 

100.00 

17,936,338 

100.00 

2,564,294 

100.00 

67,134,962 

100.00 

4,372,129 

68.81 

9,278,573 

51-73 

677,915 

26.44 

65,528,200 

97.61 

524,989 

8.26 

3,172,284 

17.69 

125,668 

4.90 



— 

564,161 

8.88 

1,442,901 

^04 

589,669 

23.00 

— 

— 

5,461,279 

85-96 

13,893,758 

77.46 

1,393,252 

54-33 

65,528,200 

97.61 

892,289 

14.04 

4,042,580 

22.54 

1,171,042 

45.67 

1,606,762 

2.39 

243,232 

3-83 

60,217 

0-34 

23,863 

•93 

215,791 

•32 

1,135,521 

17.87 

4,102,797 

22.87 

1,194,905 

46.60 

1,822,553 

2.72 

610,858 

9.61 

570,000 

3.18 

483,945 

18.87 

121,744 

.18 

4,392 

.07 

152,228 

•85 

124,306 

4-85 

180,093 

•27 

615,250 

9.68 

722,228 

4-03 

608,251 

23.72 

301,837 

•45 

520,271 

8.19 

3,380,569 

18.85 

586,654 

22.88 

1,520,716 

2.26 



— 

— 

— 

52,745 

2.06 

365,300 

•54 

285,143 

4.49 

3,100,000 

17.28 

225,000 

8.77 

1,216,080 

1.81 

235,128 

3-70 

280,569 

1.56 

308,909 

12.04 

® 60,664 

^ -90 


® p. 642. 

Moody's Industrials, 1938, p. 710. 

® Depreciation reserve of $15,724,970. 
** Decrease in surplus. 
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every dollar of operating revenue 70 cents is required to meet operating ex- 
penses, taxes, and depreciation, and 30 cents is available for payment of in- 
terest on debt, dividends on outstanding securities, and other nonoperating- 
expenses. The operating ratio of the gas company, 80 per cent, shows a smaller 
proportion of revenue available to pay a return on the investment; and the 
86 per cent operating ratio of the street railway indicates an even less favorable 
situation. The operating ratio of 77 per cent for the telephone company would 
appear to be more favorable than that of the gas and street railway companies. 
Water companies typically have a low operating ratio and the company here 
is no exception; the 54 per cent operating ratio signifies that 46 cents in every 
dollar of operation revenue are available for the payment of interest, divi- 
dends, and other nonoperating expenditures. Whether these operating ratios 
represent a situation which is satisfactory can be told only by the application 
of the formula given above. The operating ratio should not exceed 100-X5. 

The discussion of the economic characteristics of public utility enterprises 
has been intended simply to present a background for the more detailed dis- 
cussion of the economic and regulatory problems which follows. As different 
aspects of utility operations come under consideration, the economic problems 
presented to utility companies and regulatory authorities will be subject to 
more detailed analysis. 



CHAPTER IV 


THE CORPORATE STRUCTURE OF THE UTILITY 
INDUSTRIES: THE HOLDING COMPANY 

I. FORMS OF ORGANIZATION 

The corporation is the accepted form of organization for the utility indus- 
tries. Economically, the advantages of the corporate form are especially sig- 
nificant. The relative permanence of organization is highly important for 
a business that will presumably endure as long as the public demand for the 
service continues. The large capital requirements of utilities render the limited- 
liability feature of particular importance in attracting adequate capital. The 
ability to issue a variety of securities — bonds, preferred stocks and common 
stocks — permits an appeal to investors of divergent tastes. The provision for 
delegated managements facilitates the concentration of the technical super- 
vision of operations under the direction of those particularly competent in 
such matters. 

Entry into the public service industries is circumscribed by a variety of 
legal requirements. In most jurisdictions the right to engage in a utility enter- 
prise is conditional on the possession of a certificate of convenience and neces- 
sity,^ and many states make no provision for the issuance of a certificate of 
convenience and necessity to any person other than a corporation. The pref- 
erence for the corporate form of organization is readily understandable. The 
public is anxious that there shall be a continuity of responsibility which only 
the corporation can afford. It is imperative that the ability to attract capital 
be not restricted by the organizational forms which the business adopts, and 
it is quite apparent that neither the proprietorship nor the partnership could 
afford such assurance of continuous and responsible management or attract 
adequate capital to the enterprise. The right to establish a public utility and 
the right to withdraw from service are both restricted by statute in most states; 
these limitations can be most effective with respect to a corporation. In the field 
of the utility operating company the corporation is the almost universal form 
of organization.^ 

The utility industries include a number of enterprises other than the operat- 
ing companies, and these ancillary activities are often organized on a non- 
corporate basis, although here, too, the corporation is the favorite form of 
organization. 

The voting trust or the voluntary association is based upon the principles 
of the trusteeship. Securities of utility or other corporations are conveyed to 
a number of individuals; these individuals as trustees become the legal own- 
ers of the securities, exercising the rights of ownership subject to the terms 
of an agreement embodied in the trust instrument. The voting trust has 

1 Chapter VII. 

^ Some exceptions are found, however, chiefly among rural telephone companies and local 
transport companies. 
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served two common purposes in the utility field. In some instances the voting 
stocks of certain local operating companies have been deposited with trustees 
as a means of assuring the continuance of the local management, the voting 
trust being a defensive measure against the acquisition of a controlling inter- 
est in the local company by a holding company or by some outside group. 
The voting trust has also served as an instrument of combination in states 
where local statutes have attempted to prevent the acquisition of local operat- 
ing utilities by foreign holding companies. 

The partnership and the proprietorship forms of organization, to the extent 
that they are found in the utility field, are confined almost exclusively to the 
professional organizations, engineering and accounting, associated with utility 
enterprises, and to the financial organizations, such as investment banking 
houses; but even in these special activities there is a distinct tendency for 
the corporate form to succeed other types of organization. 

Holding companies have dominated the utility industries for the past 
quarter of a century, and they have invariably made extensive use of the cor- 
porate form of organization wherever compelling reasons of a local character 
have not required the adoption of another form of organization. Not only the 
holding companies themselves, but the subordinate and affiliated organiza- 
tions, both utility and non-utility, have usually adopted the corporate form. 

2. THE OPERATING COMPANY 

The economic characteristics of the operating utility have been pictured 
in some detail in Chapter III. Economic advantage and legal necessity have 
both dictated that the operating utility should be organized as a corporation. 

The provisions which the state may seek to insert in the corporate charter 
may include such matters as specifying the minimum capital for different 
classes of utilities, requiring that a certain proportion of the capital be sub- 
scribed or paid in, indicating the classes of securities that may be issued, 
directing that a certain proportion of the directors be resident in the state, 
requiring that the principal office and the corporate records be located within 
the state, et cetera. The state may seek to assure itself of the financial re- 
sponsibility of those who offer to supply an essential public service. Though 
such requirements are frequently a source of serious inconvenience and even 
expense to a corporation engaged in interstate operations, such as a railroad 
or a pipeline, there can be no persuasive objection to these requirements in the 
case of a local utility. 

3. EARLY COMBINATION MOVEMENTS 

Although the service of water supply goes back to the early years of the 
nineteenth century, the real beginnings of the modern utility industries, 
especially the gas and electric utilities, date from the last quarter of that cen- 
tury. Service was supplied from local plants operating in relatively small 
areas, and often several similar utilities would be established in the same 
city. In the electric field, the generation of direct current limited the econom- 
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icai area of operations. In the gas field, the service was supplied only where 
the density of population promised to make the investment remunerative. 
The era of small plants was not characterized by what would now be con- 
sidered tolerable service: interruptions were frequent; sometimes the plants 
operated only during restricted hours; the costs were high. 

As the local operating companies developed larger capacities and sought 
fuller utilization of their existing capacities there arose direct competition be- 
tween them. Indeed, it was part of the public policy of the times to encourage 
competition as a means of hastening improvements in service and reducing 
prices to consumers. Technical improvements accelerated and intensified 
competition. With the improvement in the construction of gas mains, in- 
creased pressures were practical and the single plant could expand its service 
area. The electric industry at first supplied direct current at low voltages and 
service was restricted to the environs of the generating plant, but with the 
introduction of the transformer in 1886 the economical service area was ex- 
panded and further competition between local plants became inevitable. Later 
the adoption of alternating current was to usher in the era of the large cen- 
tral generating plant with a radical reduction in costs. 

The first merger movement was characterized by the consolidation of the 
small local plants. The motives for such combinations were direct and simple : 
the avoidance of competition which caused many plants to fail and seriously 
impaired the financial standing of others, the desire to expand the scale of 
operations to secure the economies of larger-scale production made possible 
by improvements in the technique of distribution, and an improvement in the 
financial position of the company in order to attract additional capital. 

The methods by which the combinations were effected varied. First, the 
direct lease of those plants to be operated in conjunction with facilities of the 
expanding utility offered the simplest means, where leasing was permissible 
by law and where mutually advantageous terms could be agreed upon. Sec- 
ondly, the acquisition of the controlling stock in corporations offered an easy 
method to avoid formal negotiations and the necessity of securing the assent 
of the security holders or the management of the acquired corporations; but 
this device was available only where the corporate charter and the applicable 
state laws permitted one corporation to acquire the stock of another. Thirdly, 
two corporations may become one through the purchase of all the assets of 
one by the other. The sale of its property and the discontinuance of its business 
by a corporation requires not only the vote of the directors but the approval 
of the stockholders as well, so that the acquisition of a controlling stock in- 
terest is often a step in the combination of two enterprises into a single busi- 
ness. Fourthly, the combination may be effected by a consolidation or merger, 
which has the effect of concentrating the ownership of the properties and the 
managements into a single organization. The consolidation or merger requires 
the approval of the stockholders of the constituent corporations and of the 
state. In all of these forms of combination, the acquisition of utility assets 

® Technically, a consolidation involves the combination o£ two or more corporations into a 
new corporation, while a merger is the absorption of one or more corporations without the 
creation of a new corporation- 
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is of no use to the acquiring corporation unless it is able to obtain the fran- 
chise rights which the acquired corporation exercised. Hence the necessity 
for electing a transfer of franchise rights always afl'ords the occasion for 
the assertion of public authority over the terms and conditions of a combina- 
tion of utility corporations. 

The results of the early combination movement were quite generally ben- 
eficial to the consumer. The consumer was, of course, deprived of the protec- 
tion which competition had given him with respect to charges, but the cost 
of that protection had been excessive measured in terms of poor service and 
investors’ losses. The combination of the small local companies resulted in 
a reduction in unit costs (which ultimately, if not immediately, brought lower 
prices for consumers), in a more dependable service with fewer interruptions 
and breakdowns, and in an extension of the service to new areas and new 
uses. The investor was given a sounder security, with the prospect of more 
certain income and greater safety of principal. Some abuses accompanied these 
early combinations, notably inflation of asset accounts and stock watering, but 
these abuses, objectionable and regrettable as they were, were only incidental 
to the larger benefits that were inherent in the combination of small, uneco- 
nomical, competing plants into larger and stronger organizations. On balance, 
the early combination movement was definitely in the public interest. 

A second period of integration came when technical improvements made 
possible a further enlargement in the service area. The gas industry, so long 
as it was primarily concerned with the supply of manufactured gas, remained 
a local enterprise. In the 1920’s, however, improvements in the construction 
of pipelines made the long-distance transmission of natural gas possible and 
speeded the trend toward integration in that industry. The supply of water 
has remained an essentially local enterprise although many of the larger 
cities have been forced to go far from their confines to secure adequate sup- 
plies of pure water. In the electric industry, the introduction of alternating 
current stimulated a second wave of integration as the concentration of gen- 
eration in large central stations brought new efficiencies and lower costs. This 
second period of integration came after the turn of the century and was ac- 
companied by the growth of large regional operating units. This transforma- 
tion in the electrical industry was accompanied by a marked growth in the 
total capital of the industry and the rendition of a greatly improved and more 
economical service over areas sometimes as extensive as an entire state. Un- 
fortunately, in the electrical utility field, this was the period when the holding- 
company growth was beginning, and some of the benefits that should have 
accrued to consumers and investors were absorbed by the holding company. 

4. THE HOLDING COMPANY 

Introductory. The term “holding company” has evolved with the phe- 
nomena which it describes. In this discussion, the term “holding company” 
will follow usage to the extent of making the ability to control the affairs 
of other companies the essential attribute and distinguishing feature. Thus, 
a holding company may be defined as any company, whether or not incor- 
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porated, which is able, presumably though not necessarily through the owner- 
ship of voting stock, to control or significantly influence the conduct and af- 
fairs of other companies. This definition eliminates the investment company 
that passively holds the stock of other corporations without attempting to 
influence their conduct. It concentrates attention on that feature of the hold- 
ing company which is central to the problems of public control, the ability 
of the holding company to influence the policies of other businesses. 

In the organizations that have grown up in the utility industries, many 
varieties of holding companies are to be found. The fact that a company is 
a holding company does not preclude it from having other activities. Thus 
some holding companies are also operating utilities; others are engaged in the 
rendition of managerial and technical services to subsidiaries; others are pri- 
marily banking and finance companies. Ordinarily, the term holding company 
is not applied to those investment, and other, banks that find themselves 
temporarily in possession of a sufficient stock interest in the companies they 
are financing to permit a control of the management; but where the owner- 
ship of a controlling stock interest by a financial house is continued and where 
there is an exercise of influence over the management, the bank is in effect a 
holding company. 

Origins and Development. The holding company would never have be- 
come a public problem without certain changes in state policy with respect 
to the powers of corporations. Under earlier principles of law, a corporation 
was prohibited from acquiring a stock interest in other corporations. The 
rationale of this rule was found in the protection of investors against a diver- 
sion of their investments from the purposes for which they were made, but it 
also served a significant public policy in preventing the concentration of con- 
trol of business capital and the establishment of monopoly. In a few instances 
where businesses were incorporated by special act of the legislature, charters 
were sufficiently broad to permit the corporation to acquire the stock of other 
businesses and to exercise all the rights of control which would accrue to natu- 
ral persons in the same position. 

The grant of more liberal corporate charters was the beginning of that 
“race for laxity” which has characterized the competition of the states for 
incorporation fees. New Jersey led the way in 1889 with an amendment to its 
incorporation laws which permitted companies organized under the law of 
1875 to purchase the stock of any company producing materials necessary for 
their own business, and in 1896 a further amendment permitted any corpora- 
tion to buy and hold the stock of any other corporation, exercising all the 
rights of ownership. The bid of New Jersey for the business of incorporating 
American business was answered and bettered by other states until today 
nearly all states grant the power to hold stock in other corporations in the 
broadest terms. Other relaxations in the restrictive features of incorporation 
laws that worsened the position of the investor and gave rise to increasingly 
serious problems of public control were: allowing excessive discretion to of- 
ficers and directors in the acquisition and disposal of property, permitting 
officers and directors to have an interest adverse to the corporation in the ac- 
quisition of property or in the negotiation of contracts, permitting the issuance 
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of no-par stock, allowing the payment of dividends out of capital surplus 
without full disclosure to investors, et cetera. 

The first utility holding companies were in the gas industry. The United 
Gas Improvement Company of Philadelphia was one of these early holding 
and financing companies. It was incorporated in 1882 and subsequently re- 
organized under a special charter granted to the Union Contract Company, 
a charter which gave unusually broad powers “to construct, maintain, and 
manage any work and furnish all necessary material and labor and imple- 
ments of any kind, to hold and own securities in any form, either as col- 
lateral or otherwise, and dispose of the same.” By 1902, the United Gas Im- 
provement Company controlled thirty-four companies operating in sixteen 
states. From the beginning the holding companies in the electric and gas in- 
dustries were interrelated. This was not unnatural, since electricity imme- 
diately invaded the lighting field which the gas companies had supplied. 

The holding companies that were later to dominate the utility fields had 
quite diverse origins. In the telephone field, the control of patents was the 
basis of a nation-wide organization. In gas, the United Gas Improvement 
Company, which later extended into the electric field, has already been men- 
tioned. The more recent developments in the natural-gas industry have been 
promotions by oil companies and by utility holding conapanies having control 
of distributing companies in large centers of consumption. In the electric 
utility industry, holding-company systems trace their origins to finance com- 
panies organized by the manufacturers of electrical equipment to promote the 
sale of equipment, to investment banking houses engaged in the flotation of 
utility securities, and to engineering interests occupied with supplying tech- 
nical services to operating utilities. An analysis of the growth of particular 
holding-company systems will afford a concrete picture of the forces at work. 

Manufacturers’ finance companies — The Electric Bond and Share Company d 
The origins of the Electric Bond and Share Company are to be found in the 
efforts of manufacturers of electrical equipment to find a market for their prod- 
ucts. The patents basic to the electric light and power industry were granted 
to Edison, Brush, Sprague, Bentley, and others in the late seventies and early 
eighties, and companies were formed to manufacture and sell the new equip- 
ment. But there were no markets for arc lights and incandescent electric lamps, 
for generating and distributing equipment, or for electric railway motors; 
the demand did not exist because there were no utility corporations. In order to 
create a market, manufacturers found it necessary to promote electric lighting 
companies and electric railways. 

The early utility projects were highly speculative and encountered difhculties 
in raising capital. The manufacturers of electrical equipment were able to sell 
their products only by accepting payment in the form of securities. Where the 
electrical manufacturing companies also required the payment of license fees 
for the use of patented equipment, it was customary to take a certain pro- 
portion of the capital stock of the utility. The practice of accepting securities 
forced the manufacturers to devise methods of converting the securities 
Federal Trade Commission, Control of Power Companies, Chapter V. 
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into cash, both to replenish their working capitals and to realize the profits 
with which to pay dividends. The popular device for realizing on these se- 
curities was the creation of a collateral trust by the deposit of the bonds and 
stocks of the utilities, and then selling securities, sometimes bonds and some- 
times both bonds and stocks, on the pledge of the deposited collateral. Some- 
times the obligations secured by the pledged collateral were distributed to the 
stockholders of the manufacturing corporation as a dividend. 

The urgent problem for both the utility industries and the manufacturers 
was the development of the electric lighting and railway companies that would 
be able to sell their securities directly to the investing public for cash, thereby 
affording a cash market for the sale of electrical equipment. The first solution 
was the organization of the United Electric Securities Company in 1890 by 
the Thompson-Houston Electric Company. The United Electric Securities 
Company purchased part or all of the utility bond issues for which no market 
demand existed, and issued its own collateral trust bonds. In this way issues 
aggregating 123,500,000, in thirty-nine series, were sold to the public. This 
device was taken over by the General Electric Company, which in 1904 or- 
ganized the Electrical Securities Corporation to perform the same function. 
However, the utility financing problem could be permanently solved only by 
making equity stocks of the utility companies attractive to investors, The pre- 
ponderance of utility financing through bond issues left the utilities particu- 
larly vulnerable to depression conditions, and resulted in a high cost of capital 
even for the senior securities. The financial structures of the early utilities were 
extremely crude, and were quite unadapted to the raising of new capital to 
finance the continuous growth of these companies. 

There were two prerequisites to the attraction of adequate capital to the 
utility industries; the capital structures of utility corporations had to be bal- 
anced, with a due proportion of equity securities, and the earnings of the 
companies had to be adequate to give an investment character to all their se- 
curities, The first required a recapitalization of many existing companies and 
a program to raise a reasonable proportion of future capital requirements 
through the sale of junior securities. Bankers and investors had to be educated 
to accept financing in part by stock issues. The assurance of aclecjuate and 
stable earnings called for an improvement in the management of the local, 
isolated plants and a more intensive development of the market for the utility 
services. Many companies were so small that even when they were on a sound 
financial basis their securities were not sufficiently well-known to attract capi- 
tal outside the local community, and often the local community was unable to 
supply fully their capital requirements. 

It was to accomplish these multiple purposes that the General Electric Com- 
pany organized the Electric Bond and Share Company in 1905 under the 
management of S. Z. Mitchell At its inception. Electric Bond and Share is- 
sued and sold |i, 000, 000 of 6 per cent preferred stock to the public; an equal 
amount of common was issued to the General Electric Company in exchange 
for the securities of the local companies which the latter had accumulated. 
Although all the common stock was held by the General Electric Company 
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until 1924, Mr. Mitchell insisted that the Electric Bond and Share Company 
should not be under the domination of the parent company.® The Electric 
Bond and Share Company thus began business with assets consisting of securi- 
ties in operating utility companies scattered throughout the country. 

The Electric Bond and Share program for the rehabilitation of its properties 
involved a fourfold policy. First, the Electric Bond and Share Company, al- 
though it negotiated many acquisitions and purchases of operating properties, 
did not continue as a direct holding company with respect to the operating 
utilities, but conveyed its holdings to sub-holding companies. In this way there 
were established the American Gas and Electric Company in 1906, the Amer- 
ican Power and Light Company in 1909, the National Power and Light Com- 
pany in 1921, the American and Foreign Power Company in 1923, and the 
Electric Power and Light Corporation in 1925.® These sub-holding companies 
were not operating utilities, but each controlled operating properties scattered 
widely throughout the country. This principle of diversification of risk was 
one much emphasized by the Electric Bond and Share management. 

Secondly, the Electric Bond and Share policy involved the organization of 
large regional operating companies. Where the holding company controlled 
several small utilities in the same part of the country, these subsidiaries were 
merged, if possible, into a single operating unit. This program sometimes re- 
quired the acquisition of adjacent properties in order to achieve an economical 
organization. It was the objective of this policy to make each operating com- 
pany sufficiently large and strong so that it might sell its bonds and preferred 
stocks directly to the investing public. 

Thirdly, the process of organizing large regional operating companies af- 
forded an opportunity to reconstitute the capital structures of the utilities so 
that future financing on advantageous terms would be possible. The old closed- 
mortgage bond issues were refunded into a single open-end issue. The utilities 
limited their outstanding bonds to 50 to 60 per cent of the capitalization and 
issued preferred stock amounting to 20 or 25 per cent; the remainder consisted 
of common stock. It was expected that the common stocks of the operating 
companies would be purchased and held by the sub-holding companies. The 
sub-holding companies paid for the common stocks of the operating utilities 
by the sale of their own bonds, preferred, and some of their common stock to 

^ Thus it was understood that not more than one-third of the directors were to be repre- 
sentatives of General Electric, and that the remaining members of the board were to be se- 
lected by Mr. Mitchell, that the General Electric was to support Mr. Mitchell or change the 
management, and that the General Electric would not expect to sell equipment to Electric Bond 
and Share subsidiaries unless its terms were as good as, or better than, tliose oifered by an- 
other manufacturer. 

On December 30, 1924, in the face of an impending investigation into the electric-power 
industry, the General Electric Co. voted to divest itself of its stock in the Electric Bond & Share 
Co. This vvas accomplished by organizing the Electric Bond & Share Securities Corp., having 
as many shares of stock as the General Electric Company; the General Electric then conveyed 
all of its stock in the Electric Bond & Share Co. to the Electric Bond & Share Securities Corp. 
in exchange for all of the stock of the latter. The Electric Bond & Share Securities Corp. stock 
was then distributed as a stock dividend to the stockholders of the General Electric Co. 

** The Electric Bond & Share Co. was active in the formation of Utah Securities Corp. (1912), 
National Securities Corp. (1914), Power Securities Corp. (1919), and Lehigh Power Securities 
Corp. (1917). 
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the investing public, the Electric Bond and Share Company retaining only a 
minority interest in its sub-holding companies. 

Fourthly, the Electric Bond and Share Company sought to improve the 
earnings of its operating companies by the organization of an expert staff to 
supply management, financial, engineering, and construction services. This 
arrangement not only supplied the utilities with highly competent technical 
skills for all aspects of construction and management, but it also afforded the 
Electric Bond and Share Company a very important source of revenue. These 
services were performed directly by the personnel of the parent holding com- 
pany, with the exception of the construction work which was undertaken by 
separately organized subsidiaries. 

Organizations by engineering inter estsStone and Webster J The building 
of utility plants calls for unusual technical competence, and it is not surprising 
that firms of consulting and construction engineers developed to supply this 
service. Like the manufacturers of electrical equipment, these engineering 
firms accumulated securities as payment for their services. Where the prop- 
erties were growing rapidly, they were likely to be in fairly continuous contact 
with certain companies that became their clients. It was a natural outcome that 
these engineering firms should become the nuclei of holding-company systems. 
Thus the firm of Stone and Webster became possessed of an extensive system 
of properties, J. G. White became identified with the Associated Gas and Elec- 
tric Company, the H. M. Byllesby interests established the General Gas and 
Electric Corporation in 1912. The story of Stone and Webster may be taken 
as illustrative of the tendencies arising out of these engineering relations. 

Stone and Webster was the earliest service organization to develop in the 
electric power field. The firm began business as consulting and designing engi- 
neers in 1889. It also operated an electrical testing and experimental laboratory. 
Then, in order to assure the proper carrying out of its plans, it was necessary 
not only to accept the supervision of the construction but also to hire the con- 
struction crews and assume full responsibility for the work; thus it was in the 
construction business. The third step came in the 1890’s, when some bankers 
who were interested in a Massachusetts utility asked the firm to investigate 
and report why the earnings of the utility were not more satisfactory. The 
report revealed so many opportunities for improvement that Stone and Web- 
ster was asked to operate the property, and for this purpose it organized a small 
staff of managers and supervisors. The next step followed from a desire to 
secure full employment for the staff of supervisors and managers; contracts 
were obtained for the management and supervision of other properties. The 
depression of 1893 provided the occasion for the fourth phase; the prices of 
utility securities fell to low levels, so that certain bankers saw an opportunity 
for profit in buying control of unprofitable companies at low prices and resell- 
ing when the earnings and financial condition of the properties improved. 
Stone and Webster was invited to join with these bankers and take charge of 
the rehabilitation of the properties, A fifth branch of the business arose from 
the need of the company’s utility clients for additional funds. As a means of 
securing contracts for designing and construction work, Stone and Webster 
Control of Power Companies, Chapter XV. 
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assisted these companies in raising capital, at first simply by taking their se- 
curities and marketing them for what they would bring, and subsequently by 
organizing underwriting syndicates. Since underwriting called for a study 
of general market conditions as well as of the securities of the particular utility, 
Stone and Webster developed a banking department and was soon engaged in 
a general underwriting business, participating in syndicates managed by other 
bankers for utilities that were not necessarily clients of Stone and Webster. In 
the process of selling underwritten securities, the securities department en 
gaged in creating a secondary or resale market, and by 1910 the company was 
associated with other banking houses in sustaining the market for particulai 
securities. Finally, other requirements of the business led to new activities: an 
insurance department afforded expert advice to clients; a commercial-sales 
department advised clients on methods of increasing their volume of business. 

In summary Stone and Webster began business as professional engineers; 
and each expansion was the result of seeking to improve the services which 
the firm was already rendering, or an attempt to obtain business in sufficient 
volume to reduce unit costs, or a natural outgrowth of the activities upon which 
it had already entered. It was not originally the policy of the firm to acquire 
and hold the voting control of the companies that were its clients. The expan- 
sion of other holding companies, however, involved the acquisition of some 
of the Stone and Webster clients and the termination of the contracts which 
those utilities had with Stone and Webster. As a protective measure. Stone and 
Webster began rather tardily to acquire the voting control of client companie.s, 
and in 1925, the Engineers Public Service Company was organized for the 
purpose of acquiring and holding control of operating utilities. 

Investment bankers’ companies. A number of holding-company systems had 
their origins in the activities of various investment banking groups. The North 
American Company (1890) and the American Light & Traction Company 
(1901) were organized to take over the investment holdings of certain banking 
interests. The National Public Service Corporation was the creature of the 
banking firm of A. E. Fitkin and Company. The super-holding company, the 
United Corporation, was organized in 1929 by J. P. Morgan and Company 
partly to provide an outlet for utility stocks accumulated by its Philadelphia 
branch, Drexel and Company. 

Corporate Organization of Holding-Company Systems. There has been 
no uniform pattern to which the corporate structure of utility holding-company 
systems has conformed. Expediency, convenience, and the opportunity for a 
speculative profit ruled in the period of growth and accretion, and holding- 
company systems have presented a picture that could not have been duplicated 
by deliberate forethought and planning. The height of complexity was reached 
in the late 1920’s before the crash. Since 1929, there has been a measure of 
simplification in holding-company organization, forced partly by financial 
necessity or even by receivership proceedings, and since 1935, induced partly by 
the necessity of conforming to the standards of the Public Utility Holding 
Company Act. Since the holding-company systems are now undergoing reor- 
ganization in response to die pressures of the Securities and Exchange Com- 
mission, and since this process of reorganization can be intelligently discussed 
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only as a part of the regulatory program with respect to holding companies, 
the present descriptive analysis will be concerned with the holding-company 
system as it developed prior to the passage of the Public Utility Act of 1935;'^ 

There has been no uniformity in the size or scope of the holding-company 
organizations. Some systems have numbered their subsidiaries at more than 
a hundred; others included less than a score of companies. Some companies 
controlled properties scattered the length and breadth of the land; others were 
composed of a closely integrated group of properties. No simple relation pre- 
vailed among the companies within the system. Some holding-company sys- 
tems exhibited extremes of pyramiding, six or more companies intervening 
between the underlying operation companies which owned the income- 
producing properties and the final source of control and policy-making. Even 
individual companies within the system have not conformed to a clear-cut 
classification; some were pure holding companies; some were pure operating 
companies; some were both operating and holding companies; and others 
functioned as specialized affiliates performing a variety of services for the 
member companies. 

A schematic representation of holding-company organization. For purposes 
of exposition only, Chart i presents an oversimplified schematic diagram of a 
holding company’s organization. The top-holding company functions as the 
policy-making head for the entire system. Commonly the top-holding com- 
pany does not directly control the operating utilities; its assets consist of the 
securities, usually the common stocks, of the sub-holding companies and of 
the non-utility afliliates. In some systems the top-holding company performs 
a variety of services for the constituent companies, while in others these services 
are entrusted to affiliated organizations. Theoretically, the control which the 
top-holding company exercises is transmitted through the voting stock which 
it holds in the sub-holding companies, but practically there has usually been an 
identity of officials between the members of the system that would assure ad- 
herence to a common policy. 

The sub-holding companies perform two continuing functions in the hold- 
ing-company system. Less significantly, they hold the voting securities of the 
operating utilities and serve as the channel through which the top-holding 
company makes its policies effective; but there is no reason why the top- 
holding company could not control directly the operating companies. The 
essential function of the intermediate, or sub-holding, companies is to add 
another tier to the corporate pyramid. The injection of additional intermediate 
companies between the top and the income-producing properties at the base' 
of the pyramid both reduces the capital investment required by the holding 
company in order to exercise control and increases the rate of earnings on the 
investment of the top-holding company. In some systems, a sub-holding com- 

® The materiaU for this treatment of the holding company are drawn largely from the in- 
vestigation into electric and gas holding companies inaugurated by the Federal Trade Com- 
misision in 1928. The last report was issued in 1937. The hearings and reports numbered rnore 
than 80 parts and together they constitute the most thoroughgoing investigation of an American 
industry that has ever appeared. Their official designation is: Federal Trade Commission, Utility 
Corporations, 70 C., i s., Sen. doc. 92, Part — As occasion requires, these reports will be cited 
under their short title, Utility Corporations. 
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pany was organized to hold the control of all of the operating companies lo- 
cated in a particular geographic section; while in other systems the diveisity 
principle prevailed and each active sub-holding company was given operating 
companies scattered widely throughout the country. 

The sub-holding company has also served a number of more limited ends, 
(i) A corporation may be continued in order to preserve certain special priv- 
ileges or advantages conferred by the charter or franchise undei which it 
operates. Very often these are corporations with a long histoiy, such as the 

CHART 1 

SCHEMATIC DIAGRAM OF HOLDING -COMPANY ORGANIZATION 



, 1 I Operating Companies Lines of Control 


O Operating and Holding Companies Contractual Relations 

Philadelphia Company, whose charters originated with a special act of the 
legislature. (2) Sometimes a sub-holding company serves to circumvent cer- 
tain legislative or contractual provisions. For example, the Northern States 
Power Company (Delaware) was organized by the Byllesby interests to hold 
certain double-liability stocks, substituting its single-liability stock tor issuance 
to individual investors. A foreign corporation may serve to escape a prohibition 
against one domestic utility acquiring control of another. (3) Intermediate 
holding companies were frequently used in the 1920’s to enable individuals to 
delay income taxation of capital appreciations. (4) The sub-holding company 
may be the means of segregating particular assets, for example, when there is 
a purchase-money lien against them. (5) The sub-holding company has been 
extensively utilized to enable subsidiaries to issue stocks qualifying as “fully 
paid and nonassessable.” 
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The operating utilities at the base of the pyramid are the legal owners of 
the real properties which produce the income for the entire system. Their 
senior securities are commonly held by the investing public and are ordinarily 
without voting power. Their voting stocks, sometimes in their entirety, are 
held by intermediate holding companies. As with the intermediate holding 
companies, the key officers and directors of the operating utilities have com- 
monly been drawn from the directors, officers, and personnel of the top-holding 
company or its affiliates. Some, perhaps most, of the operating utilities are 
purely operating companies; but other utilities not only own physical plant 
and equipment and actively engage in the rendition of a public service, but are 
also parent companies with their own subsidiary operating companies. 

The non-utility affiliates are in reality incorporated departments of the top- 
holding company. In most systems these affiliates receive all of their capital 
from the top-holding company. They function as service agencies to supply 
managerial, financial, engineering, construction, and other services for the 
intermediate holding companies and their operating subsidiaries. 

The pyramiding principle. The pyramid has constituted such a characteristic 
feature of holding-company organizations that its essential significance for 
investors, consumers, and management requires close analysis. The pyramid 
has been the device by which the top-holding company has exercised control 
with little or no actual investment and by which the moderate rates of return 
of the underlying operating utilities have been transmuted into earnings of 
several hundred per cent on the stock equity receiving the residual income. A 
concrete example, even though hypothetical, will serve to illustrate the work- 
ings of the public utility pyramid. Table i8 presents such an e.xample. 

The hypothetical holding-company pyramid is based upon the following 
assumptions : 

(1) That the investment in the operating properties amounts to $1,000,000, 
and that there has been no write-up or inflation in the investment; 

(2) That the capital structure of the operating utilities is one-half 5 per cent 
bonds, one-quarter 6 per cent preferred stock, and one-quarter common stock; 

(3) That the holding company at each level owns all of the common stock 
of the subsidiaries next below it; 

(4) That the holding companies all have identical capital structures, namely, 
one-half in 5 per cent bonds, one-quarter in 7 per cent preferred stock, and 
the remaining c]uarter in common stock; 

(5) That for the holding company only the earnings from investments in 
subsidiaries need be reported; that other holding-company earnings from fees, 
et cetera, may be assumed to offset the expenses of holding-company opera- 
tions; 

(6) That the fair rate of return on the investment of the operating utilities 
is 7 per cent; 

(7) That the significance of changes in the earnings of the operating com- 
panies may be illustrated by assuming that the utilities first earn 8 per cent 
on their investment, and then that they earn only 5 per cent; and 

(8) That only the common stock has voting rights. 

The “pyramiding of control” may be illustrated by considering first the col- 
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TABLE i8 

Hypothetical Holding-Company Pyramid 





Income and its divisions 


Company and its 
capital structure 

Investment 

8 per cent 

Per 

cent 

7 per cent 

Per 

cent 

5 per 
cent 

Per 

cent 

Operating companies 

50 per cent bonds, 

5 per cent 

1500,000 

$25,000 

5 

$25,000 

5 

.$25,000 

5 

25 per cent pre- 
ferred stock, 

6 per cent 

250,000 

15,000 

6 

15,000 

6 

15,000 

6 

25 per cent com- 
mon stock 

250,000 

40,000 

r6 

30,000 

12 

10,000 

4 

Total 

$1,000,000 

$80,000 

8 

$70,000 

7 

$50,000 

5 

First-degree holding 
company 

50 per cent bonds, 

5 per cent 

125,000 

6,250 

5 

6,250 

5 

6,250 

5 

25 per cent pre- 
ferred stock, 

7 per cent 

62,500 

4.375 

7 

4,375 

7 

3,750 

6 

25 per cent com- 
mon stock 

62,500 

29.375 

47 

t9,375 

31 

_ 

_ 

Total 

250,000 

40,000 

16 

30,000 

12 

10,000 

4 

Second-degree holding 
company 

50 per cent bonds, 

5 per cent 

31.250 

1,562.50 

5 

1,562.50 

5 



25 per cent pre- 
ferred stock, 

7 per cent 

15.625 

1,093.75 

7 

1,093-75 

7 



25 per cent com- 
mon stock 

15.625 

26,718.75 

171 

16,718.75 

107 

_ 

_ 

Total 

62,500 

29,375 

47 

19,375 

31 

— 

— 

Third-degree holding 
comp.any 

50 per cent bonds, 

5 per cent 

7,812.50 

390.63 

5 

390.63 

5 



25 per cent pre- 
ferred stock, 

7 per cent 

3,906.25 

273-44 

7 

273-44 

7 



25 per cent com- 
mon stock 

3,906.25 

26,054.68 

668 

16,054.68 

412 

_ 

_ 

Total j 

15,625 1 

26,718.75 

171 

16,718.75 

107 

- 



umn “Investment.” It has been customary for the voting rights in each oper- 
ating and holding company to be confined solely to the common stock. While 
it would not be necessary for a holding company to control more than a 
majority of the voting stock, it is both more conservative and simpler to as- 
sume that each holding company owns all of the voting shares of the com- 
panies next below it in the pyramid. Thus, it will be observed that the first- 
degree holding company is able to control |i, 000,000 of investment, and is in 
turn controlled by only 162,500 of investment, or the control i§ reduced frorn 
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25 pel' cent to 6% per cent. The second-degree holding company’s control rests 
on an investment of 1.5625 per cent, and that of the third-degree holding com- 
pany, on an investment of only 0.39 of i per cent. Even without any stock 
watering, the investing public assumed virtually all of the risks for the falla- 
cious shadow of security that was implied in the name “bond” or “preferred 
stock.” Where there were write-ups and inflation of assets and securities, the 
investing public not only supplied all of the capital required to erect these 
holding companies, but they also paid huge speculative profits to the promoters 
in the form of cash and securities. 

The fair rate of return has been assumed to be 7 per cent. It should be noted 
that, when the overall earnings of the operating property are 7 per cent, the 
earnings applicable to that common stock are 12 per cent. This is a result of 
raising three-quarters of the capital by senior securities having only limited 
rights to participate in earnings. Since the first-degree holding company owns 
all the common stock of the operating companies, its overall rate of earnings 
is 12 per cent, or $30,000. But only $6,250 is required for bond interest and 
$4’375 ptefetted dividends, so that the residual earnings on its common 
stock of $62,500 is $19,375, oi" 31 per cent. The addition of a second-degree hold- 
ing company raises the rate of earnings on its common-stock equity to 107 
per cent, and the third-degree holding company boosts it to a phenomenal 
412 per cent. Under these assumptions, those who have supplied 0.39 of 1 per 
cent of the investment are the residual claimants to 22.9 per cent of the net 
income produced by an investment of $1,000,000. 

If it be assumed that the operating companies succeed in increasing their 
net return to 8 per cent, the results are startling indeed.® Every dollar of the 
increased earnings accrues to the holders of the common stock of the top- 
holding company; the public investors, who have supplied 99 per cent of 
the capital with which the earnings are produced, are in no way benefited, 
unless the greater earnings coverage causes the market prices of their securities 
to rise so that they can sell to better advantage. The rate of earnings on the 
common stock of the top-holding company is lifted to 668 per cent, and those 
who supplied 0.39 of i per cent of the investment receive 32.3 per cent of the 
net earnings. Every change in the net earnings of the operating companies 
produces a dollar-for-dollar change in the earnings of the top-holding com- 
pany, although in percentage terms the magnitude of the change is magnified. 
This situation will explain why the holding companies were so keen to increase 
the earnings of their operating subsidiaries and why they opposed so violently 
any attempt to reduce the earnings of the operating utilities. 

The real nature of the public’s investment in the holding-company pyramids 
may be illustrated by assuming that the net earnings of the operating utilities 
declines to 5 per cent. This is not an unreasonable assumption, for such a 
result would follow a shrinkage of approximately 29 per cent in the gross 
earnings of the operating companies. The earnings on the common stock of 
the operating utilities would be only 4 per cent, and that would be the rate 
of earnings on the investment of the first-degree holding company. Earnings 

® Such an increase in earnings might result from a successful petition for an increase in 
rates, or it might arise from a reduction in operating costs. 



The Holding Company Pyramid: The Attenuation of Investment Carrying Control, the Accrual 
OF Operating Company Earnings to Common Stocks of the Several Holding Companies and the 
Rate of Profit upon Investment Apportioned to Common Stock of each Holding Company, with 
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of $10,000 for the first holding company would be insufficient by $625 to pay 
the dividends on its preferred stocks, and of course, there would be no earnings 
whatever for any of the security holders in the second- and third-degree holding 
companies. The holding-company pyramid is a fair-weather structure and it 
IS not surprising that many collapsed during the depression years. From this 
example, it appears that the bonds and preferred stocks of holding companies 
which own only the common stocks of operating properties or other holding 
companies are only preferred claims on deferred claims to the residual earnings 
of the real properties; and when earnings shrink, the fact that they are “de- 
ferred claims to residual earnings” (many times “deferred,” as holding com- 
pany is piled on top of holding company) becomes very much more important 
than the fact that they are “preferred claims” with respect to the particular 
corporation issuing them. 

The principle of the pyramid is sufficiently important to justify a reference 
to an example included in the Federal Trade Commission’s report on the 
economic and financial aspects of holding companies. Chart 2 represents a 
pyramid of five holding companies resting on a total uninflated investment of 
112,500,000. In this e.xample the assumptions with respect to the capital struc- 
ture of the holding companies are even more conservative : the operating com- 
panies are financed one-half by 5 per cent bonds, one quarter by 6 per cent 
preferred stock (non-voting), and one-quarter by common stocks. Each hold- 
ing company owns all the common stock of its immediate subsidiary and is 
financed one-half by 7 per cent non-voting preferred stock and one-half by 
common. Column A shows only the common-stock investment at each level 
and, in figures, the percentage which the common stock of each company is 
to the total investment of the operating utilities at the bottom of the pyramid. 
It thus appears that an investment of $97,656 (or -%2 of i per cent) represents 
the ultimate voting control in a system of $12,500,000. 

Columns B and C show the net earnings accruing to the common stock on 
the assumption that the overall net return on the investment in the operating 
utilities is 8 per cent. Column B shows both the net earnings (blocks and 
figures) accruing to the common stock of each company in the pyramid, and 
the percentage which those earnings are of the total net earnings of the under- 
lying operating companies. Column C shows the percentage earnings on the 
common stock of each company. It will be observed that the leverage in lifting 
the rate of common-stock earnings is somewhat less than in the previous 
example, where the common-stock issue was smaller by reason of the issuance 
of bonds by the holding companies. Still, earnings of 151 per cent and 295 per 
cent are noteworthy. In this example the pyramid is carried somewhat higher 
and in that respect conforms more closely to the holding structures which 
were actually found in the period that the Federal Trade Commission was 
studying. However, most of the holding companies did resort to the issue of 
bonds and they thereby benefited from the lower rate of interest payable 
thereon. Columns D and E present the same information as Columns B and 
C, but here it is assumed that the rate of net earnings on the entire properties 
of the subsidiary operating companies is 7 per cent. And Columns F and G 
show the situation when the earnings of dhe operating utilities are on a 5 per 



78 ECONOMICS OF PUBLIC UTILITY REGULATION 

cent basis. In most of the holding-company systems there was considerable 
inflation in the asset accounts and in the capitalizations of both operating 
companies and holding companies, which further enhanced the pyramiding 
effects. 

Actual holding-company pyramids. Did the practice of pyramiding conform 
to the abstract illustrations that have been here presented? In actuality, pyra- 
miding was carried to extremes not indicated by these hypothetical illustra- 
tions, and the pyramiding effects were accentuated by devices other than those 
already described. In some systems more than five companies were superim- 
posed on the lowest tier of operating properties. In almost all of the systems 
there were write-ups and inflation of assets and capitalization with respect to 
the operating properties and there were also substantial write-ups by the hold- 
ing companies. These write-ups served further to reduce the real investment 
with which control was acquired and maintained. In other holding-company 
systems, as will subsequently be noted, there were no significant write-ups 
either by operating properties or by holding companies, and the capital struc- 
tures were not designed to take the maximum advantage of the pyramiding 
principle. 

A second device by which the pyramiding effects were magnified was the 
introduction of different classes of common stock, with voting rights so ar- 
ranged as to permit the management to exercise control with little investment. 
In its earlier report, the Federal Trade Commission described a capital struc- 
ture through which the Standard Gas and Electric Company had pyramided 
control until an investment of less than $1,000,000 exercised dominion over a 
system with a reputed investment of $370,000,000.^'’ Other equally extreme 

^0 “The capital securities of the Standard Gas & Electric Co. on December 31, 1924, were 
as follows: 


Common stock | 

Shares 

Par or book value 

Noncumulative stock 

Preferred stock 

Prior preference stock 

Total stock 

Bonds 

302,693 

1,000,000 

330.000 

125.000 

$11,650,654 

1,000,000 

16.500.000 

12.500.000 

i, 757>693 

41,650,654 

12,817,100 

15,000,000 

20-year notes 


Total capital securities 




69.467,754 


"The preferred and prior preference stocks were ordinarily without voting power. The other 
two classes had equal voting power. It is remarkable that stock representing an investment of 
$1 per share should be given equal voting power, share for share, with stock representing an 
investment of .'I38.49 per share. Hence $12,651,000 of investment represented by these stocks 
had all the voting rights in a total corporate capital of nearly $69,500,000. Furthermore, the 
holder of the 1,000,000 shares of noncumulative stock, with an investment of only $1,000,000 
possessed the voting control over not only this $69,500,000 but of the entire investment in the 
company’s multitude of subsidiaries. Indeed, ownership of 652,000 of these shares would 
have conferred that degree of control. As before stated, 997,111 of those shares stood in the 
name of R. J. Graf, who was the nominee of H. M. Byllesby & Co., so that an investment 
of less than $1,000,000 in these shares of the chief holding company conferred the voting 
control of a total investment of over $370,000,000. Furthermore, the investment of $12,651,000 
in the common and noncumulative stocks together was the residuary beneficiary' of all the 
income produced by this $370,000,000 of total investment.” {Control of Power Companies. 
p. 192.) 
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examples of pyramided control were revealed in the organization charts of 
other holding companies. 

Did any of the holding companies report such earnings as have been indi- 
cated in the preceding illustrations? Here the answer must be negative, but 
there is good reason to assume that rates of earnings approximadng those 
indicated were realized at times by some of the systems. The rates of earnings 
of some of the holding companies are summarized in Table 19, While these 

TABLE 19* 

Rates of Earnings of Specified Holding-Company Groups on Total Invest- 
ment AND ON Common-Stock Equity of the Holding Company as Shown 
IN Published Consolidated Balance Sheets and Income Statements, 

1924 AND 1925 


Holding-company group 

Rates of earnings 

1924 1 

1925 

Total 

invest- 

ment 

Common- 
stock 1 
equity 

Total 

invest- 

ment 

Common- 

stock 

equity 

Electric Bond & Share companies: 





American Power & Light Co 

14-53 

34.81 

15.80 

40.50 

National Power & Light Co 

13.06 

16.50 

— 


Other large companies: 





North American Co 

16.45 

28.23 

— 

— 

Middle West Utilities Co 

12.20 

19.03 

12.37 

21.46 

Standard Gas & Electric Co 

14.77 

55.22 

14.96 

37-58 


* Source: Control of Power Companies, p. 45. 


earnings are high, they are neither startling nor fantastic. What is the expla- 
nation of the apparent discrepancy between the earnings reported and those 
that might be expected to result from pyramiding? Some of the explanatory 
circumstances may be suggested. First, where there is a significant degree of 
inflation in the capital accounts of the operating and holding companies, with 
the accompanying inflation in the volume of outstanding securities, the ap- 
parent rate of earnings on the boo\ value of the investment may be only a 
fraction of the real rate of earnings on the actual investment. Secondly, where 
the top-holding company supplies various services to the operating companies 
through directly controlled afhliated corporations, the operating expenses of 
the utilities may be overstated and their net earnings understated; this would 
result in a lower rate of earnings for the intermediate companies although 
there would presumably be the same rate of earnings for the top-holding com- 
pany. Thirdly, many of the holding companies paid extravagant prices for 
the properties which they acquired, as measured by either the investment in, 
or the earnings on, the securities acquired.^^ In some instances the stockhold- 

lij/ie Report of the Special Commission on Control and Conduct of Public Utilities listed 
the consideration paid by various holding-company systems for properties acquired in Massachu- 
setts The following tabulation* lists the "Capital Stock and Paid-In Premium,” “Dividends 
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ers were reluctant to sell their securities. In other instances the property was 
strategically important to the particular holding company and had to be ac- 
quired from other, perhaps holding-company, interests. Also, the prices were 
sometimes bid to ridiculous heights by the competition of two companies for 
the same properties.^- 

The discussion of pyramiding may be made concrete by considering the 


[Footnote ii {continued)} 

Paid,” and the “Consideration Paid” by the A.ssociatcd Gas and Electric system for some of 
its properties. 





Dividends 

Per Cent 

Consideration 


Capital Stock 

Other 

Paid 

0/ Stock 

Paid for 


and Premium 

Capital 

Three Yean 

Owned 

Stock 

Cambridge Electric 

$1,560,000.00 

— 

1926 

$6.00 

99.99 

$i 1,799,820.34 

Light Co. 

($25 par) 


1927 

$6.00 



(Prem. 


1928 

$ 1 .00 




$778,000.00) 






Cambridge Gas 







Light Co. 

$1,950,000.00 

— 

1926 

I3.00 

99.90 

8,334,066.42 


($25 par) 


1927 

$3-00 




(Prem. 

$1,210,007.50) 


1928 

$0.75 



Cape & Vineyard 

$750,000.00 

— 

1926 

I1.50 

100.00 

1,224,548.93 

Electric Co. 

($25 par) 

— 

1927 

$6.00 





1928 

1 



Worcester Gas 

$2,050,000.00 

— 



100.00 

7,020,883.67 

Li^q:ht Co. 

($25 par) 


1926 

1927 

$4.00 

$4.00 











1928 

2 _ 



P.nmmnn . . 



1926 

1927 

$2.50 

$2.50 











1928 

^ 



Middlesex County 

$50,000.00 

— 

1926 

$12.50 

100.00 

90.642.19 

Electric Co. 

($25 par) 

■— 

1927 

$4.00 





1928 

a — 



Dedham & Hyde 

$500,000.00 

$100,000 ■* 

1926 

$2.50 

89.22 

892,534.00 

Park Gas & 

($25 par) 


1927 

$2.50 


Electric Co. 

(Prem. 


1928 

$2.00 




$52,845.00) 






West Boston Gas 

$2,299,725.00 

350,000 

1926 

$2.00 

1 96.50 

4,438,536.00 

Co. 

($25 par) 


1927 

$q. 5 o 





1928 

$1.00 



New Bedford Gas 

$5,342,400.00 

3,817,000 

T926 

$4.00 

G 

0 

& Edi.son Light 

($25 par) 

762,000 ® 

1927 

$4.00 



Co. 

(Prem. 

$3,081,267.95) 


1928 

$4.00 



Total capital 







stock and 
premium 

$20,474,925.45 



- 

- 

__ 


^ All preferred stock called in 1928. 2^11 preferred stock called July i, 1027. 

All preferred stock reacquired by company in 1928 and now held in company’s treasury. 

^ Bonds. ® Corporation notes. 

® Acquired December, 1929; information not yet available. 

* Source: Mass. House Doc. No. 1200 (1930), p, 151. 

12 In these inter-system struggles the winner was often the loser. The Federal Trade Com- 
mission describes one such competitive acquisition: 

“At the beginning of 1929, Banstow Securities Corporation controlled W. S. Bar.stow & Co., 
Inc., which, in turn, controlled General Gas & Electric Corporation, a holding company, which 
controlled Metropolitan Edison Co., New lersey Power & Light Co., Binghamton Light & 
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actual corporate organization of one of the more prominent holding-company 
systems. Chart 3 pictures the composition and intercorporate relations of the 
Electric Bond and Share system. The subsidiary and affiliated companies are 
classified into four groups. Group I is composed of those companies all of 
whose voting stock is held by Electric Bond and Share; as their titles suggest, 
the companies in this group are the non-utility affiliates that function as service 
organizations. They are commonly controlled directly by die top-holding com- 
pany because they represent an important channel of earnings direct from 
the operating properties to the top-holding companies. Group II consists of 
three sub-holding companies and their subsidiaries. Although the Electric 
Bond and Share owns only minority interests in these intermediate holding 
companies, the control is nevertheless wholly effective since these corporations 
all have a substantial proportion of directors and officers in common. As the 
lines of control and symbols indicate, there are numerous tiers of holding and 
operating companies between the Electric Bond and Share and the underlying 
operating properties, pyramids of five companies occurring frequently. Group 
III is composed of the American Gas and Electric Company and its subsidiaries; 
the Electric Bond and Share Company derives income from its investments 
in this sub-holding company and performs financial services for it and its 
subsidiaries, but its subsidiary service affiliates do not perform any of the other 
managerial functions, the American Gas and Electric Company having its 
own service staff. Group IV consists of various investments in other holding- 
company systems. These minority interests do not indicate any control of these 
companies by the Electric Bond and Share Company, although in some in- 
stances Electric Bond and Share directors have been prominent as officers and 
directors of these companies. 

Extent of Holding-Company Control. From 1911, when the first report 
was made on the extent of holding-company control in the utility field, until 


Power Co., Northern Pennsylvania Power Co., Florida Public Service Co., Lexington Water Co., 
Broad River Power Co., and various other smaller companies. 

“The properties controlled by General Gas & Electric Corporation were desired by Associated 
Gas & Electric Co., and also by the United Gas Improvement Co. In February, 1929, Associated 
Gas & Electric Co. purchased 94,005 shares of Barstow Securities Corporation and 11,760 shares 
of W. S. Barstow & Co. (Del.) for the sum of $49,923,855. The purchase of this stock car- 
ried with it control of W. S. Barstow & Co., which in turn controlled General Gas & Electric 
Corporation. As of December 31, 1928, Barstow Securities Corporation had no surplus and 
its only assets were cash to the amount of $3,565 and 94,005 shares of the stock of W. S. Bar- 
stow & Co., Inc. Therefore, the value of 94,005 shares of Barstow Securities Corporation acquired 
by Associated Gas & Electric Co. was the value of the same number of shares of W. S. Barstow 
« Co. (Del.) owned by the Securities Corporation plus $3,565 of cash. As computed by the 
Commission's accountants, the book value of these 105,765 shares was $314,614, or $2.97 per 
share. For this stock. Associated Gas & Electric paid $49,923,855, or $472.03 per share. The 
price paid was 159 times the ledger value of the shares purchased. For the year 1928 the 
income of W. S. Barstow Sa Co., Inc., available for common stock was $4.16 per share or 
only 88/100 of I per cent based upon the price of $472.03 paid by the Associated Gas & Elec- 
tric Co. 

“It appears that the principal reason for paying such an extravagant price for control of 
General Gas & Electric Corporation, was on account of the fact that another holding company, 
namely, the United Gas Improvement Co. had acquired a large minority interest in General 
Gas & Electric Corporation. In April, 1929, this large minority interest was acquired by the 
Associated from the United Gas Improvement interests at a price that netted the latter a profit 
of approximately $9,300,000.” {Utility Corporations, No. 72-A, p. 64.) 



* Source: Utility Corporations, No. 72-A, Chart II, facing p. 88. 
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the recently completed reports of the Federal Trade Commission, each inves- 
tigation has revealed increasing concentration of control among utility corpora- 
tions. In 1911, the Bureau of Corporations found that 60 per cent of the com- 
mercially developed hydroelectric power of the country was controlled by ten 
interests. In 1914, a survey by the Forest Service of the Department of Agri- 
culture reported that 85 corporations controlled 68.6 per cent of the total in- 
stalled generating capacity of the electric utilities, and that 35 controlled one- 
half of that total, 16 controlled one-third, and 10 controlled one-fourth.’^* Yet 
it could not be said that in 1914 the holding company was dominant in the 
electric field. 

The Federal Trade Commission’s investigation of power companies in 1924 
indicated that the holding companies had obtained a dominant position in 
TABLE 20 

Summary of Distribution of Control op the Electric Utility Industry 
IN 1924 *■ 




Proportion of control 


Group 

Installed 

generating 

capacity 

Quantity 

Generated 

Quantity 

sold 

Gross 

Revenue 


Per cent 

Per cent 

Per cent 

Per cent 

General Electric group 

13-3 

13.0 

14.2 

137 

Insull group 

8.9 

8.9 

8.3 

9.6 

North American group 

6.6 

7-4 

7.6 

6.1 

Byllesby group 

5-5 

5.2 

4.5 

5.2 

Hodenpyl-Hardy group 

2.8 

2.8 

2.1 

2.7 

Cities Service group 

2.5 

2-3 

2.1 

2.5 

Stone & Webster group 

2-3 

2-3 

2.2 

i.ti 

Total above 

41.8 

41.9 

41.0 

42.0 

Other holding companies 

24.4 

21.5 

24.9 

25.0 

Holding-company total . . . 
Large local companies and unit 

66.2 

63.4 

65.9 

67.0 

developments 

28.4 

31.6 

29.3 

26.1 

Small local coriapanies 

5-4 

5-0 

4-8 

6.9 

Total privately owned .... 

100.0 

100.0 

100.0 

100.0 


* Source: Utility Corporations, No. 72-A, p. 36. 

the electric utility industry. Approximately two-thirds of the industry was 
grouped in holding-company systems. The General Electric Company’s 
interests (chiefly Electric Bond and Share Company) was the largest single 
group, constituting some 13 per cent of the privately owned industry. Seven 
groups accounted for nearly 42 per cent of the industry, large local companies 
for 28 per cent, and small local companies for 5 per cent, in terms of installed 
generating capacity. The details are presented in Table 20. 

Utility Corporations, No. 72-A, p. 35. Ibid., p, 35. 
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Through the late 1920’s the trend toward concentration among electric util- 
ities continued, with super-holding companies acquiring control of, or sub- 
stantial interests in, other holding-company systems. The most important 
system was that of the United Corporation, incorporated in 1929, which ac- 
counted for approximately 20 per cent of the energy generated. The Electric 
Bond and Share ranked second with 14 per cent, and the Instill interests, third 
with 10 per cent. Thus the three largest groups generated some 45 per cent 
of the total for private utilities. The sixteen largest holding-company groups 
accounted for over three-quarters of the industry’s output. Table 21 ranks the 
holding-company systems in order of their output for the years 1929 and 1932. 

Since 1932 the tendency toward concentration has been reversed. A num- 
ber of the leading holding companies have been forced into receivership and 
are now in process of reorganization. Since 1935 it has been the declared policy 
of the federal government to effect a reorganization of the electric and gas 
industries in the direction of a simplification of holding-company systems. In 
response to this legislation, some holding-company systems have divested 
themselves of control of those properties that did not permit them to meet the 
standard of an “integrated public-utility system” and others are in process of 
simplification. 

Motives for Holding-Company Building. Many motives and causes have 
been operative at different times in the building of the utility systems. All can- 
not be unearthed and enumerated, but the principal factors that operated to 
stimulate the formation of holding companies require passing mention. 

Profits. The profit motive was everywhere present in the growth of holding- 
company empires. Sometimes the profits sought were immediate and specula- 
tive; sometimes they were long-term profits; sometimes the profit-motive was 
sensitive to the requirements of the public interest, and at other times it was 
not. The first opportunity for profits came through the operation of the pyra- 
miding principle. By piling one company on top of another, the process of 
addition became one of multiplication, and moderate rates of earnings on the 
properties of the operating utilities were transmuted into handsome earnings 
for the common stock of the top-holding company. 

Secondly, profits could be secured through economies in the conduct of the 
operating utilities. The nature of these economies will be analyzed subse- 
quently. 

Thirdly, the mere control of large operating properties presented opportu- 
nities to exercise that control for financial advantage. The commonest means 
of turning the control to profit was the development of non-utility affiliates to 
perform services for the operating companies. If the services benefited the op- 
erating properties, the holding company would enjoy a larger income in its 
capacity as a holder of the common stocks of the sub-holding companies. But 
even if the services did not increase the net earnings of the operating company, 
the holding company would still benefit from the fees earned by its affiliates. If 
the commission in setting the rates for the operating companies could be per- 
suaded to recognize the charges of the service organizations as appropriate 
items of operating expense or capital expense, the holding company might 
expect to profit both as an investor and as a manager. 
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TABLE 21 

Percentage of Electric Energy Generated by Holding-Company Groups, 
Large Local Companies and Small Companies in 1929 and 1932, 
Ranked According to Output Produced in 1929 * 


Croup 

Per cent oj United 
States total 


1929 

1932 

United Corporation group: 



Commonwealth & Southern Corporation 



Niagara Hudson Power Corporation 



United Gas Improvement Co.. The 


4.2 

Public Service Co. of New lersev 

^ T 

Columbia Gas k Electric Corporation 

1.4 

1-3 

Total 



Electric Bond & Share Co.: 



American Power & Light Co 



American Gas & Electric Co. 


3.8 

Electric Power & Light Corporation 



National Power fit Light Co 

2.0 

3.1 

Total 

14.3 

13.6 

Insull interests: 



Commonwealth Edison Co 


2.7 

Middle West Utilities Co 

3-7 

3.6 



State Line Generating Co 

.6 

1.2 

Super Power Co. of Illinois 

.5 

1.6 

Public Service Co. of Northern Illinois 

.2 

.8 

Western United Corporation 

— 

.1 

Total 

10-3 

II. I 

North American Co., The 

7-4 

5.6 

Consolidated Gas Co. of New York 

5-4 

6.5 

Standard Power & Light Co. (Byllesby) 

5.0 

4.9 

Associated Gas & Electric Co 

2.9 

2.4 

Stone & Webster, Incorporated 

2.7 

2.3 

American Water Works & Electric Co., Inc 

2.2 

1.9 

Duke Power Co 

2.0 

1.7 

Cities Service Co ._ 

1-9 

1.3 

New England Power A.ssociation 

1.6 

2.0 

United Light & Power Co 

1-5 

1.4 

Central Public Service Corporation 

.8 

•7 

Utilities Power & Light Corporation 

•7 

•5 

North American Light & Power Co 

•7 

•7 

Total ■ 

34.8 

31-9 

*Total above 

80.2 

76.4 

2.4 

Other holding companies 


Holding company total 

82.3 

78.8 

Large local companies 

12. 1 

13-4 

7-8 

Small local companies 

5-6 

Total privately owned 

100.0 

100.0 


Source: Utility Corporations, No. 72-A, p. 38. 
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Fourthly, large and immediate speculative profits were received in the organ- 
izing of holding-company systems and in selling their securities to the public. 
Just how important these profits were to particular holding-company systems 
will be apparent when the sources and amounts of holding-company incomes 
are analyzed. It is sufficient here to remark that the investing public often sup- 
plied all the funds with which the holding company acquired their operating 
properties and in addition paid a cash bonus to those who negotiated the deals. 
The processes of “write-ups” and stock-watering were tremendously profitable 
through the 1920’s. 

The elimination of competition. The elimination of competition has been 
less important in explaining the growth of holding-company groups than it 
was in the earlier decades when the local companies serving the same market 
were combining into larger operating units. In some instances, holding com- 
panies found survivals of such competition and they invariably sought to ac- 
quire and merge the competing property with their own. 

The competition which the holding companies found most serious was that 
with publicly owned and operated plants. Even where there was no direct 
competition fcir the same business, the presence of a publicly owned plant in 
the same region furnished an example that was competitive in its effect. The 
private company felt compelled, in order to avoid undue criticism from its own 
patrons and to prevent a growth in the demand for public ownership, to meet, 
or nearly meet, the rates being charged by the public undertaking.^^ It is not, 
therefore, surprising that the private utilities, and especially the holding com- 
panies, were active in attempting to induce communities with publicly owned 
plants to sell to private companies, and that in a number of instances such 
publicly owned plants were turned over to private interests.^® 

Economies in operation. The holding company was presented with many 
opportunities for effecting significant economies in the operations of its sub- 
sidiary utilities ; the merger of small companies into regional companies, inter- 
connections, and improved managerial methods, all were capable of reducing 
costs and enlarging net incomes. Many economies were realized, but unfortu- 
nately the promoters’ publicity campaigns often grossly exaggerated the pros- 
pective savings and persuaded the unwary investor to buy relatively worthless 
securities or to pay unreasonable prices for quite ordinary stocks. 

The merger of small operating units and the development of large regional 
companies were often necessary to achieve the economies potential in the 
technical developments of the industry. The development of larger operating 
companies produced economies not only because the use of large modern 
equipment was more efficient, but also because the serving of a large diversi- 
fied market enabled the plant to obtain fuller utilization of its capacity and 
thereby to reduce the burden of overhead costs per unit of output. 

Significant economies also resulted from the interconnection of different 
parts of the system. Interconnections may enable a utility to sell surplus output 
to other companies when their peak demands do not coincide. Duplicating 

Niagara, Lockport & Ontario Power Co., P.U.R. 1932A, 92 (N.Y., 1931); Re Montreal 
Light, Heat & Power Co., 4 Ann. Rep. N.Y. Power Authority 90 (10^4). 

16 Chapter XXIV. 
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investments to supply capacity to meet peak demands and to maintain stand-by 
ecjuipment may also be avoided. 

Centralized direction by holding companies has also made possible im- 
portant improvements in management. The isolated utility company was very 
often managed by local businessmen whose chief concern was with other 
enterprises and whose training for utility management was confined to what 
they had obtained on the job. The holding companies — by assembling special- 
ists in management, in technical operations, in construction, in accounting, in 
purchasing, in market development, and in finance — were able to supply at a 
small cost to each subsidiary the highly specialized skills which only the larger 
companies could economically employ for themselves. 

Financing. The historical sketch of the Electric Bond and Share Company 
emphasized the fact that the utility industry in its early years experienced diffi- 
culty in attracting sufficient capital to finance its development. In the period of 
rapid holding-company growth the attraction of capital was still a problem 
for many companies. 

Holding companies approached the problem in various ways. The develop- 
ment of larger operating properties enabled the utility to sell its own bonds 
and preferred stocks directly to the investing public. The contacts of the hold- 
ing company in the centers of finance enabled the securities of the operating 
companies to be marketed at a low cost. The holding company itself, by buying 
the common stock of subsidiaries and selling its own senior securities to the 
investing public, was in a position to direct equity capital into the industry. 
These opportunities to obtain capital more economically also offered a chance 
of larger profits to the holding company. 

Obtaining and retaining service clients. Many holding companies obtained 
an important part of their revenues from the fees paid by operating utilities for 
services performed by the holding company or by its service subsidiaries. Once 
a service staff had been assembled, profits depended largely upon its full em- 
ployment, and the surest way of developing a permanent market for the 
services was the acquisition of additional operating companies. 

The acquisitio7t and retention of control. The holding company is the ob- 
vious device both to facilitate the acquisition of control of operating properties 
and to assure the perpetuation of that control. Utility holding companies were 
able to buy the voting stocks of properties without the necessity of submitting 
to regulation by the commissions under which the utilities were operating; 
indeed, the acquisition of control could often be carried out secretly with all 
the advantages in cost that secrecy might afford. Furthermore, the holding 
company made possible the “capitalizing of the control”; that is, the holding 
company could sell its own bonds and preferred stocks on the security of the 
voting common stocks which it held in the subsidiary companies, thus recov- 
ering, in return for a limited annual interest and dividend payment, a substan- 
tial part of the acquisition costs. 

Organizers’ gains from holding companies. The preceding discussion of the 
motives for the formation of holding companies has placed too much emphasis 
on impersonal and objective factors. These considerations did, of course, play 
an important part in the building of holding-company systems, and they 
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served conspicuously to persuade investors to supply the funds with which 
promoters worked. However, the real and effective stimulus to the formation 
of holding companies arose from the gains that accrued to the organizers of 
these systems. Essentially the organizers were engaged in promoting their own 
financial interests and careers. This fact is most readily perceived in those 
instances where a single individual dominated the system.^ ^ 

Mechanisms of Control. The management of the holding-company systems 
have shown ingenuity in the devices by which they have perpetuated their con- 
trol. Five mechanisms of control have been common, and some holding com- 
panies have exemplified all five. 

Majority stocI{ interest. It is the usual practice for a majority of the voting 
stock, sometimes for all except the directors’ shares, of the operating utilities to 
be held by an intermediate, or sub-holding, company. American Power and 
Light Company, Electric Power and Light Corporation, and National Power 
and Light Company, subholding companies in the Electric Bond and Share 
system, owned all of the shares of most of their subsidiaries. The retention of 
a majority stock interest was aided by the trend toward the use of non-voting 
preferred stock by utilities, which enabled the holders of the common stock to 
retain their control without additional investment, even though the utility 
corporation raised new capital through the issue of preferred stocks,^^ 

Ecjually effective in retaining control was the development of non-voting 
classes of common stocks. Where more than one class of common stock is 
outstanding, and one class alone carries voting privileges, the management 
can retain the voting' stock and increase the issue of non-voting common as a 
means of raising equity money for the utility. The Associated Gas and Electric 
Company illustrated this practice.^^ 

An even less expensive device for assuring a continuance of management’s 

^’' In many instances a single individual did personify the holding company; e. g., S. Z. Mitchell 
for many years dominated Electric Bond and Share Co.; Harrison Williams practically con- 
trolled the North American Co. after 1920; Elenry L. Doherty was synonymous with Cities 
Service Co.; prior to its collapse, an “empire” of holding companies and operating companies 
was ruled by Samuel Insull; H. C. Hopson and J. I. Mange exercised absolute control over As- 
sociated Gas and Electric Co.; and H. M. Byllesby for many years controlled Standard Gas 
and Electric Co. See also Utility Corporations, No. 72-A, p. 120. 

Another significant reason for the use of non-voting preferred shares was to be found 
in the income-tax regulations which prevented the holding company, if there were voting 
preferred shares owned by others tlian the holding company, from filing a consolidated income 
tax return for itself and its subsidiaries. 

“. . . At the end of 1929, Associated Gas & Electric Co. had outstanding six series of 
preferred stocks with an aggregate book valuation of approximately $19,435,000; it had 
2,000,000 shares of common stock with a book valuation of approximately $21,686,000; class A 
stock consisting of 4,734,728 shares with a book valuation of $156,966,000; and 500,000 shares 
of class B common stock with a book valuation of $13,920,000. None of these stocks, except 
the class B common stock, carried any voting power unless dividends should not be paid for 
eight quarterly dividend periods. 

“The preferred stocks and class A stock were the stocks that were distributed to the general 
public in customer-ownership campaigns, and all of the class B common stocks, which normally 
conferred the full voting power, were held by Associated Securities Corporation, which in 
turn was controlled by Associated Gas & Electric Properties, a Massachusetts trust, the entire 
ownership in which was represented by two certificates of beneficial interest (each representing 
a one-half interest) held respectively by H. C. Hopson and J. I. Mange. Apparently these 
certificates represented an investment of not more than $292,060, and conferred control, 
through this arrangement, of assets the book value of which was more than $907,000,000.” 
{Utility Corporations, No. 72-A, p. 140.) 
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control is the creation of low-priced management shares. The use of the low- 
priced management share by the Standard Gas and Electric Company has al- 
ready been described.-'^ In the spring of 1929, to safeguard the management 
from being ousted by interests that were allegedly trying to acquire large 
blocks of Cities Service Company stock, there were created and issued 1,000,000 
shares of 5 per cent non-cumulative stock to Henry L. Doherty and Com- 
pany, at a price of |i per share.- ^ 

Finally, the process of pyramiding enables the top-holding company to own 
a majority of the voting stock of the underlying operating companies with an 
investment which is a small fraction of that common-stock interest. 

Minority stoc^ interest. It is not usually necessary to own a majority of the 
voting stock of a corporation to exercise effective control. The increase in the 
number of outstanding shares and the wide diffusion of ownership, where 
commonly no one outside of the management controls as much as one per cent 
of the voting stock, usually leads to a self-perpetuating management, The offi- 
cers of the corporation control the proxy machinery, and as long as there is 
nothing notoriously and scandalously wrong with their conduct of the cor- 
poration, they can count on most of the stockholders signing and returning 
their proxies to the nominees of the management. 

The management may safeguard itself against any adverse interest that 
might attempt to capture control through an authorized voting stock reserve, 
a large reserve of authorized, but unissued, voting stock. This arrangement re- 
quires that the pre-emptive rights of existing stockholders to subscribe for new 
issues of the same stock be abolished, H. M. Byllesby and Company caused the 
Standard Gas and Electric Company, in 1926, preliminary to an exchange 
of its stock for the securities of three other utilities, to increase the authorized 
issue of the |i management shares from 1,000,000 to 3,000,000 shares.^^ 

The classification of voting stock and of directors is a device which is also 
illustrated by the Byllesby interests. In 1930 there was a rearrangement of 
the control of Standard Gas and Electric Company and Standard Power and 
Light Corporation. A compromise between the Byllesby interests and an ad- 
verse group, after the Byllesby interests had successfully used the reserve of 
voting stock described above, resulted in a transfer of properties to Standard 
Gas and Electric Company and a transfer of that company’s stock to the 
Standard Power and Light Corporation. The opposing group received com- 
mon stock of the Standard Power and Light Corporation, and H. M. Byllesby 
and Company, the Class B stock. Of the 15 directors of the Standard Power 
and Light Corporation, 8 Class A directors were elected by the common stock 
and 7 Class B directors were elected by H. M. Byllesby and Company. But the 
8 Class A directors of the Standard Power and Light Corporation elected 7 
directors of Standard Gas and Electric Company, while the 7 Class B di- 
rectors were to vote the majority of the stock of the Standard Gas and Electric 

20 Supra, p. 78. 

21 In the case of Cities Service Co. there wa^ additional assurance against the management’s 
being disturbed in an arrangement whereby the terms' of office of only one-third of the directors 
expired in any one year. Thus any person seeking to acquire control would have to have a 
majority of the stock voting at two annual meetings within a three-year period. 

22 Utility Corporations, No. 72-A, p. 144. 
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Company and elect 8 of its directors. Thus H. M. Byllesby retained control of 
Standard Gas and Electric Company.-'^ 

In the discussion of the holding-company pyramids, it was remarked that 
there were many instances of one holding company owning stock in other 
holding companies that were not its subsidiaries. Interlocking or circular vot- 
ing power, as this arrangement is sometimes described, may be an elective 
means of increasing a small minority holding into an elective control of a 
company. Intercompany stockholdings were especially prominent in the In- 
still system. 

Voting trusts. The voting trust has been used by the Associated Gas and 
Electric system at the top of its pyramid. The Associated Gas and Electric 
Properties, a Massachusetts trust, w'as the instrument through which H. C, 
Hopson and J. I. Mange controlled directly a number of properties in New 
England, and it was the top-holding company which controlled the remainder 
of the system through Associated Securities Corporation (Delaware) and As- 
sociated Gas and Electric Company (New York). 

Common officers and directors. In the Electric Bond and Share system the 
top-holding company owned only a minority of the voting stock of the inter- 
mediate holding companies. Control was assured through the interlocking 
officers that sta&d the top-holding company, the intermediate holding com- 
panies, and the operating subsidiaries. Common officers naturally result from 
a holding company having control of a subsidiary; it is the most convenient 
means of bringing the policies and operations of the two companies into 
harmony. It may also relieve the holding company of the necessity of carry- 
ing a large investment in the voting stock of the subsidiary. 

Where the interlocking officers and directors are not the result of an identity 
of interests between the two companies, the problem exists of protecting the 
investors of one company from unfair burdens which might result from dom- 
inant officers or directors having an interest in particular contracts or trans- 
actions adverse to the interests of the corporation. This problem has arisen in 
the utility field when operating utilities have been required to negotiate un- 
economic contracts with the non-utility affiliates of the controlling holding 
company; here, the conflict of interest is between the outside investors in the 
operating company and in the intermediate holding companies, and the equity 
interests, usually the “control,” of the top-holding company. 

Intercompany contracts. In presenting the history of the Stone and Webster 
system, it was remarked that that organization did not at first acquire voting 
control of its client companies. Its control was effective through contracts for 
the management of the operating companies. As the experience of Stone and 
Webster illustrated, control based on intercompany contracts alone is some- 
times precarious, since it is always possible for an adverse interest to acquire 
the voting control and terminate the contractual relations. 

Growth of Capital Assets. The assets of the operating utility are prin- 
cipally the physical properties which furnish service to the consumers. The 
capital assets of the holding company, on the other hand, consist largely of the 
voting stocks of operating companies and of the affiliated companies that are 

23 Utiliiv Corporations, No. 73-A, pp. 148-149. 



CORPORATE STRUCTURES 91 

created to perform certain services for the operating companies on a fee basis. 
The holding company also extends credits to its subsidiary companies, so that 
open-book accounts and notes constitute a part of its assets. \\Tile it some- 
times holds the bonds and preferred stocks of operating subsidiaries, the 
holding company usually retains such securities only temporarily, as an aid 
to the financing of the operating company or as payment for services per- 
formed, to be sold when market conditions permit. 

The growth of the capital assets of utility holding-company systems may be 
ascribed to four activities: the purchase of the securities or assets of operating 
properties; consolidations and mergers between subsidiary companies and the 
companies being acquired; new construction by units of the holding-company 
systems; and the “write-ups” that so commonly accompanied acquisitions and 
transfers of properties or that were based upon nothing more than an ap- 
praisal or revaluation of properties already held. 

The rate of growth. The relative growth of the capital assets of holding 
companies and operating companies depends upon the period selected for 
measurement. The most rapid growth came during the 1920’s when financing 
was easy and, at least for the electric companies, the demand for the operating 
company’s service was expanding. As an indication of the rate of growth, the 
Federal Trade Commission tabulated figures for certain typical holding and 
operating companies. (Table 22.) The rate of growth is indicated by a com- 
parison of the capital assets of each company for the earliest and latest dates 
for which the Commission had data. For the holding companies, there was an 
increase in capital assets from $869,857,635 to $3,099,563,301, or an increase of 
256 per cent. The rate of growth for the operating companies was less spectacu- 
lar, but even here the aggregate capital assets increased from $964,290,750 to 
$1,968,746,517, or 104 per cent. 

The purchase of operating companies. The purchase of operating companies 
will be considered only with respect to the acquisition of properties from in- 
dependent interests.^'* The holding companies have pursued a policy of con- 
tinuous purchasing of the voting securities of operating companies. In some 
instances, the purchase has been paid for in cash, and in others through an 
exchange of the securities of the holding company, or a sub-holding company, 
for the securities acquired. Occasionally, part of the consideration has been 
the assumption of the liabilities of the acquired company. Where the con- 
sideration was paid in securities of the holding company or one of its sub- 
sidiaries, the securities given were commonly bonds and non-voting preferred 
stocks.^'"’ 

Various methods have been used to effect these purchases. In some instances, 
stocks have been acquired by purchases on the stock exchanges and in over- 
the-counter markets. On other occasions, the acquiring company has an- 

The transfer of properties between companies within the same system was almost uni- 
versally accompanied by an inflation in the book value of the properties and in the volume of 
outstanding securities. It therefore seems more appropriate to consider such intercompany trans- 
actions when the phenomena of write-ups are analyzed. 

In this connection it appears to have been the policy of the Electric Bond and Share com- 
panies not to pay for acquisitions with their own stock unless the securities should be imme- 
diately sold by the vendor corporation or distributed among its stockholders. {Control of Poti'er 
Companies, pp. 104-10$.) 



}2 economics of public utility regulation 

TABLE 22 

Indicaied Growth of Capital Assets of Certain Holding and Operating 
Companies Examined for Available Periods * 

Holding Companies 


American Gas & Electric Co. 
Associated Gas & Electric Co. 

Cities Service Co 

Columbia Gas & Electric Corp 
Electric Bond h Share Co. . 
Middle West Utilitie.s Co. . 
New England Power Ass’n. 
Niagara Hudson Power Corp. 

Nordi American Co 

No. Am. Light & Power Co 
Southeastern Power k L. Co. 
Standard Gas & Electric Co. . . 

Stone & Webster, Inc 

Tri-Util itie.s Corporation 
United Gas Improvement Co. 
Utilities Power ik Light Corp. 


Total 


Earliest date 

Amount 

Latest date 

Amount 

Dec. 31, 1907 

$8,918,722 

Dec. 31, 1928 

$28,227,436 

.... do ... . 

1,200,000 

Dec. 31, 1929 

584,351,390 

Dec. 31, 1910 

12,019,683 

Dec. 31, 1030 

277,156,899 

Dec. 31, 1926 

268,090,130 

.... do ... . 

362,964,072 

Jan. 31, 1906 

3,139,523 

Dec. 31, 1927 

107,450,611 

Apr. 30, 1913 

12,633,789 

Sept. 30, 1930 

249,774,782 

Dec. 31, 1926 

92,387,539 

Dec. 31, 1929 

138,931,235 

Dec. 31, 1929 

242,910,303 

Dec. 31, 1932 

170,127,270 

^day 31, 1901 

9,243,279 

Dec. 31, 1929 

132,700,582 

Dec. 3:, 1915 

145,040 

.... do ... . 

62,022,234 

Dec. 31, 1924 

42,668,832 

.... do ... , 

212,055,055 

Dec. 31, 1910 

11,801,460 

. . . . do , . , . 

161,283,098 

Dec. 31, 1929 

49,887,174 

Dec. 31, 1932 

66,760,403 

.... do ... . 

38,523,405 

Dec. 31, 1930 

42,598,245 

Dec. 31, 1917 

75,695,180 

.... do ... . 

359,482,248 

Dec. 31, 1915 

593,576 

.... do ... . 

89,677,741 


869,857,635 


3,099,563,301 


Alabama Power Co 

Appalachian Electric Power Co. 
Arkansais Power & Light Co. 
Carolina Power & Light Co. 
Central Illinois Public Service 

Co 

Cities Service Gas Co 

Connecticut Light & Power Co', 
f lorida Power Corporation 
Indiana k Michigan Electric 

Louisville Gas & Electric ‘ Co’ 

(Kentucky) 

Manufacturers Light & 'nVat 

Co 

Metropolitan Edison Co.' ’ 
Minnesota Power & Light' C <1 
N.Y. Power & Light Corp. 

N.Y. State Electric & Gas Corp' 
Niagara Falls Poiver Co. . . . 
Northern States Power Co. 

(Minnesota) 

Oklahoma Gas & Electric Co 
Public Service Co. of Colorado 
Syracuse Lighting Co., Inc. . 
Union Electric Light & Power 

Co. (Missouri) 

United Fuel Gas Co. . 

Utah Power & Light Co. ! 1 ‘ 

Virginia Electric & Power Co ’ ’ 
West Texas Utilities Co. . . 


Operating Companies 


Total 


Dec. 31, 1927 
Dec. 31, 1926 
• ... do ... . 

• • . . do . . . . 

Dec. 31, 1923 
Dec. 31, 1926 
Dec. 31, 1921 
Dec. 31, 1920 

Dec. 31, 1925 

Dec. 31, 1916 

June 30, 1903 
Dec. 31, 1918 
Dec. 31, 1923 

Dec. 31, 1927 
Dec. 31, 1915 
Dec. 31, 1918 
Dec. 31, 1910 
Sept. 30, 1905 
Dec. 31, 1924 
• do ... . 

Dec. 31, 1903 
Dec. 3x, 1916 
Dec. 31, 1912 
Dec. 31, 1925 
Dec. 31, 1927 


• Source: Utility Corporations, No. 72-A, p. 193. 


$143,163,108 

Dec. 31, 1929 

158,003,720 

Dec. 31, 1928 

15,789,312 

Dec. 31, 1930 

64,458,267 

Dec. 31, 1929 

39,303,857 

Dec. 31, 1930 

52,559.879' 

Dec. 31, 1931 

17,88.4,184 

.... do ... . 

1,087,861 

Dec. 31, 1930 

32,366,434 

Dec. 31, 1928 

20 , 734,945 

.... do , 

16,145,000 

Dec. 31, 1930 

9,209,596 

Dec. 31, 1929 

42,226,695 

Dec. 31, 1928 

89,215,521 

Dec. 31, 1931 

769,841 

Dec. 31, 1929 

35,721,705 

Dec. 31, 1931 

12,828,429 

Dec. 31, 1929 

1,994,195 

Dec. 31, 1928 

62,998,086 

Dec. 31, 1930 

14.095,709 

Dec. 31, 1931 

13,804,137 

Dec. 31, 1930 

18,800,922 

.... do ... . 

22,100,000 

.... do ... . 

50,471,813 

Dec. 31, 1933 

28,557,534 

Dec. 31, 1930 

964,290,750 



$166,461,574 

i 7 o, 330 > 4 io 

59,974.827 

93,973,327 

86,654,581 

83,824,439 

85,681,536 

21,432,426 

39,101,540 


56,812,412 

62,177,759 

71,469,938 

125,881,625 

58,985,646 

63,863,294 

113,027,449 

63,952,501 

77,719,117 

34,230,360 

89,556,395 

98,367,021 

81,733,957 

78,839,983 

43,274,095 


1,968,746,517 
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nounced its willingness to buy all, or a specified amount, o£ the stock at a 
designated price. Where the control of the corporation was already in a small 
group or another corporation, there have been direct negotiations. Some pur- 
chases have been carried out through an intermediary, and sometimes these 
intermediaries have been individuals affiliated with the acquiring corporation. 

Where the financial standing of the holding company permitted the ready 
sale of its own stock, there was a preference for cash purchases. At least, there 
was a preference for cash purchase unless the vendor was affiliated with the 
acquiring corporation and there was contemplated a write-up in the price of 
the property, for write-ups could be more easily disguised when the consider- 
ation was in the form of securities. Also, the payment of the consideration in 
securities might appear advisable when the purchase price was unreasonably 
high in relation to the asset value or earnings of the acquired property. But 
under normal circumstances, the payment in cash was preferred for at least 
two reasons: the offer of cash was conducive to the fixing of a lower purchase 
price, and the sale of the holding company’s shares directly to the investing 
public prevented a concentration of the company’s securities with one owner. 

The purchase of control sometimes involved the payment of an excessive 
consideration, even when the negotiations were between parties bargaining at 
arm’s length. The payment of excessive prices was detrimental to the security 
holders of the holding company and to the consumers of the operating com- 
panies. The existing security holders found their investment diluted when- 
ever the assets acquired were of less value than the consideration paid; future 
security holders who relied upon the book valuations in appraising the worth 
of the company’s securities were thereafter deceived. A holding company 
which had assumed with respect to investors, whether common stockholders 
or holders of senior securities, obligations which were excessive as measured 
by the earning power of its properties was forced to resist all regulatory efforts 
that might effect a reduction in the earnings of the underlying properties. 

Consolidations and mergers. If the holding company possessed operating 
subsidiaries in a territory where other properties were being acquired it was 
often possible to effect a consolidation or merger of the existing subsidiary and 
the property or properties to be acquired. The consolidation could then be 
financed by the credit of the operating company without burden to the holding 
company, or if the holding company did advance capital, it was only tem- 
porarily, or if permanently, only for the acquisition of such common stock as 
the operating company might issue in effecting the consolidation. 

Growth by consolidation possessed other than financial advantages for the 
holding company. The unification of operating companies into larger units 
meant a simplification in the capital and corporate structures of its subsidiaries 
and facilitated financing. The merger generally produced economies in cen- 
tralized management, in the reduction in capital investment (particularly for 
reserved capacity), and in a better utilization of both productive and distribu- 
tive capacity. 

Reorganizations. It is not to be expected that reorganizations would be 
accompanied by any significant growth in the capital assets of a corporation, 
but in the case of utility holding companies and their subsidiaries there were 
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such instances. The reasons for corporate reorganizations were various: the 
inability to meet the interest or principal on the corporate debt, a desire to 
avoid the restrictions of an “after-acquired-property clause” in certain mort- 
gages, a need to revise the company’s capital structure to facilitate new financ- 
ing, or an opportunity to obtain new franchise or charter privileges. Only in 
the involuntary reorganizations was there ordinarily a writing down of capital 
assets, and even in these reorganizations there were instances where write-ups 
served to obscure the fact that the corporation’s losses had impaired the in- 
vestment of security holders. 

Other classes of reorganizations, those not originating in receivership and 
financial difficulties, were not uncommon and were repeatedly accompanied 
by new capital structures involving write-ups in assets and increases in capi- 
talization. The organization of the Electric Power and Light Corporation 
illustrates the extremes to which write-ups were sometimes carried. The new 
company was practically a reorganization of the Utah Securities Corporation. 
The assets which the new company received from the Utah Securities Corpor- 
ation and which appeared on the books of the latter company at 13,854,263.98, 
were recorded by the Electric Power and Light Corporation at $33,373,343.98, 
a write-up of $29,519,080 or more than 860 per cent. Further write-ups of 
$12,102,867.02 were recorded on other securities acquired from the Electric 
Bond and Share Company.^^ 

New construction. The normal method of growth for the operating com- 
pany is either through merger with already existing operating properties or 
through the construction of new properties, either for the more intensive de- 
velopment of its existing territory or for an extension of service into new 
areas. The years between the World War and 1929 witnessed a rapid growth 
of the public utility industries, especially the electric and natural-gas utilities. 
In the process of building holding-company systems, merging operating com- 
panies, and making interconnections, large new investments were made in 
the construction of central generating stations, in the erection of transmission 
lines, and in the rebuilding of antiquated properties. The growth of capital 
assets through new construction contributed significantly to the enlarged and 
improved service which utilities afforded; but the methods utilized by the 
holding companies in the performance of their construction work and its 
financing resulted in increasing the normal costs of construction. 

The construction work for the operating companies could be performed 
either by independent construction and engineering companies, by the holding 
company or an affiliate, or by the operating company itself. It is customary for 
operating companies of normal size to do such construction work as is inci- 
dental to maintenance and replacements and to normal expansion. Where the 
construction work is performed by an outside construction company, the work 
is usually done for a single-sum payment, the overhead costs and the profits 
of the construction company being naturally included in the cost to the utility 
and, hence, in its capital accounts. When the work is performed by an affiliated 
organization, whether for a specified sum or on a cost-plus basis, the consid- 
eration is not determined by arm’s-length bargaining, and consequently the 

Utility Corporations, No. 72'A, p. 323. 
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charges made for the affiliate’s overhead costs and profits may include ques- 
tionable items of intercompany profits that have no proper place in the capi- 
tal of the utility company. The construction overhead most frequently abused 
was interest during construction; funds were reportedly loaned by holding 
companies in excess of the actual need, for excessively long construction peri- 
ods, and for rates of interest in excess of the reasonable cost of money to the 
operating company. Management, engineering, and supervision fees not in- 
frequently represented improper profits to the controlling interests.-"^ 

Another source of improper inflation of the capital assets of the operating 
companies arose in financing construction work. The securities of the operat- 
ing company were frequently sold to the holding company at a price which 
represented a substantial discount. Whether or not the discount was excessive 
is immaterial, for discount on bonds and stocks has no place among costs of 
capital assets. Yet where securities are the consideration paid for capital assets, 
or where the “discount” purports to be a part of the costs of financing, there 
is more than a possibility that the acquired assets will be recorded on the books 
in excess of their actual legitimate cost.^*^ 

Write-ups and inflation of capital assets. A “write-up” is an increase in the 
book value of an asset in excess of its actual cost. An inflation of the book 
value of the capital assets of a company may create the appearance of a finan- 
cially strong corporation, may enable the company to borrow funds more 
readily, may serve as the base for additional security issues and stock-water- 
ing, and may conceal the real rate of earnings on the actual inve.stment in the 
property. 

The amount of the write-ups will always be a matter of dispute, depending 
upon the interpretations placed upon particular transactions. On the basis of 
what appears to be a reasonable estimate by the Federal Trade Commission, 
the write-ups exceeded $1.4 billions. Of this amount, the operating companies 
accounted for 58.0 per cent, the sub-holding companies for 23.7 per cent, and 
the top-holding companies for 18.3 per cent. The sums, classified by holding- 
company systems, are presented in Table 23. A more significant indication of 
the magnitude of the write-ups is the percentage which the write-up consti- 
tutes of the total assets of the companies. The capital assets of the eighteen 
top-holding companies included write-ups equivalent to 9.6 per cent of their 
assets; the forty-two sub-holding companies, 16.5 per cent; and the operating 
companies, 22.1 per cent.-'-' These figures greatly understate the significance 
of the write-ups. The relative magnitude of the write-ups is larger if the 
amount of the write-up is related to the value of the assets just prior to the 
write-up. Furthermore, since some companies had no write-ups, the percent- 
ages are materially higher if they are related only to those companies whose 
assets were written-up. 

Write-ups have been associated with every conceivable type of transaction, 
and in some instances write-ups were their own excuse, being founded on 
nothing more than an appraisal and revaluation of properties already held. In 

VttUty Corporations , No. 72-A, pp. 206-216, 

28 Utility Corporations, No. 72-A, pp. 199-206. 

29 Utility Corporations, No. 72-A, p. 299. The write-ups by individual companies arc pre- 
sented in No. 76, pp, 420-423, Exhibit 6218 



96 


ECONOMICS OF PUBLIC UTILITY REGULATION 


TABLE 23 

SuMMAKY or Wiute-Ups, Improperly Capitalized Intangibles, and Inflation 
Included in the Capital Assets of the Top Holding, Subholding, and 
Operating Companies at the Final Dates of Examination, and 
Gross Totals of Such Write-Ups * 


Group 

Top-holding 

companies 

Sub-holding 

companies 

Operating 

companies 

Total 


$8,484,274 



$8,484,274 

American Power & Light Co. 





$5,555,090 

$93,587,857 

99,142,947 

Electric Power & Light Corp. 




42,341,947 

62,531,518 

104,873,465 

National Power &; Light Co. and 


subsidiarie.s 


3,723,958 

47.526,594 

51,250,552 

Total Electric Bond & Share 





Co. group 

8,484,274 

51,620,995 

203,645,969 

263,751,238 

American Gas & Electric Co. and 






2,500,000 


85,992,660 

88,492,660 

Associated Ga.s Electric Co. and 


sLib-sidiaries 

33.362,152 

99,269,789 

2 119,830,177 

2 252,462,118 

Central Public Service Co. and 







is,8^8,8qq 



Cities Service Co. and subsidiaries 

35.557.283 

92,495,9b 

134,057,442 

262,1 10,708 

Columbia Gas & Electric Corp. 





and subsidiaries 

47.033.495 

2,978,651 

52,487,250 

[ '02,499,396 

W. B. Foshav Co. and subsidiaries 

3,020,281 


4,983,312 

8,005,593 

Middle West Utilities Co. and 





subsidiaries 

34,938,204 

33,557,720 

42,576,808 

111,072,732 

New England Power Association 





and subsidiaries 

19,492,089 



20,469,857 

39,961,946 

Niagara Hudson Power Corp. and 





subsidiaries 

1,240,538 j 

33,410,002 

47,768,670 

82,419,210 

The North American Co. and sub- 

1 




sidiaries 

4,223,390 

1,862,349 

21,909,500 

27,995,239 

North American Light & Power 





Co 

23,180.934 



23,180,934 

Southeastern Power & Light Co. 



and subsidiaries 

42,632,184 


79.971,253 

122,603,437 

Standard Gas & Electric Co. and 


subsidiaries 

5,400,000 

3,132,065 

36,854,529 

45,386,594 

Stone & Webster, Inc. and sub- 





sidiaries 


5,263,498 

3,391,695 

8,655,193 

nan 

Tri-Utilities Corp 

7,453,049 





United Ga.s Improvement Co. and 





subsidiaries 


13,940,084 

10,290,501 


Utilities Power & Light Corp. . . . 

4,902,292 

4,902,292 

Total 

273,420,165 

353,370,035 

864,231,625 

1,491,021,823 

Per cent to total 

18.3 

237 

58.0 

100 

1 Affiliated with Electric Bond & Share Co. 


2 Includes write-ups of $39,980,716 recorded on the books of companies of the New England 
Gas & Electric Association for consolidated balance sheet purposes only. 

Note: Including write-ups in 1929 of $399,201,827 in the investments of Electric Bond & Share 
Co. and $140,109,788 in the investments of Niagara Hudson Power Corp., the total write-ups 
for all companies examined amount to $2,030,335,438. However, Electric Bond & Share Go. 
subsequently wrote down its investments $441,387,724 and Niagara Hudson Power Corp. sub- 
sequently wrote down its investments $138,869,250. 

* Source; Utility Corporations, No. 72-A, p. 302. 
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the purchase of operating properties, the payment of extravagant prices to 
non-affiliated interests and the temptation to show profits on intercompany 
transactions within the system were the occasion for these inflations. Consoli- 
dations and mergers, whether between non-affiliated or afhliated companies, 
commonly resulted in stock-watering and a corresponding write-up in the 
ledger value of the assets. Voluntary reorganizations and reconstitutions of 
capital structures seemed a natural occasion for increasing asset valuations, 
and the mere transfer of contracts from one company to another within the 
same system allegedly made those contracts more valuable. Even new con- 
struction work, when carried out by an affiliated organization, resulted in the 
inclusion of questionable items of overhead costs in the capital accounts of the 
utility for which the work was done. Illustrations of these transactions will 
afford a concrete basis for an appraisal of the significance of write-ups. 

In the purchase of operating properties in transactions characterized by 
arm’s-length bargaining, write-ups resulted from two situations. The pay- 
ment of a price in excess of the book value of the securities acquired by the 
holding company led to a write-up in the assets of the acquired company, for 
the holding company was naturally reluctant to carry its assets, usually stock 
in the subsidiary, at a book value in excess of its apparent asset value; and the 
more extravagant the purchase price, the more irresistible was the pressure to 
conceal that fact through a write-up.'’*® Without even the excuse of excessive 
purchase prices, newly acquired assets were sometimes evaluated in excess of 
their costs. Thus, in the organization of the Mohawk Hudson Power Cor- 
poration, the costs of the properties acquired was recorded at $37,640,822.81 
and afterward written-up to $51,985,820.00, an increase of $14,344,997.19.'*^ 

Even when the purchase of control was from an unaffiliated interest, there 
was the possibility that promoters or other insiders would seek to profit at 
the expense of the company for which they were acting. Thus during the years 
1915 to 1917, the stockholders of the North American Light and Power Com- 
pany purchased the securities or physical assets of certain gas and electric 
companies located in Ohio, Oklahoma, Missouri, and Idaho, and profited to 
the extent of $300,000 in the par value of the common stock of the Northern 
American Light and Power, although the funds with which the transactions 
were financed were raised in advance through the sale of that company’s 
preferred stocks and bonds. And again in 1919, the acquisition of the Southern 
Illinois Light and Power Company for the North American Light and Power 
Company by the stockholders of the latter corporation increased the costs of 
acquisition from $700,000 to $1,400,000.'*^ 

The transfer of properties from one corporation to another within the same 
holding-company system permitted intercompany profits of any magnitude 
to be shown, and these fictitious profits were ordinarily reflected in a write-up 
of the accounts of the corporation whose securities were thus transferred. The 
Insull system was particularly addicted to recording “profits” on the transfer 
of properties from one sub-holding company to another. The Federal Trade 

30 Reference has already been made to the Associated Gas and Electric Company’s acquisition 
of the Barstow interests as an example of an excessive purchase price. 

31 Utility Corporations, No. 72- A, pp. 226-229. 

32 Utility Corporations, No. 72-A, pp. 222-223. 
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Commission’s investigation of the Central and South West Utilities Company 
(InsLill) revealed that on December 31, 1930, the companies in this group had 
recorded an inflation of $32,307,933, of which $23,016,702 arose through the in- 
tercompany profits taken by various Insull companies in the transfer of prop- 
erties, and the remainder through various mergers, consolidations, and reor- 
ganizations."'^' Another example of intercompany profits arising from the 
transfer of properties within the same system is supplied by the organization 
of the Cities Service Power and Light Company in November, 1924, to take 
over a substantial proportion of the securities which the Cities Service Com- 
pany held in its various subsidiaries. For securities which represented a total 
investment by Cities Service Company, including open-book credits and ac- 
crued earnings, of $40,057,852, the Cities Service Power and Light Company 
issued $99,999,000 of bonds, preferred stocks, and common stock, a “profit” 
of $59,942,148 to the Cities Service Company; and thereupon the Cities Service 
Power and Light Company recorded these same securities on its books at 
$106,104,403, or at 165 per cent more than the amount at which they had been 
recorded on the books of Cities Service Company.'^^ 

The consolidation or merger of utility companies, even when those com- 
panies were unaffiliated, was frequently a basis for an inflation of capitaliza- 
tion. Thus the organization of the Columbia Gas and Electric Corporation in 
October, 1926, to consolidate the old Columbia Gas and Electric Company and 
the Ohio Fuel Corporation, resulted in a credit to surplus by the new cor- 
poration of $69,979,339, the dilTerence between the ledger value of all the net 
assets acquired and the value assigned to the stocks issued therefor.''^'’’ 

The activities of two Electric Bond and Share sub-holding companies, the 
American Power and Light Company and the Electric Power and Light Com- 
pany, illustrate the write-ups that accompany the consolidation of affiliated 
units: the former in the organization of the Minnesota Power and Light Com- 
pany and the Florida Power and Light Company, and the latter in the or- 
ganization of the Arkansas Power and Light Company, the Louisiana Power 
and Light Company, and the Mississippi Power and Light Company. The 
Minnesota Power and Light Company recorded on its books at .138,711,179 
properties which had costs or ledger values amounting to approximately 
$17,076,250, a write-up of 126 per cent. The costs and ledger values of the 
properties that went into the formation of the Florida Power and Light Com- 
pany amounted to $28,213,209, but these properties were entered on the books 
of the new company at $58,445,217, a write-up of 103 per cent. A comparison 
of the fixed capital of the new companies at the dates of their organization 
with the fixed capital of the predecessors revealed write-ups of approximately 
23.0 per cent for the Arkansas Power and Light Company, 109.64 per cent for 
the Louisiana Power and Light Company, and 110.15 per cent for the Missis- 
sippi Power and Light Company.®® 

Utility Corporations, No. 72- A, pp. 239-240. 

Utility Corporations, No. 72-A, pp. 240-241. 

Utility Corporations, No. 72-A, p. 255. The Federal Trade Commission reported write-ups 
of $104,833,905 in the assets of the constituent companies and their sub.sidiaries. 

Utility Corporations, No. 72-A, pp. 259-260. 

A final example of the inflation in asset valuations incident to consolidation and merger is 
provided by the history of the , common stock of the Georgia Railway and Power Company 
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Involuntary reorganizations often resulted in a write-down in the book 
value of the assets. The depression of the 1930’s revealed a lack of economic 
foundation for many of the values at which holding companies were carrying 
their subsidiaries’ securities, and in a number of instances these valuations 
were reduced even at the expense of a reorganization and recapitalization of 
the holding company. However, there were several instances in the period 
prior to 1929 when voluntary reorganizations were accompanied by an in- 
flation of capitalization and write-ups of assets. The write-up frequently took 
the form of a capitalization of bond and stock discounts. Commonly the se- 
curities of the subsidiary were sold to the holding company and by the holding 
company to the investing public; and ordinarily the securities sold for less than 
their par value, indicating that the valuations placed on the acquired proper- 
ties, based on the stated values of the securities paid therefor, were in excess 
of the actual cash value of the consideration paid. In some instances, reor- 
ganizations were accompanied by extreme examples of write-ups, as in the 
case of reorganization of the Omaha Electric Light and Power Company into 
the Nebraska Power Company in 1917. The total capitalization of the Omaha 
Electric Light and Power Company consisted of $3,789,600, yet for the net 
assets of this company the Electric Bond and Share Company caused Nebraska 
Power Company to issue securities with a face value of $11,000,000.'’'’' 

Some reorganizations were nothing more than the creation of new sub- 
sidiaries, without the transfer of other than intangible assets. Thus the Asso- 
ciated Gas and Electric Company caused the incorporation of certain non- 
utility afiiliates to perform various services for its subsidiary utility companies. 
The Associated Gas and Electric transferred to these companies various con- 
tracts for the performance of different services, the contracts having been 
obtained without cost to it; yet on the basis of arbitrary values assigned to 

as it was transferred successively from the Georgia Securities Company to the Southeastern 
Power and Light Company, to the Southeastern Securities Company, to the old Georgia Power 
Company, and to the new Georgia Power Company. The new Georgia Power Company was 
organized in 1927 and is now a subsidiary of the Commonwealth and Southern Corporation. 

The story is continued from the Federal Trade Commission report: 

“It appears that control of Georgia Railway & Power Co. was acquired by Southeastern Power 
& Light Co. through an exchange of common stocks. At the time that the stock of Georgia 
Railway & Power Co. was acquired it had a book value of approximately $115 per share (|ioo 
par value and $15 surplus), or a total common-stock equity on the books of Georgia Railway & 
Power Co. of 128,713,660. No-par value common stock of the Southeastern Power & Light Co. 
was issued in exchange for the Georgia Railway & Power Co. common stock. The stock of the 
latter company was valued on the books of the several Southeastern companies in the course 
of its transfer to the new Georgia Power Co. at $230 per share, or double the value of the 
stock on the books of the Georgia Railway & Power Co. 

“In limited transactions the market value, or the exchange value, of the Georgia Railway & 
Power Co.’s common stock was only |i 14.61 per share and substantiated in a way the book 
value of $115 per share. The earnings per share on this stock for the year 1923 were S4.36; 
1924, I4.72; 1925, $1.58; and 1926, I2.04, which would hardly tend to prove that the stock 
was worth $230 per share. In the cancellation of the stock of Georgia Railway & Power Co. in 
the consolidation of its assets with those of the other Georgia companies to form the new 
Georgia Power Co., the physical properties were entered on the books of the latter company 
at an amount which reflected the value of $230 per share which had been assigned to the stock 
of Georgia Railway & Power Co., thus resultmg in a write-up of ^28, 713,660 in the con- 
solidation as a result of this transaction. The capitalization of other items incidental to this 
consolidation increased the total write-up to I33 j453j5O0.’’ (Utility Corporations, No. 72-A, p, 263.) 

Utility Corporations, 1^0. y2-h, p. 264. 
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these contracts, there were inflations in the capital accounts of these com- 
panies of $28,247,400.'^® 

The story of one of these write-ups will suffice to indicate the character of 
all. For a number of years the J. G. White Management Corporation had had 
a contract with the Associated Gas and Electric Company for the manage- 
ment of its subsidiary properties. In July, 1927, the Associated Gas and Electric 
Company assigned its managerial contracts with its subsidiaries to a newly 
organized subsidiary, the Utility Management Corporation, for $5,200,000 par 
value of the latter’s common and preferred stocks. The Utility Management 
Corporation thereupon engaged J. G. White Management Corporation to con- 
tinue as operating manager of all of the Associated Gas and Electric prop- 
erties for an annual fee of $200,000; the contracts between the Utility Manage- 
ment Corporation and the operating utilities provided for fees equal to 2Y2 
per cent of the gross revenues of each company. When the Associated Gas and 
Electric Company acquired control of the J, G. White Management Cor- 
poration in 1928, the Utility Management Corporation assigned its manage- 
ment contracts to the J. G. White company for a consideration of $8,000,000 
in twenty-year 8 per cent income notes,®*^ 

If there are degrees of perniciousness in the write-ups of utility asset ac- 
counts, the most pernicious are those resulting from a mere appraisal or re- 
valuation of the properties of the companies. In some instances these appraisals 
were made by the company’s own engineering staff, in others by an affiliated 
engineering company, and in yet others by independent appraisers. Some of 
the revaluations were made frankly on a reproduction-cost basis; others which 
had the approval of state regulatory authorities were based upon a considera- 
tion of original or historical cost as well as reproduction cost. The occasions 
for these revaluations varied: to present a more appealing prospect to the 
prospective investor; to reduce the apparent rate of earnings; to justify the 
securities which the holding company had issued in payment for properties; 
to create a deprecation reserve and provide for retirements; or to enable the 
holding company to record a profit. The holding companies adjusted their 
books differently according to their objectives: some write-ups were not re- 
flected on the books of the holding company; others were recorded by an in- 
crease in the surplus account (and in some instances no distinctions were made 
between revaluation surpluses and earned surpluses, and dividends were paid 
out of both); in one or two instances, the holding company balanced the 
write-up by a credit to depreciation reserves. 


The values assigned to these different contracts and their nature were reported as follows; 
Management service contracts between the J. G. White Management Corporation 

and affiliated companies $8,000,000 

Construction service contracts between W, S. Barstow & Co. and certain affiliated 

companies 5,100.000 

Construction service contracts between W. S. Barstow & Co. and certain other affili- 
ated companies 5,547,400 

Purchasing service contracts between Utilities Purchasing & Supply Corporation and 

affiliated companies 3,700,000 

Appliance sales servicing contracts between Associated Utilities Merchandising Co. 
and affiliated companies 5,900,000 


Total 

(Utility Corporations . No. 72-A, p. 242.) 

2° Utility Corporations, No. ya-A, pp, 243-244. 


28,247,400 
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The write-ups based upon revaluations and reappraisals show little varia- 
tion from the patterns that have already been described. The allowances for 
intangibles frequently afforded the excuse. The Northern States Power Com- 
pany (Standard Gas and Electric Company), on December 31, 1924, recorded 
a write-up of $18,378,207; in a book total of $65,476,806 for fixed capital, going- 
value and waterpower rights were appraised at more than $19,000,000;'''' The 
Metropolitan Edison Company indulged in three write-ups in live years, two 
under the Barstow interests and one under the Associated Gas and Electric 
Company. In 1925 there was a write-up of $3,543,049 on the basis of an ap- 
praisal by Day and Zimmerman, Inc.; in 1927, certain newly acquired prop- 
erties were written-up $942,329; and in 1930, on an appraisal by Edward J. 
Cheney, the Associated Gas and Electric Company caused another write-up 
of $18,868,658 on the occasion of its acquisition of the Metropolitan Edison. 
These three write-ups aggregated $23,354,036, the ledger value of the fixed 
capital on December 31, 1931, being $85,766,967.''^ 

The significance of the write-ups which have been described is not hard to 
discover. The immediate effect of the write-ups by the operating companies 
was to picture the rate of earnings on the operating properties at less than the 
true rate. Write-ups were intended to, and in fact did, deceive investors as to 
the value of the assets of holding and operating companies. Where the hold- 
ing company reflected the write-ups by credits to surplus, without any state- 
ment as to the nature of that surplus, there was created the appearance of a 
larger rate of earnings than the income from the operating properties justi- 
fied, and when dividends were paid from such valuation surpluses, stock- 
holders were further harmed. There is also no doubt that the write-ups worked 
serious injury to investors by enabling managements to market dubious se- 
curities at unwarranted prices. 

The role of intermediaries. Throughout the discussion of the growth of the 
capital assets of the holding-company systems there have been frequent ref- 
erences to the use of intermediaries. A variety of purposes may be served by 
the employment of an intermediary: it may enable the avoidance of, or facili- 
tate compliance with, particular legal requirements; it may avoid the realiza- 
tion of a profit on which an income tax would have to be paid; it may lend 
the appearance of arm’s-length bargaining to a transaction which lacks that 
characteristic; it may serve to consolidate several transactions into one, sim- 
plifying the accounting record and enabling a number of transactions to be 
validated by a single vote of the directors and stockholders; and, perhaps the 
most cogent reason of all, the intermediary may facilitate and conceal the 
taking of profits by those identified with the management or control of 
the corporation. As the Federal Trade Commission found, the use of an inter- 
mediary renders it difficult to obtain a full picture of equivocal dealings, espe- 
cially when the companies under investigation refuse to make detailed records 
available.''^ 

A single example may be cited to illustrate profit-taking by the intermediary 


^0 Utility Corporations, No. 72-A, pp. 282-283. 
Utility Corporations, No. 72-A, pp. 285-286. 
Utility Corporations, No. 72-A, pp. 273-275. 
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device. It involved the acquisition of the Laclede Gas Light Company of St. 
Louis by the Utilities Power and Light Corporation, The promoters realized 
total proceeds of 120,030,500 on an initial investment of %^, 6 ^o,oooE^ 

Capitalization and Security Issues. The capitalization of the utility hold- 
ing companies is a matter of public concern. The vast volume of securities 
issued by the holding companies and their affiliates had, and still has, an im- 
portant bearing on the welfare of investors and the functioning of capital 
markets. Also, the holding companies’ operations on the capital markets has 
affected the cost and availability of capital to the entire utility industry. 

The grotvth of utility capitalizations. The discussion of the growth of the 
capital assets of the holding and operating companies examined by the Federal 
Trade Commission indicated that the industry generally had undergone a 
period of rapid expansion. Similar figures have been prepared with respect to 
the growth of the capital liabilities of holding and operating companies. It is 
significant that the capital liabilities of the holding companies increased even 
more rapidly than their capital assets. The capital liabilities of the holding 
companies increased from $862,973,811, as of the earliest available date, to 
13,363,675,374 as of the close of the Commission’s examinations, an increase 
of approximately 290 per cent. The growth of capital assets in the correspond- 
ing period was 256 per cent. A different situation prevailed for the operating 
companies. Their capital liabilities increased from $1,035,972,069 to $1,876,- 
389,005, or approximately 81 per cent. It is to be noted that the rate of growth 
of their capital liabilities was less than the rate of growth of capital assets which 
approximated 104 per cent.^'* Table 24 summarizes the growth of capital 
liabilities for representative holding and operating companies. 

Capital structures. It is a characteristic of utility holding companies as well 
as of the operating companies that their capital funds have been raised largely 
through the issuance and sale of securities. Table 25 presents an analysis of 
the combined capital and other liabilities and surplus of the top-holding com- 
panies, sub-holding companies and operating utilities examined by the Fed- 
eral Trade Commission. Since these are combined figures, the percentages are 
in the nature of averages and do not reflect the peculiarities in capital structure 
of particular companies. From this tabulation it would appear that the top- 
holding companies raised 81.8 per cent of their capital through the sale of 
securities, the sub-holding companies 77.0 per cent, and the operating utilities 
75,8 per cent. In actuality, these percentages probably understate the extent 
to which the investing public supplied the funds for the holding companies, 
for the book figures for surplus arose substantially from write-ups and revalua- 
tions of capital assets as well as from the reinvestment of earnings. 

When the relative proportions of securities issued by the holding companies 
and operating companies are analyzed, it is found that the holding companies 
depended more largely upon the issuance of common and preferred stocks, 
these issues having accounted for approximately three-quarters of their capi- 
tal issues. In contrast, the operating companies raised nearly half of their capi- 
tal through the issuance of bonds, generally mortgage bonds. The reasons for 
thcse differences are to be found partly in the nature of the assets of the 
Utility Corporations, No. 72-A, p. 224. Supra, p. 91. 
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TABLE 24 * 

Indicated Growth of Capital Liabilities of Certain Holding 
AND Operating Companies 


Holding Companies 



Earliest date 

Amount 

Latest date 

Amount 

American Gas & Electric Co. 

Dec. 31, 1907 

$10,421,503 

Dec. 31, 1928 


Associated Gas & Electric Co. 

.... do ... . 

1,000,000 

Dec. 31, 1929 , 

543,072,648 

Cities Service Co 

Dec. 31, 1910 

12,649,070 

Dec. 31, X930 

560,877,065 

Columbia Gas & Elec. Corp. 

Dec. 3t, 1926 

241,288,527 

.... do ... . 


Electric Bond & Share Co. . , 

Jan. 31, 1907 

4,000,000 


100,000,000 

Alidclle West Utilities Co. . . | 

Apr. 30, 1913 

17,426,300 

Sept. 30, 1030 

275,290,979 

New England Power Ass’n. 

Dec. 3x, 1926 

64,068,333 

Dec. 31, iqaq 

157,849,141 

Niagara Hudson Power Corp. 

Dec. 31, 1929 

293 . 253 > 3 i 2 

Dec. 31, 1932 

182,845,724 

North American Co., The . . 

May 31, igox 

11,936,700 

Dec. 31, 1929 

117,456,367 

No, Am. Light & Power Co. 

Dec. 3X, 19x5 

1x4,000 

do 

76,581,849 

Southeastern Power & L. Co. 

Dec. 31, 1924 

39,606,400 

.... do ... . 

238,1 19,078 

Standard Gas & Electric Co. 

Dec. 31, 1910 

12,369,950 

.... do ... . 

166,994,658 

Stone & Webster, Inc 

Dec. 3X, 1929 

56,817,606 

Dec. 31, 1932 

50,000,000 

Tri-Utilities Corporation . . . 

.... do ... . 

36,368,610 

Dec. 31, 1930 

38,775,301 

United Gas Improvement Co. 

Dec. 31, 1917 

61,029,800 

.... do ... . 

255,550,784 

Utilities Power & Light Corp. 

Dec. 31, X915 

623,700 

.... do ... . 

143,036,784 

Total 


862,973,8x1 


3,363,675,374 





Operating Companies 


Alabama Power Co | 

Dec. 31, 1927 

$139,709,376 

Dec. 31, 1929 

$156,749,845 

Appalachian £.!ec. Power Co. ] 

Dec. 31, 1926 

146,0x9,804 

Dec. 31, 1928 

156,511,804 

Arkansas Power & Light Co. 

.... do ... , 

31,500,000 

Dec. 31, 1930 

57,064,727 

Carolina Power & Light Co. 

.... do ... . 

62,005,028 

Dec. 31, 1929 

89,960,042 

Central 111 . Public Service Co. 

Dec. 31, 1923 

44 , 373,479 

Dec. 31, 1930 

101,344,237 

Cities Service Gas Co. 

Dec. 31, 1926 

50,000,000 

Dec. 31, X 93 I 

63,701,500 

Conn. Light & Power Co. 

Dec. 31, 1921 

19,986,000 

. . .do ... . 

78,090,500 

Florida Power Corp 

Dec. 31, 1920 

1,000,000 

Dec. 31, 1930 

19,466,443 

Indiana & Michigan Elec. Co. 

Dec. 31, XO25 

26.656,775 

Dec. 31, 1928 

1 30,761,275 

Louisville Gas & Electric Co. 





(Kentucky) ' 

Dec. 31, 1916 

23,963,300 

.... do ... . 

63,817,700 

Manufacturers Light Sc Heat 





Co 

June 30, 1903 

30,566.350 

Dec. 3X, 1930 

22,530,400 

Metropolitan Edison Co. ... 

Dec. 31, 1918 

11,015,000 

Dec. 31, 1929 

56,928,433 

Minnesota Power & Light Co. 

Dec. 31, 1923 

40,854,401 

Dec. 31, 1928 

69,751,400 

N. Y. Power Si Light Corp. 

Dec. 31, 1927 

105,674,506 

Dec. 31. 1931 

1 103,647,667 

N. Y. State Electric Sc Gas Corp. 

Dec. 31, 19x5 

780,807 

Dec. 31, 1929 

1 29,786,801 

Niagara Falls Power Co. . . . 

Dec. 31, 1918 

55,390,967 

Dec. 31, 1931 

66,042,815 

Northern States Power Co. 





(Minnesota) 

Dec. 31, 19x0 

12,767,900 

Dec. 31, 1929 

190,652,187 

Oklahoma Gas Sc Electric Co. 

Sept. 30, 1905 

1,895,000 

Dec. 31, 1928 

68,255,600 

Public Service Co. of Colo- 





rado 

Dec. 31, 1924 

68,313,997 

Dec. 31, 1930 

76,647,697 

Syracuse Lighting Co., Inc. 

.... do ... . 

19,498,900 

Dec. 31, 1931 

24,551,252 

Union Electric Light & Pow- 





er Co. (Missouri) 

Dec. 31, 1903 

14,004,000 

Dec. 31, 1930 

98,053,810 

United Fuel Gas Co 

Dec. 31, 19x6 

17,967,000 

... do ... . 

30,000,000 

Utah Pow'er 8: Light Co 

Dec. 31, 19x2 

33,000,000 

. . .do ... . 

98,059,123 

Virginia Electric Sc Power Co. 

Dec. 31, 1925 

48,150,304 

Dec. 31, 1933 

77,238,072 

West Texas Utilities Co. . . . 

Dec. 31, 1927 

29,979,165 

Dec. 31, 1930 

46,775,675 

Total, 25 companies ... 


1,035,972.069 


1,876,389,005 


Utility Corporations, No, 72'A, pp. 321, 322. 
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TABLE 25 

Combined Capital and Other Liabilities and Surplus of the Companies 
Examined by the Federal Trade Commission 
(000 omitted) 



j 8 Top-holding 
Companies 

42 Snb-holding 
Companies 

gi Operating 
Companies 


Amount 

Per Cent 
of Total 

Amount 

Per Cent 
of Total 

Amount 

Per Cent 
of Total 

Capita! stock: 

Common 

$1087-949 

38.5 

|i, 179,808 

37-4 

1885,214 

22.2 

Preferred 

744.580 

18.1 

691,329 

21.9 

640,736 

16. 1 

Paid-in surplus ..... 

174,037 

4.2 

121,878 

3-9 

■8,833 

•4 

Total 

2,506,566 

60.8 

1,993,015 

63.2 

1,544,783 

38.7 

Long-term debt 

864,196 

21.0 

436,172 

13-8 

1,479,640 

37.1 

Total capital liabili- 
ties 

3,370,762 

81.8 

2,429,187 

77.0 

3,024,423 

75.8 

Current and accrued lia- 
bilities: 

Notes and accounts 
payable: 

Affiliated compa- 
nies and subsid- 







iaries 

104,814 

2.6 

512,357 

16.2 

345,664 

8.7 

Other 

1 240,745 

5.8 

40,961 

‘•3 

51,239 

1-3 

Other current and ac- 







crued liabilities 

45-718 

1.1 

16.755 

^ 

79,776 

2.0 

Total current and 
accrued liabilities 

391,277 

9-5 

570,073 

18.0 

476,679 

12.0 

Retirement reserves . . . 
Surplus reserves 

17,501 

•4 

17,206 

.6 

243,724 

24,464 

6.1 

.6 

Earned surplus 

123,051 

3.0 

19,099 

.6 

182,725 

4-6 

Capital surplus 

217,179 


1 19,466 

3-8_ 

35,839 

•9 

Total 

■ 4,119,770 

100.0 

3.155,031 

100.0 

3,987,854 

100.0 


* Utility Corporations, No. 72-A, pp. 308, 309, 311. 

Operating and holding companies and partly in the pyramiding policies of the 
holding companies. The assets of the operating companies consist largely of 
physical properties used in serving the consuming public; such properties 
afford admirable security for the issuance of mortgage bonds and the stability 
of the earnings of the operating companies make their bonds attractive to the 
public. On the other hand, the assets of the holding companies consist largely 
of the securities of subsidiaries and hence the holding company could issue 
only collateral trust bonds and debentures. Since the investment standing of 
such bonds was not so high as that of the mortgage bonds, the holding com- 
panies resorted more largely to the issue of preferred stocks and common 
stocks. The relative proportions of these three classes of securities issued by 
holding and operating companies are summarized in Table 26. 

It may be suggested that the holding companies financed a larger propor- 
tion of their capital costs through the issuance of bonds than Table 26 tAmuld 
seem to indicate. The effect of the inflation of a.ssets described in the preced- 
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TABLE 26 

Relative Proportions of Securities Issued by the Holding Companies and 
Operating Companies Examined by the Federal Trade Commission 



iS top-hold- 
ing companies 
{Per cent) 

42 sub-hold- 
ing companies 
{Per cent) 

i 9/ operating 
companies 
{Per cent) 

Common stocks, including paid- 
in surplus 

52-3 

53-6 

29.9 

Preferred stocks 

22.1 

28.4 

21.2 

Long-term debt 

25.6 

18.0 

48.9 

Total 

100.0 

100.0 

100.0 


* Utility Corporations, No, 72-A, p. 313. 


ing section was to make the common stock representative of substantial write- 
ups in the assets of the underlying operating and sub-holding companies. An 
elimination of the write-ups and a reduction of the common-stock equity 
proportionally, would change these ratios. 

Referring again to Table 25, the current and accrued liabilities exhibit cer- 
tain characteristics that call for comment. The notes and accounts payable to 
affiliated interests represent intercompany loans. It is to be observed that these 
intercompany loans amounted to 8.7 per cent of the total liabilities of the 
operating utilities. Such loans were commonly made for the purpose of financ- 
ing construction and other capital expenditures, and were carried as open- 
book accounts by the holding company. In some instances these intercompany 
loans were of considerable assistance to the operating companies, enabling them 
to undertake necessary construction while awaiting more favorable conditions 
in the investment market before issuing their permanent securities. In other 
cases, unfortunately, these intercompany loans were more important as a 
source of profits to the holding company than as an assistance to the operat- 
ing utilities. Accounts payable to affiliated companies in the balance sheet of 
the top-holding companies presumably represent so-called “up-stream” loans 
— that is, the operating company or the sub-holding company is financing the 
holding company. Notes and accounts payable to other than affiliated inter- 
ests in the balance sheet of the top-holding companies is indicative of a com- 
mon tendency of the 1920’s; the holding companies frequently borrowed on 
short-term notes from commercial and investment banks. 

At the moment only passing attention is required by the various surplus 
accounts in Table 25. The discussion of write-ups has indicated sufficiently the 
source of part of these surpluses. For example, the total write-ups in the fixed 
assets of the sub-holding companies was $353,370,035, and $119,466,021 of this 
was recorded as capital surplus. The discussion of the earnings and income 
accounting of the holding companies in a subsequent section will reveal the 
significant facts with respect to the earned surplus and reserves of holding 
companies. 

Table 25 has two deficiencies in presenting a satisfactory picture of the capi- 
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TABLE 

Ratios of Holding-Company and Subsidiary-Cojvipany Capitalizations to 

AS OF Dec 


Holding Company — Outstanding Capitalization 


Holding company 

Long-term 

debt 

preferred 

stocl{ 

Common 
stock and 
surplus 

T otal 
holding 
company 
capitaliza- 

Ratio of 
holding 
company 
capitali- 
zation to 
total con 
soltdateci 
capitali- 
zation 
{Per cent ) 

.American Gas fe Elec- 






trie Co 

$50,000,000 

$33,715,837 

$109,360,280 

$193,076,117 

49.99 

American Power & 






Light Co 

"to.Sio.soo 

177,202,520 

67,432,267 

295,445,287 

40.98 

A.ssociated Gas & 







216,502,328 


1 154,448,279 

370,950,607 

48.62 

Central & South West 


Utilities Co 


24,665,708 

2,300,052 

26,965,760 

14.78 

Cities Service Co. . . 

190,715,004 

120,428,253 

291,972,770 

603,1 16,027 

58.48 

Columbia Gas & Elec- 






tric Corp 

104.539.000 

117,483,644 

220,411,057 

442,433,701 

79-77 

Electric Power & 






Light Corp 

31,000,000 

86,055,267 

79,956,728 

197.011,995 

33-96 

Midland United Co. 

242,600 

21,758,020 

47.276,195 

69,276,815 

23-47 

National Power & 






Light Co 

24,500,000 

27,971,200 

123,974,594 

176,445.794 

33-47 

New England Power 






Association 

52,880,000 

64,638,709 

65,732,232 

183,250,941 

52.80 

North American Co. 

25,000,000 

30,333.900 

241,391,918 

296,725,818 

40.09 

North American 






Light & Power Co. 

26,057,500 

18,555.021 

17,041,056 

61,653,577 

21.57 

Standard Gas & Elec- 






tric Co 

73.649.500 

87,350,943 

161,619,050 

322,619,493 

31-01 

United Gas Improve-, 






ment Co. 


75,146,600 

282,508,768 

357,655,368 

50.61 

Utilities Power St 


Light Corp 

50,000,000 

18,053,400 

42,218,374 

110,271,774 

31-75 

Total — 

895,896,432 

903.359.022 

1,907,643,620 

3.706,899,074 

43-57 


tal Structure of the units in the holding-company systems. First, it is a com- 
posite or average picture which does not suggest the differences that existed 
between different holding-company systems. And secondly, it does not elim- 
inate the intercompany holding of securities within the same system. Between 
twenty and twenty-five per cent of the securities of subsidiary companies were 
commonly held by holding companies higher in the pyramid. Usually the 
voting stocks of the underlying companies were held by the holding com- 
panies, but certain amounts of preferred stocks and bonds were also in the 
possession of holding companies, often only temporarily as an incident in the 
financing of the subsidiary. Table 27 corrects this defect in part by eliminat- 
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27* 

TOTAL Consolidated Capitalization of Certain Holding-Company Groups 

3 C 1933 


Subsidiary Companies — Outstanding Capitalization 


Long-term 

debt 

Preferred 

stoc /{ 

Common 
stocfi and 
surplus 
applicable 
to 

minority 

interests 

Total 

outstanding 
capitaliza - 
tion of 
subsidiary 
companies 

Ratio of 
capitaliza - 
tion of sub - 
sidiary com - 
panies to 
total con - 
solidated 
capitaliza - 
tion 

{Per cent ) 

T otal con - 
solidated 
capitaliza - 
tion 

$144,439,400 

$48,699,079 


$193,138,479 

50.01 

§386,214,596 

314,819,300 

109,936,450 

S773,544 

425,529,294 

59.02 

720,974,581 

325,840,227 


^ 66,164,444 

392,004,671 

51.38 

762,955,278 

108,207,000 

47,260,517 

28,586 

155,496,103 

85.22 

182,461,863 

265,511,749 

118,821,900 

43.927,724 

428,261,373 

41.52 

1.031.377,400 

62,128,800 

48,615,900 

1,483,468 

112,228,168 

20.23 

554,661,869 

254>5 ii ,974 

117.550,450 

11,096,874 

383,159.298 

66.04 

580,171,293 

141,729,050 

84,011,112 

97,715 

225,837,877 

76.53 

295,114,692 

255.531.500 

94,600,290 

541.640 

350,673.430 

66.53 

527,119,224 

99,305,800 

49,162,477 

15.351,425 

163,819,702 

47.20 

347,070,643 

291,521,000 

136,901,588 

14,981,000 

443,403,588 

59.91 

740,129,406 

161.866,000 

62,330,651 

12,936 

224,209,587 

78.43 

285,863,164 

406,886,754 

236,789,050 

73,921,024 

717,596,828 

68.99 

1,040,216,321 

245,093,500 

75,391.650 

28,510,413 

348,995.563 

49.39 

706,650,931 

164.677.352 

58.583.848 

13.773.870 

237.035,070 

68.25 

347,306,844 

3,242,069,406 

1,288,654,962 

270,664,663 

4,801,389,031 

56.43 

8,508,288,105 


^ Includes stated value of preferred stock. 

* Source; Utility Corporations , No. 72-A, pp. 318, 319. 


ing the intercompany holdings of securities and presenting the capitalization, 
including surplus, on a consolidated basis. 

From Table 27 it appears that the outstanding securities of the subsidiary 
companies exceeded substantially the volume of holding-company securities 
outstanding in the hands of the public. The subsidiary companies’ outstand- 
ing capitalization consisted chiefly of senior securities, funded debt and pre- 
ferred stock; while the capitalization of the holding companies consisted 
largely of common stock and surplus. Long-term debt constituted only 24.17 
per cent for the holding companies and 67.52 for the subsidiary companies. 
However, it is equally important to notice that some of the holding com- 
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panics departed radically from the norm; Associated Gas and Electric Com- 
pany and Utilities Power and Light Corporation had unusually large debts; 
other holding companies had no debt at all. The proportion of holding-com- 
pany debt would have been greater if their capitalizations had been examined 
at an earlier date. The proportion of preferred stock was not very different 
for the two categories— 24.37 per cent for the holding companies and 26.84 
per cent for the subsidiary companies. Common stock and surplus constituted 
51.46 per cent for the holding companies and only 5.64 per cent for the sub- 
sidiary companies; this low proportion for the subsidiary companies was due 
to the fact that most of their common stock was owned by the holding com- 
panies. 

Purposes for Which Securities Were Issued. Operating utilities commonly 
issued securities to acquire funds for the construction or acquisition of prop- 
erty, or to refund outstanding obligations. The holding companies issued se- 
curities for these purposes, and also for other and sometimes indefensible pur- 
poses. In the present disciussion it will be convenient to consider the security 
issues of holding corporations and their subsidiaries with respect to nine ob- 
jectives: 

(1) Securities were issued to affiliated interests for property or for securities. 
In some instances the occasion was the transfer to an operating subsidiary of 
physical properties acquired by the holding company for the purpose of effect- 
ing a merger. In other instances, the issuance of securities accompanied the 
organization of a new intermediate holding company. Securities have like- 
wise been issued by operating utilities in payment for construction performed 
by affiliated construction and engineering companies. 

(2) Securities were frequently issued in payment for property or securities 
acquired from nonaffiliated interests. The fact that securities were issued in 
transactions characterized by arm’s-length bargaining was no guarantee against 
stock-watering and the issue of securities in amounts that were excessive by 
comparison with either the cost or the earning capacity of the properties ac- 
quired. Even in dealings with nonaffiliated interests, there were often inter- 
mediaries that received a profit from the transaction in the form of securities 
of the acquiring corporation. In many acquisitions, the prices paid to non- 
affiliated interests reflected large write-ups that had previously been capitalized 
in the asset accounts of the acquired properties.'*^’ 

(3) Securities have been issued for cash or book credit. Where securities 
are issued for “book credit,” it may be assumed that the transaction has been 
between a holding company and its subsidiary. The holding company pre- 
sumably advanced funds to the subsidiary on open-book account, perhaps for 
the purpose of financing new construction or some other acquisition of prop- 
erty, and the subsidiary discharged its indebtedness through the issue of se- 
curities to the holding company, leaving the holding company to retain the 
securities or to sell them for cash, whichever should appear more desirable.^® 

’If' In the organization of the Niagara Falls Power Co. in 1918, $26,000,000 in preferred and 
common .stocks were issued in payment for the properties of three companies, whose accounts 
already included write-ups of $17,531,621. The consolidation was authorized by a special act 
of the New York legislature. (Utility Corporations, No. 72-A, p. 331.) 

^eon some occasions, the subsidiary company provided the holding company with funds to 
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(4) Securities were issued for services. Officers and directors of the hold- 
ing companies, promoters, bankers, and syndicates, all received securities 
either in payment for services or as bonuses. In the early years of the utility 
industries the practice of issuing securities to promoters was not uncommon; 
in later years numerous instances of such issues by holding companies have 
been found.’^" 

(5) Securities have been issued as dividends. The dividends which have 
been paid in securities have been of two types: an occasional stock dividend 
arising out of the accumulation of an earned surplus, and the regular pay- 
ment of periodic dividends in the form of securities.'^® 

Stock dividends of the “occasional” variety raise primarily a question of the 
administration of corporate income and surplus, and may be more appro- 
priately discussed in a subsequent section. Such dividends are frequently de- 
clared by other than utility corporations and are quite justifiable where (i) 
the earned surplus is sufficient to more than cover the dividend, (ii) earnings 
at least ec}uivalent to the amount of the stock dividend have been permanently 
invested in the enterprise, (iii) the issuance of the stock dividend will not 
have an adverse effect upon the credit of the corporation or its future capacity 
to raise capital, and (iv) the circumstances surrounding the stock dividend 
have been characterized by complete and timely disclosure of all facts to the 
stockholders. 

The payment of regular and periodic stock dividends, either in substitu- 
tion for, or in addition to, a cash dividend presents a more involved question 
of policy. Such a dividend was regularly used by a number of the holding 
companies: The North American Company, the Associated Gas and Electric 
Company, American Gas and Electric Company, and Cities Service Com- 
pany. The only excuse for such a policy is continuous growth by the corpora- 
tion which requires all of its cash income for reinvestment, and even in this 
circumstance sound public policy would indicate a preference for the pay- 
ment of cash dividends and the sale of additional stock to the stockholders, 
giving the individual stockholder a chance to decide whether he preferred to 
increase his investment or not. In too many instances, the resort to a regular 
stock dividend served to conceal the inadequacy of the system’s earnings, and 
permitted the company to continue the appearance of dividend payments that 

finance the ' acquisition of new properties through the delivery of its own securities to the 
parent company before the purchase of the new property. Such seems to have been the practice 
with the Foshay companies. When W. B. Foshay Co. went into receivership tliere was a sum 
of more than $5,500,000 which the Public Utilities Consolidated Corp. had conveyed to the 
Foshay Co. in payment for properties contracted for, but not delivered. {Utility Corporations , 
No. 72-A, pp. 326-327. 

In a single year, 1925, W. B. Foshay Co. issued $167,000 of common stock as extra com- 
pensation to its officers, with W. B. Foshay receiving $117,500 of the total. The American 
Power & Light Co. issued to a syndicate including the Electric Bond & Share Co. and William 
P. Bonbright & Co., $5,500,000 of common and $2,500,000 of preferred for a cash consideration 
of $2,500,000, which was used to acquire certain securities from Electric Bond & Share Co. 
The syndicate sold blocks of $1,000 of preferred stock and $800 of common stock to investors 
for $1,000. $3,500,000 of common stock went to the syndicate for commissions and profits. 
{Utility Corporations, No. 72-A, pp. 335-336.) 

The issue of securities as a dividend should be distinguished from the “stock split,” which 
simply multiplies the number of shares and correspondingly reduces their par, or stated, value 
without any effect upon the corporate surplus account. 
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could not have been made if an equivalent sum in cash had to be assembled 
and paid out. In the case of at least one holding company, the Cities Service 
Company, it seems clear that the payment of the stock dividend served to cre- 
ate a more favorable market for the sale of new securities.’^*’ 

(6) Securities were sometimes issued as bonuses with other securities. 
Where such bonus issues were made by a subsidiary company to its holding 
company, usually in the form of common stock, the holding company was 
enabled to retain control with a proportionally smaller investment than had 
previously been required.*'” 

(7) Securities were issued in payment for contracts. The story of the write- 
ups in utility assets included reference to the intercompany sale of various 
servicing contracts by the Associated Gas and Electric Company to its affili- 
ated service organizations; those write-ups were balanced by the issue of se- 
curities by the service companies to the Associated Gas and Electric Com- 
pany. In some instances the securities ran for a longer term than the contracts 
conveyed in exchange. Other holding companies and their subsidiaries issued 
securities for similar purposes and with no more investment to justify them. 

(8) Securities have been issued for good-will and other intangibles, such as 
going value, w'ater rights and franchises. The payment of securities for such 
intangibles is not indicative of their value, especially when the transaction has 
been between affiliated interests. None of these intangibles is likely to be an 
important item of cost to the utility, and usually their actual cost is impossible 
to discover. As with other utility assets, sound public policy would limit the 
amount of the security issue to the actual legitimate cost of the intangible 
asset; and of course, there might be many instances where securities should 
not be issued to the full cost, where, for example, the value of the intangible 
asset to the utility is uncertain and dubious. 

(9) Securities were extensively issued to retire outstanding securities and to 
refinance maturing obligations. The issue of securities for the purpose of 
retiring outstanding securities was presumably for the purpose of substitut- 
ing a low-interest bond for one bearing a higher effective rate of interest, or 
for the purpose of substituting a contingent liability, such as a preferred or 
common stock, for a fixed interest-bearing obligation. The issue of securities 
for the purpose of refunding maturing obligations has been characteristic of 
the utility industries; debt has been considered a permanent part of the capi- 
talization. While this attitude is perhaps understandable and not open to 
criticism in an industry where the total capital investment is constantly and 
significantly expanding, such a policy is highly questionable when an indus- 
try or corporation reaches a condition of stability.®^ In recent years there has 
been a trend toward the inclusion of sinking-fund provisions in bond inden- 
tures, so that in the future fixed debt will probably not be such a “fixed” part 
of utility capitalizations. 

Many holding-company systems have made a regular practice of retiring 
outstanding securities whenever there was an opportunity for a saving. Since 

iy// 7 z/y Cor/7orfl^/on^, No. 73-A, pp. 336-338. 

Uiiliiy Corporations, No. 72-A, p. 338. 

The railroads would be in a much stronger financial position if they had amortized their 
bonded debt as rapidly as possible in the period after the railway system ceased to expand. 
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the refunding of securities imposes certain costs that offset the savings from 
refunding, it is apparent, on looking back, that many companies would have 
realized larger net savings if they had not been premature in their refunding 
operations. It has also been the policy of holding companies to take every op- 
portunity to reduce their fixed obligations through the substitution of junior 
securities, preferred stocks, and common shares for fixed-interest obligations. 
Some companies sought to accomplish this purpose through attaching con- 
version privileges to their securities, and others made “offers” to their security 
holders to exchange their securities for others. The Associated Gas and Elec- 
tric Company was the most persistently active in urging exchanges of se- 
curities on its investors.''*^ Such exchanges of securities enabled many com- 
panies to effect a strengthening of their financial position, but as experience 
proved, at the expense of the investors. 

The Disposal of Securities. The standard practices. Holding-company 
domination of the utility industries produced notable changes in financing 
methods. In an earlier period it had been the practice of the officers of the 
utility company to raise funds through local bankers or, in the case of larger 
companies, to negotiate directly with investment banking houses or syndi- 
cates. Subsequently all security issues tended to be handled through the hold- 
ing companies, which sometimes retained the securities of the subsidiaries and 
issued their own stocks and bonds to the investing public and sometimes ar- 
ranged for the sale of the subsidiary company’s issues. Commissions were 
characteristically paid to the holding company, or to its financing subsidiary, 
for aid in raising capital; indeed, commissions were commonly paid even 
when the issue was sold through an investment banker and even though 
the officials of the issuing corporation could have arranged the financing.'*’^ 
In such instances the payment of a fee to the holding company must be re- 
garded as little other than a toll levied by those in control. In other instances 
the issuance of the securities to the holding company and the payment of a 
large fee for the finding of a buyer may be regarded as a device to comply with 
a statute requirement that the securities be issued at par, the amount of the 
“fee” concealing the discount at which the securities had to be sold to the 
investing public. 

Issues of securities were generally sold through bankers, investment houses 
or syndicates. Even sales in customer-ownership campaigns and through the 
offer of “rights” were usually underwritten by banking syndicates. Commonly 
the same banking organization functioned continuously, almost in the ca- 

“Associated Gas & Electric System has followed this policy more extensively than any other 
system studied by the Commission. It was found that literally thousands of exchange offers 
were made by Associated Gas & Electric Co. to the holders of its own securities and those of 
subsidiary, affiliated, associated, and underlying companies. . . . Every little shift in the financial 
wind caused this system to flood its security holders with some exchange offer or other, and 
such security holder had little peace or time to enjoy the income from any one investment 
before he was besieged with offers to trade it in on something else. The ultimate objective in 
many cases has been the issuance by Associated Gas & Electric Co. of its class A stock, so that 
many investors formerly holding first-mortgage bonds secured as to principal and interest by 
fixed assets of operating companies now hold a non-voting common stock with little or no 
market value, and which has paid no dividends for 2 or 3 years.” {Utility Corporations, No. ya-A, 
PP- 344-345-) 

Utility Corporations, No, 73-A, p. 347. 
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pacity of an affiliate, for a particular holding-company system. Of more than 
$300,000,000 of securities handled for its subsidiaries by the North American 
Co. from 1920 to 1930, substantially all were sold through syndicates headed 
by Dillon, Read, and Company.^’"* 

Most of the larger utility systems have made some use of customer-owner- 
ship campaigns. Although there was sometimes a continuing effort to sell se- 
curities to customers, it was more commonly an intensive short-lived campaign 
accompanied by much propaganda concerning the advantages to the cus- 
tomer of having a sound and stable security and of being an “owner” of the 
utility, and concerning the benefits to the industry from such relationship. It 
may be noted that the securities sold were generally preferred shares without 
voting power. The objective was less the raising of additional capital, though 
customer-ownership campaigns sometimes produced capital at a lower cost 
than it could be secured through other means, than the political effect in 
stifling criticism that was expected to result from customers having a “stake” 
in the enterprise. 

Many holding companies arranged for the sale of securities to their officers 
and employees. The Electric Bond and Share Company had a plan for selling 
securities to its officers at $40 per share at a time when the market price was 
$139 a share; a subsequent collapse in the market price forced the abandon- 
ment and rescission of the scheme."''"’ By contrast, the Associated Gas and Elec- 
tric Company had several employees’ stock-subscription plans and “allowed” 
the employees to subscribe for Class A stock at stated prices and to pay on the 
installment basis. The employees sustained large losses on their purchases, and 
the New York Public Service Commission characterized the scheme as effect- 
ing a compulsory reduction in salaries.''’*^ 

Securities were also sold through the issuance of rights and options. “Rights” 
were commonly issued to existing stockholders entitling them to subscribe 
pro rata for new issues of securities. These rights were usually transferable 
so that if the stockholder did not wish to exercise his right he might realize 
an extra cash “dividend” by selling it. Options and warrants were occasionally 
attached to bonds and other senior securities, entitling the purchaser to buy 
other securities, usually common stocks, within stipulated periods at speci- 
fied prices."'^ 

Finally, it must be noted that some holding companies had their own 
selling organization and sought to place their securities directly with the in- 
vesting public. The Associated Gas and Electric Company used its own em- 
ployees and those of its subsidiaries to sell the securities of the holding com- 
pany. Henry L. Doherty and Company functioned as the selling organization 
for the securities of Cities Service Company, and sold securities door-to-door. 

Market manipulations. One of the most culpable chapters in the history of 
utility financing concerns the manipulation of the market prices of their se- 

Vtilit)/ Corporations, No. 72-A, p. 347. 55 Utility Corporations, No. 72-A, p. 360. 

55 Re New Yor/{ State Elec. & G. Corp., P.U.R. 1932E, i, 30-31 (1932). 

As an illustration there may be cited the Associated Gas & Electric Co.’s 4% per cent con- 
vertible debentures of 1948 (issued in 1928), which carried detachable stock -purchase warrants 
to subscribe for a stock unit consisting of ®Moo of 1 share of Class A stock and 3 %oo of i share 
of common stock for $40. {Utility Corporations, No. 72-A, p. 350.) 



CORPORATE STRUCTURES 


II3 

curities by certain holding-company managements. By deliberately creating 
artificial market quotations, they deluded the investor into paying high prices 
for securities whose asset values and earnings would not have justified the 
payment of a fraction of the issue price. These market manipulations were 
furthered by improper and misleading accounting practices with respect to 
income and expense. Losses of hundreds of millions of dollars were thus im- 
posed on investors with no offsetting gain except the temporary profit to the 
market manipulators. 

One of the most spectacular examples of stock-market manipulation re- 
ported by the Federal Trade Commission was that carried on by Samuel In- 
sull and H. L. Stuart of Halsey, Stuart, and Company in the stock of the 
Middle West Utilities Company. The Middle West Utilities Company found 
itself unable to continue meeting its interest and dividend obligations, and 
sought to reduce these costs by refinancing some of its outstanding securities. 
In order to effect the necessary reduction in interest and dividend charges, it 
was necessary that its new issue of stock should be sold at $200 a share. At 
the time the market quotations on relatively small sales ranged between $159 
and I170 a share. In order to assure the sale of the new stock at $200 a share, 
the current market price, it was thought, had to be between $250 and $300 a 
share. Messrs. Instill and Stuart, with certain others associated with the man- 
agement of the Insull properties, organized a buying campaign on the Chicago 
Stock Exchange and the New York Curb Exchange for the purpose of pushing 
the market quotation to the desired level."*^ The syndicate began buying at $181 
on June 17, 1929;. on July 15 the price reached $308; on July 29, the date on 
which the plan for reconstituting the financial structure of Middle West Utili- 
ties was announced, the price was $410; and on July 31 the closing price on the 
New York Curb Exchange was I492, Since only a small volume of shares 
ordinarily changed hands on any one day, the boosting of the price of the 
stock was accomplished without any great volume of buying. The plans for 
refinancing almost miscarried when the stock market crashed in October be- 
fore the completion of the subscription to the new securities, but the syndi- 
cate supported the market with heavy buying long enough to enable the re- 
financing to be completed. In the process of supporting the market, and in the 
earlier buying to create an artificial price setting for the announcement of the 
plan, the syndicate accumulated nearly 412,000 shares of Middle West Utili- 
ties Company at a cost of $17,647,334.12. Since these securities could not be 
sold directly on the market without depressing the price to such an extent 
that a loss would have been sustained, a plan was conceived of selling these 
accumulated shares to two Insull investment companies, and to the accom- 
paniment of further manipulations, the syndicate disposed of its accumulations 
for a cash consideration of $18,596,831.20.^*' 

One of the most persistent manipulators of the market prices of holding 
company stocks was the Doherty management of Cities Service Company. 
Through purchases by brokers on the New York Curb Exchange, Henry L. 

It is interesting that H. L. Doherty & Co. was retained to do the buying ot the Middle 
West Utilities stock on the New York Curb Exchange. 

59 Utility Corporations, No. 72-A, pp. 565-587 
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Doherty and Company created most of the demand for Cities Service common 
stock and kept the market price at an artificial level from April 21, 1927, to the 
end of 1930. During this period Cities Service Company was engaged in a 
variety of security offerings, each of which was preceded and supported by 
managerial elforts to drive up the price of the stock. In consideration of the 
tremendous effort, the new capital which flowed into the holding-company 
treasury was pitifully small, as the summary of the transactions by the Fed- 
eral Trade Commission reveals: 

“The Commission examined the operations of Henry L. Doherty & Co. 
in Cities Service Co. common stock during the 3 years and 9 months from 
April 21, 1927, to December 31, 1930. During that time, Henry L. Doherty & 
Co. effected sales through selling groups, distributing groups, through its own 
retail sales organization, through a small army of employees of the operat- 
ing subsidiaries of Cities Service Co., to warrant-exercising debenture holders 
and over the counter to an extent equivalent to 41,488,512 shares of the present 
no-par common stock; and the invoice proceeds of these sales amounted to 
11,146,518,779.17. During the same period, and simultaneously with the ac- 
complishment of these sales, Henry L. Doherty & Co.’s market purchases of 
this stock amounted to 34,057,929 shares and entailed an expenditure of I965,- 
710,037.65. The number of shares of new original issue that were issued or 
issuable as a result of the aforesaid sales was only 5,649,997; and the net pro- 
ceeds available to the treasury of Cities Service Co. amounted to only |8o,- 
741,657.57. The market purchases consisted in part of purchases effected over 
the counter,’ but mostly of purchases made through brokers on the New York 
Curb Exchange. That is, in order to make a net issue of less than 5,650,000 
shares, the organization effected sales of a volume more than seven times as 
great and simultaneously purchased, mostly on the New York Curb Ex- 
change, a volume nearly six times as great. Due to the enormous expenditure 
of funds made in effecting those purchases, out of the gross proceeds of the 
sales, amounting to more than 11,146,000,000, less than $81,000,000, i.e., only 
about 7 per cent, as already stated, was available to the treasury of Cities 
Service Co, as new capital funds.” 

Other holding-company managements engaged in the purchase of their 
companies’ stocks on the organized exchanges, some with the intent and ef- 
fect of creating an artificially high price therefor, and others, like the Byllesby 
interests, for the purpose of supporting the market without creating an ar- 
tificial price. 

Practices associated with the offer of securities. A number of practices have 
in the past been associated with the offer of new securities by holding com- 
panies and their subsidiaries. As noted before, it was a common policy to 
organize an underwriting syndicate to guarantee the success of security offers, 
even when the new securities were being sold to existing stockholders through 
an offer of “rights.” It was the practice of some companies to have the under- 
writing done by a financing subsidiary of the holding company. The value of 
an underwriting of securities by a wholly owned subsidiary of the system that 
Utility Corporations, No. 72-A, p. 543. 
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was issuing the securities was, of course, purely imaginary; the “under- 
writing” served only as a rather poor excuse for collecting a fee. 

A natural skepticism is also aroused by the payment of commissions and 
bonuses to holding companies in connection with the issuance of securities by 
subsidiaries. Yet such commissions were a commonplace source of revenue 
for many holding companies.®* Where the holding company performed an 
essential service for or incurred expense on behalf of the subsidiary company, 
commissions were presumably justifiable. But where the officers of the operat- 
ing company wefe competent to arrange the sale of their securities on terms 
as favorable as could be obtained through the holding company, the payment 
of such commissions represented an unwarranted diversion of funds to the 
liolding company. 

Mention has already been made of the fact that the holding company often 
;erved as the channel for securing nominal compliance with state laws re- 
quiring securities to be issued at par, although the securities were in fact sold 
CO the investor at a substantial discount. There were two common devices 
through which formal compliance was secured: the securities were sold at 
par to an affiliated company which thereafter disposed of them for whatever 
the market conditions would permit; or the issuing corporation sold the 
securities at par to an affiliated corporation, at the same time paying a “com- 
mission” equal to the discount at which the securities were purchased by in- 
vestors plus the costs of effecting the sale.®” 

The practice of pyramiding has already been discussed at length. Yet it 
should be noted that pyramiding has serious implications for the investor. 
The securities of the holding company, even though they are designated as 
bonds and preferred stocks, are highly speculative investments, their market 
prices being extremely sensitive to changes in the earnings of the underlying 
properties. Even the experienced investor is not likely to realize clearly the 
nature of his investment in the securities of holding companies, the character 
of the assets on which the stock or bond rests, or the source of the funds 
with which his dividends or interest are paid. Furthermore, the pyramided 
structure affords opportunities “for the manipulation of accounts, secrecy as 
to financial conditions, concealment of assets, liabilities, profits or losses, di- 
version of profits or losses through intercompany channels,” to the detriment 
of the investor and of the consuming public.®® 

A description of the characteristics of the various securities which were 
issued by holding companies is beyond the scope of the present discussion. 
While the typical capital structures of holding and operating companies have 

'*1 Utility Corporations. No. 72-A, pp. 364-365- 

For example, on February 17, 1923, the Kansas Gas & Electric Co. agreed to pay the 
American Power & Light Co., its holding company, a commission of 10 per cent on the par 
value of its 7 per cent preferred .stock if the American Power & Light Co. would find some 
financially re.sponsible person to subscribe at par for 15,000 shares; on the same day American 
Power & I.ight Co. agreed to pay to Electric Bond & Share a commission of $10 per share if 
it would subscribe at par to 15,000 shares of the preferred stock of the Kansas Gas & Electric 
Co.; and also on the same day, Electric Bond & Share Co. informed the Kansa.s Gas & Electric 
Co. that It would subscribe for its shares at par. (Utility Corporations, No. 72-A, p. 353.) 

Utility Corporations, No. ;2-A, p. 357. 
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been suggested earlier in the present section, no attempt has been made to in- 
dicate the extremes of complexity that sometimes characterized the capital 
structures of certain holding companies. In contrast to two holding companies 
that were completely financed by a single class of common stock, was the As- 
sociated Gas and Electric Company, which had “3 classes of common stocks, 
6 classes of preferred stocks, 4 classes of preference stock, 7 issues of secured 
bonds and notes, 24 classes of debentures, many of which were convertible 
into preferred and common stocks of the holding company or its subsidiary 
or affiliated companies, and 4 series of investment certificates,” and finally, 
various stock-purchase warrants and rights.®^ Not even a trained analyst 
would dare to state precisely the value of the junior securities, or even the 
value of some of the debt, in such a confused capital structure.®-'’ In the realm 
of manufacturing holding-company securities, as in other fields of manufac- 
turing, the time had come to call a halt to the multiplication of “style goods” 
and to adopt a rational degree of standardization. 

Servicing Contracts with Subsidiaries. Introductory. The present discus- 
sion of servicing contracts between holding companies, or their service affili- 
ates, and subsidiary operating companies refers primarily to the system as it 
developed prior to the adoption of federal regulation of holding companies. 
The more recent developments are a part of the discussion of the regulation 
of the utility industry.®® Though service contracts between holding com- 
panies and their subsidiaries had been in existence for many years, there was 
relatively little known about either the character or the costs of such service 
arrangements prior to the Federal Trade Commission’s investigation. 

Much publicity had been given to the advantages which the investor and 
the consumer derived from the centralization of managerial functions. By 
providing for the full utilization of the time of specialists, through placing 
them in charge of the operations of several utilities, the holding company was 
able to provide each subsidiary with skilled management such as only the 
largest could afford, at a cost which was not beyond the means of the small 

Utiliiy Corporations, No. J2-A, p. 305. 

In short, utility holding companies issued every security that was known to corporate 
finance and then created new forms that were like nothing known before. Some of the securities 
thus fashioned defied classification. Two illustrations will suffice. The first were the so-called 
“5)il per cent convertible investment certificates” isssued by Associated Gas & Electric Co. in 
1928; they were ten-year $1,000 certificates, convertible at the option of the holder into certain 
shares of Eastern Utilities Investing Corp. (a company affiliated with, but not controlled by, 
Associated Gas & Electric Co.); to wit, 3 shares of $5 cumulative prior preferred stock; 2 shares 
of $6 cumulative preferred .stock, 5 shares of participating preference stock, and 5 shares of 
Class A common .stock; and, if they should not be converted within the first 5 years, the 
certificates were convertible at the option of the Associated Gas & Electric Co. into its own $5.50 
dividend series preferred stock at the rate of 1 share for each $100 par value. 

The second “sport” was the offer, in 1929, to the stockholders and holders of registered 
convertible securities, at $113, of the Associated Gas & Electric Co.’s “$8-interest-bearing allot- 
ment certificates”; these certificates were without par or principal value or maturity date; but 
after July i, 1930, the holder was entitled to receive therefor the following: (i) i share of 
Class A common stock of General Gas and Electric Corporation; (ii) of a share of $5-dividend- 
series preferred stock of A.ssociated Gas & Electric Co., and (iii) 1 debenture right of Associated 
Gas & Electric Co.; and the latter “debenture right” entitled the holder to purchase, on or before 
January 2, 1931, at a price of $40, of 1 share of Class A stock and %5 of i share of common 
stock of Associated Gas & Electric Co. (Utility Corporations, No. 72-A, pp. 307 and 306 ) 

Chapters XVllI and XIX. 
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unit. In addition, the availability of highly specialized technicians to handle 
the more complicated problems of utility management made it feasible to 
place the routine operations under the immediate direction of less costly em- 
ployees, effecting a further saving without any sacrifice in the quality of man- 
agement which the company enjoyed. There is no doubt that the economies 
of specialized and centralized management appeared to the public as one of 
the big achievements of the holding-company system. 

Considerable variation existed in the policies followed by the several hold- 
ing companies with respect to their servicing contracts. Some performed 
services only for their own subsidiaries; such was the policy of the Electric 
Bond and Share Company. Other service organizations, notably Stone and 
Webster, derived a large part of their revenue from companies with wholly 
independent managements. The beginnings of specialized service organiza- 
tions arose among engineering firms, such as W. S. Barstow and Company, 
and Stone and Webster, that performed services, largely of a construction 
character, for independent companies. But with the development of the hold- 
ing-company system, their interest in assuring the maximum of efficiency in 
their subsidiaries, plus the opportunities to profit from the performance of 
these services, soon led most holding companies to develop service organiza- 
tions. 

A description of the services performed. The services performed for the 
operating utilities and other subsidiaries may conveniently be classified as 
managerial services and engineering services. 

The management service has included a great variety of activities, the ex- 
act scope depending upon the policy of the holding company with respect 
to the establishment of more specialized service organizations, the multiplica- 
tion of such special service organizations affording an opportunity to charge 
additional fees. The management service generally involved the assumption 
of responsibilities for the routine conduct of the corporation and often in- 
cluded the assumption of the policy-making functions as well. The manage- 
ment was responsible for the corporate organization and its personnel, for 
hiring the employees and fixing the terms of their employment, for the pro- 
duction and distribution of the utility’s service to consumers and for all rela- 
tions with them, for the preparation of plans for expanding the plant and 
meeting future demands for service, for the installation of an accounting sys- 
tem and the preparation of necessary reports, and for the conduct of the 
corporation’s relations with the regulatory and other governmental authori- 
ties. The executive officers were provided by the service agency; they might be 
paid directly by the utility client or by the service organization. Sometimes 
the general management service included such matters as purchasing, ap- 
pliance merchandi.sing, legal service, accounting, advertising and public re- 
lations, and financing services; and sometimes these particular services were 
the object of a separate contract with a specialized service organization. 

(i) Management contracts. The Electric Bond and Share Company's mana- 
gerial service contract may serve as an illustration. It has been said that the 
general management contract listed seventy-eight classes of activities with 
respect to which the Electric Bond and Share was prepared to serve its sub- 
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sidiaries.**' These contracts were entered into by the Electric Bond and Share 
Company with its subsidiaries, both sub-holding companies and operating 
utilities, except for the American Gas and Electric Company and its sub- 
sidiaries for whom the parent company performed only financial services. 
The contract provided that the executives of Electric Bond and Share Com- 
pany should keep in touch with the business of the subsidiary and be prepared 
to assist in all matters pertaining to policy-making or routine affairs. Since 
the holding company sought to concentrate as much as possible of the busi- 
ness in its New York office, provision was made for individuals in the New 
York office to function as executive officers of the subsidiary and to be elected 
to its board of directors. Immediate responsibility for the direction of the 
afiairs of the subsidiary was lodged in one or more of the service company’s 
operating specialists who served as sponsors for the operating company. 
Though not in continuous residence, they visited the property and devoted 
such time to its affairs as circumstances required. Similarly, a senior engineer 
and a senior accountant served as sponsor engineer and sponsor accountant, 
respectively. 

Among the activities comprehended in managerial supervision were ac- 
counting, appraisals, budgeting, engineering, insurance, merchandising, pur- 
chasing, rates, reports, statistics, and tax services. A uniform system of ac- 
counting and reporting was installed for each operating company; the reports 
were carefully analyzed; comparisons were made with the performance of 
other utilities; and any special problems were the occasion for an investiga- 
tion by an expert. The engineering services under the general management 
contract were concerned only with consulting activities. Purchasing contem- 
plated the negotiation of volume contracts in order to obtain maximum 
discounts. The management was prepared to help the utility develop new 
business and in that connection to undertake merchandising of particular cate- 
gories of appliances. 

(2) Engineering and construction. The construction of capital facilities, in- 
cluding the designing of engineering works and the supervision of actual 
construction, was commonly covered by a separate engineering contract. Un- 
der the management contract, tlie responsible officials might be expected to 
pass on the advisability of new construction, to supply plans and specifica- 
tions, to do some of the preliminary engineering, and perhaps to serve in a 
consultative capacity. All other engineering work usually fell to an engineer- 
ing firm, which might be an independent organization but which was gen- 
erally an affiliate of the holding company. 

The contract of the Stone and Webster Engineering Corporation will illus- 
trate the character of the engineering service.®® Stone and Webster were pre- 
pared to function either as consulting engineers or as designing and construc- 
tion engineers. As consulting engineers, the organization was prepared to 
perform the following services; 

(a) Make preliminary investigations of proposed engineering and con- 
struction work. 

Utility Corporations, No. 72-A, p. 600. Utility Corporations, No. 72-A, pp. 687-688. 
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(b) Prepare estimates of cost of proposed additions and improvements to 
property. 

(cr) Furnish general advice and assistance on construction and reconstruc- 
tion work other than that for which complete engineering and construction 
services are to be furnished as hereinafter described. 

(d) Assist in the solution of any special engineering problems that may 
arise in connection with the operation of your property. 

(<?) Make special engineering studies for improvement of plant operations 
and provide qualified men to instruct the local operating forces in the most 
economical methods of generation and distribution. 

(/) Make shop inspections of machinery and equipment, under construe 
tion for your company, with the use of proper materials, accurate assembly, 
and prompt shipment, as objectives. 

(g) Make appraisals of your property and other engineering investiga 
tions relating to property value for use in rate or other proceedings in which 
such evidence may be necessary, and furnish expert testimony with refer 
ence thereto before courts or regulatory authorities. 

As designing and construction engineers, Stone and Webster Engineering 
Corporation was prepared to act as the engineering, construction, and purchas- 
ing department of the utility, exercising as much authority as the utility should 
be prepared to delegate; as engineers, the Corporation would make all necessary 
engineering studies and determinations, recommend the type and character 
of construction and of equipment, prepare plans and specifications for ma- 
terials, construction, and equipment; as constructors, it would perform the 
construction work and install the machinery and equipment, subletting con- 
tracts where such appeared advantageous; and turning over the completed 
work ready for operation; as purchasing agents, it would purchase, inspect, 
and expedite the shipment of necessary materials and equipment; and finally, 
qualified men would be made available to instruct the operating company of- 
ficials in the proper methods of operating and maintaining any new equip- 
ment. 

(3) Purchasing. Purchasing services were ordinarily performed as a part 
of the general-management contract, but in some instances there was a sepa- 
rate purchasing affiliate, as in the case of the Associated Gas and Electric Com- 
pany after July, 1928. If the service was performed by an especially established 
affiliate, there was an additional fee charged. The service might be limited to 
advice only with respect to the requirements of the utility and the preferable 
sources of supply. Or the service might involve a central buying organization, 
obtaining the maximum quantity discounts. The purchasing of materials for 
construction projects ordinarily came under the construction contract. 

(4) Appliance merchandising. To increase their volume of business in or- 
der to secure a fuller utilization of plant capacity, utilities customarily engage 
in the sale of appliances— stoves, water heaters, refrigerators, et cetera— either 
directly, or indirectly through co-operative arrangements with local dealers. 
Advice as to the best means of building new business and the most elective 
ways of inducing consumers to buy equipment which would increase their 
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consumptions might be expected as one feature of the general management 
contract, the objective being both to increase the demand for service and to aid 
the operating company to realize a profit on its appliance business. 

In some holding-company systems, of which the Associated Gas and Elec- 
tric Company was an example, the merchandising business was taken from 
the local companies and performed by a merchandising affiliate for its own 
profit. The y\.ssociated Gas and Electric Company’s plan, as it was inaugurated 
in December i, 1928, was justly a target for criticism, since the operating- 
utility continued to do all of the actual merchandising, even to bearing the 
selling expenses; only the cost of appliances was charged to the merchandising 
affiliate, although it was credited with the entire gross revenue from the sales; 
thus, there was diverted to the merchandising affiliate not merely the net 
margin which the operating companies had previously received, but their 
entire gross margin.'"" 

(5) Legal service. The management service included such legal services 
as keeping informed on all legal problems, recommending outside legal assist- 
ance where such seemed necessary, and co-operating with outside legal assist- 
ance in connection with financing, taxation, reorganizations, consolidations, 
and regulatory litigation. In some instances a special legal department or 
affiliate existed to render more extensive legal assistance to the subsidiaries. 
In the latter situation, an additional fee was customary. 

(6) Financing. Certain activities in connection with the sale of the client 
company’s securities were normally performed as a part of the management 
contract; such managerial services included the supervision of customer- 
ownership campaigns, the preparation of reports and advertising material in 
furtherance of a security issue, et cetera. Where a more extended service was 
afforded, such as advice on the character of the issue, negotiation with invest- 
ment bankers, participation in the organization and conduct of underwriting 
syndicates and the creation of a secondary, or resale, market during the dis- 
tribution of the securities, there were additional fees proportional to the re- 
sponsibility which the holding company or its affiliate assumed. 

(7) Accounting. Accounting service was almost invariably included as a 
part of the general managerial service, the only exception being the Associated 
Gas and Electric Company, which charged a special fee for the separate serv- 
ice. 

(8) Advertising. Like accounting services, advertising, publicity, and pro- 
motional activities were usually included in the general management con- 
tract. There existed the usual exception, the Associated Gas and Electric Com- 
pany. 

The development of service organizations and the rendition of services to 
subsidiaries were not confined to the electric and gas utilities. The American 
Telephone and Telegraph Company has for many years been the most 
highly developed service organization in the world, and was engaged in 
rendering vital services to the associated Bell telephone companies before 
there was any significant development of the holding-company system in the 
Utility Corporations, No. 72-A, p. 629. 
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electric and gas fields. The services rendered by the American Telephone and 
Telegraph Company have included the following: 

(i) The license of subsidiaries to use its patents in supplying telephone 
service within a specified territory; 

(ii) The manufacture and supply of equipment to subsidiary companies; 

(iii) The conduct of research in the development of et'juipment and com- 
pany organization; 

(iv) Advice and assistance in general engineering, plant, traffic, operating, 
commercial, accounting, patent, legal, administrative, and other matters per- 
taining to the efficient, economical, and successful conduct of the telephone 
business ; 

(v) Advice and assistance in financing; 

(vi) Active assistance in measures to safeguard the efficiency and well- 
being of employees ; 

(vii) The maintenance of an organization of specialists available to the 
subsidiary companies; and 

(viii) The operation of toll lines and the maintenance of connections be- 
tween the subsidiary telephone companies. 

The organization of servicing. The organization of the servicing of the 
subsidiary utilities followed two patterns. Either the services were performed 
directly by the holding company, as in the case of Electric Bond and Share 
Company, with the exception of its engineering and construction subsidiaries, 
or the services were divided among separately incorporated affiliates of the 
parent company, as in the Associated Gas and Electric system. A reference to 
the organization charts of the different holding-company systems will reveal 
the relation of the servicing functions to the holding company and to the. 
subsidiaries.'^^ The exact size of the servicing staffs varied with the number of 
subsidiary companies and the character of the services rendered, numbering 
several hundreds for the large systems.'^ ^ 

Contracts, fees, and profits. The nature of the contracts between the operat- 
ing utilities and the service affiliates deserves particular attention. These con- 
tracts were negotiated between two corporate entities controlled by the same 
individuals, the management of the holding company. There was, in conse- 
quence, a complete absence of arm’s-length bargaining, however much the 
language of the contract might seek to create an impression of two independ- 
ent parties with the utility company capable of assuming responsibility and 
directing the service organization. The service affiliate, even when independ- 
ently incorporated, was nothing more than a department of the holding com- 
pany; it was completely controlled by the holding company and all of its 
profits accrued directly to the parent. The holding company, in fact, bar- 
gained with itself to determine what service should be given to the operating 
utility and how much of the operating utility’s earnings should be absorbed 
to pay for the services. 

The provisions for compensation for the services performed have varied 

Utility Corporations, No. 72-A, p. 154 et seq. 

' 5 '^ Control of Power Companies, p. 75. 
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for dilTerent types of service and from one system to another. The manage- 
ment contracts commonly provided for the payment of a certain percentage 
of the operating utility’s gross revenue. The amount of the fee varied sub- 
stantially from one system to another: it was 5 per cent for the Electric Man- 
agement and Engineering Corporation (Middle West Utilities group) in 
iq25, though it was later reduced and finally abandoned for a “per diem” 
charge; 5 per cent for the Buffalo, Niagara, and Eastern Power Corporation 
(the service including some construction supervision); 'C/-> per cent for the 
Byllesby Engineering and Management Corporation (Standard Gas and 
Electric system) ; and i per cent for the W. S. Barstow Management Associa- 
tion from 1922 to 1927, and 2% per cent from 1927 to 1930. A number of sys- 
tems used a sliding scale, with a lower percentage fee on the successive in- 
crements of gross earnings. In its contract effective April i, 1933, Electric 
Bond and Share Company provided for the following managerial fees: 1.25 
per cent on the first $1,000,000, i per cent on the next |i, 000, 000, 0.75 on the 
next $1,000,000, 0.50 per cent on the next |i, 000, 000, and 0.25 per cent on all 
additional revenue.'^- It is apparent from the above examples that there was 
no standardization. Even when the amount of the charge was known, com- 
parisons were difficult because of the differences in the scope of the services 
rendered under different contracts. 

The fees for engineering and construction were commonly calculated on a 
percentage basis depending on the extent and difficulty of the work and its 
cost. The fees of the Stone and Webster Engineering Corporation will illus- 
trate this. The work was divided into three categories: 

(i) Class A work involved a relatively large amount of designing and a 
relatively large amount of service from the construction, purchasing, and other 
departments of the headquarters and district offices. Steam-power stations, 
water-power developments, substations, transmission lines, underground dis- 
tributing systems, gas-generating plants, dams, reservoirs, pumping stations 
and purifying systems for water supply, the equipment of industrial plants, 
and work of a similar character were included in this category. 

(ii) Class B work involved relatively less designing and relatively less serv- 
ice from the construction, purchasing, and other departments of the head- 
quarters and district offices. Car barns, shops, warehouses, factory and office 
buildings, overhead distributing systems, interurban railway lines, gas hold- 
ers, pipe lines, and similar projects were included in this category, 

(iii) Class C work involved practically no designing and a relatively small 
amount of service from the construction, purchasing, and other departments 
of headquarters and district offices. City-railway track, excavation, grading, 
paving, and similar work fell in this category. 

The fee was calculated on the basis of the “cost of the work.” The amount 

■^2 Utility Corporations, No. 72-A, p. 605. 

'^3 “Cost of work” was defined to include the following: 

(fl) All materials, equipment, labor, and contracts covering the.se items, including the market 
value of material supplied by the utility. 

(h) The cost of land, right-of-way, easements or other rights when negotiated for or ac- 
quired by Stone and Webster for the utility. 

(c) The rental of any equipment hired and the cost of tools and construction equipment 
purchased, less the salvage on any sold. 
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of the fee varied from 9% per cent on projects of less than $500,000 involving a 
relatively large amount of designing and construction service, to 3% per cent 
on expenditures over |i5,ooo,ooo that involved no designing. The scale of 
fees based on the “cost of the work” was: 


Cost of ivor \, exclusive of fee 

Fee in per 

cent of cost of the wor \ 

Class A 

Class B 

Class C 

$500,000 and less 

9 % 

814 

714 

$500,000 to .$1,000,000 

8% 

7 % 

6% 

$1,000,000 to $2,000,000 

syq 

7 14 

614 

$2,000,000 to $3,000,000 

7/4 

6% 

5 % 

$3,000,000 to $5,000,000 

7y4 

6yt 

5 14 

$5,000,000 to $10,000,000 

6% 

5 % 

4 % 

$10,000,000 to $15,000,000 

6^4 

514 

4 % 

Over $15,000,000 

5 % 

4 % 

3 % 


Payment for the purchasing service was normally included in the manage- 
ment fee. In the instance of Utilities Purchasing and Supply Corporation (As- 
sociated Gas and Electric system), there was a separate fee of 1V2 per cent of 
the aggregate expenditure for purchases. 

Appliance merchandising was not customarily subject to a separate con- 
tract. Utilities Merchandising Company, an Associatecl Gas and Electric sub- 
sidiary, made no charge for its service but received its compensation in the 
margin between the gross revenue from the sale of merchandise and the cost 
thereof, the entire costs of selling being absorbed by the operating companies. 

Legal services, when furnished by the staff of the management company, 
commonly involved no additional charge to the operating company. When 
outside legal assistance was required the operating company was, of course, 
billed directly. The Byllesby Engineering and Management Corporation was 
one organization that did collect a special fee for legal services, the amount of 
the fee depending on the services rendered and on the amount charged by 
outside firms for like services. 

The fees for financial services were customarily in addition to the manage- 
ment fee and depended on a number of variables — the character of the security, 
the amount of the issue, the issue price, and other considerations. These fees 


( d ) Salaries o£ employees in the engineeering, drafting, and expediting departments for the 
time they were engaged on the work. 

(e) A works office and its equipment and maintenance; the salaries of a superintendent of 
construction, an accountant, a purchasing agent, and such assistants as were required. 

(/) Any traveling expenses or expenses of a similar character, and such other expenditures 
as might be incurred, except for items specified as included in the fee. 

(g) Fire, liability, and other insurance, and the cost of rebuilding any work destroyed or 
damaged. 

(h) Any expenses incurred or payments made in connection with accident or injury to person 
or property not covered by insurance. Such expenses and payments were not included in the 
amount on which the fee was based. 

(?) All discounts, rebates, earnings of commissary or other utilities, and similar receipts were 
creditable to “cost of the work.” (Utility Corporations, No. 72-A, p. 690.) 

Utility Corporations, 'No. 72-A, p. 68g, 
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were stated by the holding companies to conform to the charges customarily 
made by investment banking firms for similar services.'^ 

Certain services were customarily rendered at per diem charges, these 
charges purporting to approximate the cost of the service. The charge was 
Lisuaily calculated on the salaries of those assigned to the work, plus a per- 
centage of those salaries for overhead charges, the percentage ranging from 
50 to 220, plus all traveling, incidental, and other out-of-pocket expenses 
connected therewith. The Electric Bond and Share Company charged for per 
diem services at 150 per cent of the compensation paid to its auditors and 
accountants, and 190 per cent of the compensation paid to all other employees, 
for the time they were occupied. It should be noted that where the per 
diem charge was the only charge for the service there w^as a justification for 
charging more than the cost of salaries of the service company’s employees, 
such additional charges being required to cover the overheads in the offices 
where the men were employed and to make some allowance for idle time,'^® 

Since the financin.tf service was an important part ot the service rendered by Electric Bond 
and Share to its subsidiaries, the scale of fees charged by Electric Bond and Share Co. may 
serve as an example: 

"Bonds and Other funded Obligations Maturing so Years at Longer after Date of Issuance. 

"Percent oj principal amount of obligations so sold- {a) For the original negotiation and 
sale of each issue for which a new mortgage or other indenture prepared under our direction is 
created or to be created: On the first $5,000,000 principal amount of the issue, one (i); on the next 
$5,000,000, three-quarters (%); on the next $5,000,000, five-eighths (%); on the next .$5,000,000, 
one-half (Ig); on the next $5,000,000, tliree-eighths (%); on any e.xcess over $25,000,000, one- 
quarter (Vi)- 

"{b) For the negotiation and .sale of each additional issue under an existing mortgage or 
other indenture, but involving an original negotiation because of change of buyers: On the 
finst $5,000,000 principal amount of the issue, one-half (E>); on the ne.xt $5,000,000 three- 
eighths (%); on any excess over $10,000,000, one-quarter (V 4 ). 

‘‘(c) For the negotiation and sale of each additional issue under an exi.sting mortgage or other 
indenture to the same buyers with whom we have previously negotiated sales of issues under 
either (a) or (b), above: On the first $5,000,000 principal amount of the issue, three-eighths (%); 
on any excess over $5,000,000, one-quarter (%). 

"Nonpar Value Capital Stocl{ 

"{a) Sales under the customer-ownership plan. — For negotiations and sales to customers, 
inve.stors, investinent bankers, and others located in or adjacent to the territory served by 
your system, our commission shall be as follows: On the first 20,000 shares sold, $1.25 per 
share; on the next 20,000 shares sold, $t per share; on all additional shares sold, $0.75 per 
share. 

“In applying the above schedule at any time, there shall be taken into consideration all of 
your stock (or, in case of one of your controlled companies, all of its stock) theretofore sold 
under the customer -ownership plan on which a fee has been paid to us (whether in the same 
campaign or in different campaigns), including sales made prior to the date of this contract. 

(/;) Sales under other than the customer-ownership plan. — For each original negotiation and 
sale to investment bankers or otherwise than under the customer-ownership plan, our com- 
mission shall be $i per share on the first 20,000 shares sold, $0.75 per share on the next 20,000 
shares sold and $0.50 per share on all additional shares of the same series then or subsequently 
sold to the same buyers. 

(c) Exceptions. — The commission on shares sold at less than $80 per share will be less per 
share and will be fixed by agreement according to the circumstances involved in each case. 

"Par Value Capital Stock 

. . The minimum sale price of the original issue of par value stock is generally fixed by 
statute without regard to prevailing market conditions. In consequence of this fact and the 
constantly fluctuating difference between par value and fair market value, the terms under 
which we will negotiate sales of par value stock must necessarily be left open for agreement 
at the time of any proposed sale.” {Vtiltty Corporations. No. 72-A, pp. 677-678.) 

Utility Corporations, Nos. 23-24, p. 424. 



CORPORATE STRUCTURES 125 

The discussion of service contracts has mentioned that many sO'Callecl “out- 
oi-pocket expenses” were charged directly to the subsidiary company. The 
majority of contracts provided that all traveling and incidental expenses should 
be an additional charge on the client company. The employment of outside 
experts or assistance was an item typically paid directly by the operating com- 
pany. Doubt has been expressed whether, particularly in the case of construc- 
tion engineering performed chiefly away from the servicing company’s oflices, 
there were many expenses to be covered by the engineering and construction 
fee after the out-of-pocket expenses had been assessed against the subsidiary 
company.’’"^ 

Ihe amount of the profits which accrued to the holding companies from 
their service affiliates remained a mystery until the Federal Trade Commission 
began its investigation in 1928. The absence of direct jurisdiction over holding 
companies had prevented state commissions from pursuing inquiries into the 
affairs of the holding companies and their non-utility affiliates."''^ In general, 
the holding companies sought to create the impression chat the contracts with 
the subsidiary operating companies were primarily for the purpose of improv- 
ing the earnings of the operating companies and that the fees collected were 
intended to approximate the costs of rendering the services.’'*’ 

In its final reports the Federal Trade Commission was able to affirm that 
the service contracts had been an important source of profits to the holding 
companies. Since the service companies operated with little or no fixed capital, 
the percentage of profit on the basis of invested capital would be quite mean- 
ingless; hence, these profits are usually expressed in relation to the operating 
costs of the service subsidiaries. The following summary figures are indicative 
of the relation of the fees charged to the costs of performing the work : 

“It is shown by the report that the Associated Gas & Electric System in a 
little more than 5 years, 1924 to 1929, had net income of over 6% millions for 
management and construction service alone, or 193 per cent net profit on serv- 
ice costs, and that in addition it had servicing income on merchandising, pur- 
chasing, and other services. 

“Electric Management & Engineering Corporation, a fully owned sub- 
sidiary of National Electric Power Co., in a period of about 4% years, 1925 
to 1929, received a minimum net profit from servicing of $2,867,000, includ- 
ing servicing fees received from the subsidiaries of National Public Service 
Corporation, or 171 per cent net on costs. This was equivalent to 32 per cent 
of the total amount of dividends which the holding company. National Elec- 
tric Power Co., received from all its subsidiaries during this period. 

“Stone & Webster Engineering Corporation of the Stone & Webster group 
in 4H> years (July i, 1928, to Dec. 31, 1932) had total gross servicing income 
of a little over $15,000,000, representing about 92 per cent of its total gross in- 

Utility Corporations, No. 72-A, p. 610. 

78 When it attempted to inquire into the relations of the New York State Electric & Gas 
Corp. with tlie Associated Gas & Electric Co., the New York Public Service Commission was 
met by a refusal to reply to questions, to furnish requested data, or to permit access to company 
books (even though the companies were operating utilities subject to the Commission’s juris- 
diction); and all of the New York subsidiaries of the Associated Gas & Electric Co. withdrew 
whatever applications tliey had pending before the Commis.sion for the approval of security 
issues, et cetera. {Re New York State Electric & Gas Corp., P.U.R., 1932E, i, 5 [N.Y., 1932].) 

Control of Power Companies, p. 75, and Utility Corporations, No. 72-A, pp. 661-662. 
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come. Total net earnings of the corporation for the period, before deducting 
Federal income taxes, were more than $4,600,000, or about 24 per cent on 
total expenses. However it distributed to certain officers and employees above 
their regular fixed salaries over $1,500,000 in contingent salaries and charged 
the same to operating expenses. 

“Byilesby Engineering & Management Corporation, servicing the Standard 
Gas & Electric group, had a total net income (almost wholly servicing) during 
the I t years, 1919 to 1929 inclusive, of over $17,000,000, distributing in divi- 
dends nearly $16,900,000 to its one stockholder, Standard Gas & Electric Co. 
Its lowest ratio of net income to operating expenses was 51 per cent in 1928, 
and its highest 154 per cent in 1919. 

“From 1926 to 1930, inclusive, Columbia Engineering & Management Cor- 
poration collected fees from the affiliated Columbia Gas & Electric group for 
engineering and management servicing amounting to nearly $15,500,000, on 
which it incurred expenses of slightly over $7,500,000, realizing a net profit 
on costs of servicing of 106 per cent. 

“Buffalo, Niagara & Eastern Power Corporation received from its sub- 
sidiary companies over $5,300,000 as servicing fees from July i, 1926, to July 
31, 1929. Its cost on this servicing was slightly over $3,100,000, leaving it a net 
profit of about 72 per cent on cost. 

“Fees for servicing received by the North American Light & Power Cor- 
poration and its successor company, from 1924 to 1929 inclusive, amounted to 
about $4,600,000. For only 1 year, 1927, were the expenses for this servicing 
available. The fees for that year amounted to $760,000 and the cost of render- 
ing the services $356,000, a net profit on cost of 113 per cent. 

“Electric Bond & Share Co. had a total servicing income in 1927 of $9,373,- 
000 and in 1,931 of $11,248,000. Of this there was a net profit in 1927 of $4,- 
969,000, or 1 13 per cent on costs, and in 1931 $5,701,000, or 103 per cent on costs. 

“W. S. Barstow & Co., Inc. (New York), and its subsidiary, W. S. Barstow 
Management Association, Inc., both servicing organizations for affiliated 
companies, had for the 3 years and 9 months, 1924 to September 30, 1927, a 
combined net income (98 per cent attributable to servicing fees) of $4,004,000, 
or 321 per cent on expenses. Of this total net income $2,122,000 was distributed 
to 15 officers and employees as so-called ‘extra compensation,’ and in addi- 
tion I of the 15 received $653,000 under an income-sharing contract, the latter 
individual receiving almost one-fourth of the total net income under these 
two forms of extra distribution.” 

The benefits from service contracts. There is no doubt that the develop- 
ment of the holding company with its affiliated service organizations has 
been conducive to improvements in the management of utility companies. 
It also seems to be well substantiated that the construction work done for the 
operating utilities by affiliated construction companies was of good quality 
and well suited to the requirements of the utility. Centralized service has rep- 
resented an economical development, in terms of the overall costs of pro- 
viding operating companies with the services of specialists whose costs would 
have been prohibitive for the company of moderate or small size. The fact 
Utility Corporations! No. 72-A, pp, 662-663. 
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that benefits have accrued from the development of specialized service or- 
ganizations may be accepted as substantiated by experience. 

The incidence of the cost of the services supplied by affiliated service or- 
ganizations is also reasonably clear. In the final analysis the costs of all services, 
whether managerial, construction, or otherwise, fall on the consumer, if die 
fees paid for the services are included in the operating expenses, the consumer 
pays these costs immediately. If the fees constitute a part of the cost of capital 
assets, the consumer is asked to pay a return on that capital expenditure and 
also to provide for the amortization of the investment through regular pro- 
visions for depreciation expense. If the commission disallows the fee either 
as an operating expense or as a charge to capital account, then it appears that 
the burden falls on the investor in proportion as the fair return is less by the 
amount of the disallowed item, but this loss to the investor does not mean 
that the incidence of the expenditure is not also on the consumer. If the fair 
return, after the disallowance of improper items, is less than the sum ordi- 
narily required to attract capital to the enterprise the ultimate consequence 
will be an increase in the cost of capital to the company, and that increase in 
cost results whether the insufficiency in revenue is the product of mismanage- 
ment, harsh regulation, or some other risk. The ultimate incidence of all 
utility expenditures is on the consumer of the utility service. 

What has been the incidence of the benefits which result from centralized 
servicing? This is more difficult to answer, for the results differed, at least 
quantitatively, from company to company. There is no doubt that the holding 
company that controlled the stock of the operating subsidiary was one of the 
principal beneficiaries. Indeed, the holding company would be a substantial 
beneficiary even if the services were rendered without a profit, since any im- 
provement in the earnings on the common .stocks of the operating utilities 
would increase the investment income of the holding company. But the hold- 
ing company ordinarily derived additional, and more immediate, benefits in 
the form of the large profits which were earned by its service affiliates. 

Whether any benefits accrued to consumers from the servicing organiza- 
tions is difficult to ascertain in the particular instance. Certainly in some 
holding-company systems the fees paid by the operating companies were less 
than the value of the services which they received, and it may be assumed that 
there was a net benefit to consumers. In other holding companies it seems 
reasonably clear that the consumer paid higher prices for utility services as a 
result of the excessive fees which were charged by affiliated service companies. 

The inquiry of the Federal Trade Commission and the investigations of 
the various state commissions have repeatedly raised the question why the 
holding company should be permitted to benefit from its control over operat- 
ing utilities, other than as a holder of investments in the operating companies. 
In other words, why should the holding company be permitted to take strategic 
or monopoly profits from its subsidiaries? Even before there was mandatory 
pressure from regulatory authorities,®^ certain holding companies had placed 

81 In its deci-sion in Smith v. Illinois Bell Tel Co., 282 U.S. 133 (1930), the Supreme Court 
had stated that the cost to the affiliated company was relevant in judging the reasonableness 
of intercompany payments on account of services or purchases. 
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their service contracts on a cost basis. In May, 1930? Commonwealth and 
Southern Corporation adopted the service-at-cost plan.^^ Before its inquiry 
was completed the Federal Trade Commission was able to report that a num- 
ber of otlier companies had taken similar steps.^-^ Where the service contracts 
are on a cost basis and where the service affiliates are efficiently conducted, 
there is no doubt that the consumers benefit from the centralization of the 
managerial, engineering, and other functions. And, as was noted above, the 
holding company benefits too, in its capacity as the holder of the common 
stock and other securities of the operating utility. 

Income and Expenses of Holding Companies. The sources of holding- 
company income. If their activities were confined to holding the securities 
of operating companies, holding companies would have two sources of in- 
come: interest and dividends on the securities of the subsidiary companies, 
and profits from sales of investment securities. Most holding companies, how- 
ever, have also earned income directly or indirectly from the fees charged to 
subsidiary companies by various service companies. And finally, the financial 
reports of holding compnies showed what purported to be income as a re- 
sult of various accounting manipulations which will be mentioned subse- 
quently. Table 28 presents a summary of the sources of income for certain 
holding companies; both the amounts of income from different sources and 
the percentages are reported. 

Practically all of the income of the holding companies was derived from 
subsidiary companies over which they exercised control. In a few instances 
some income may have arisen from services performed for companies out- 
side the system. The profits that were derived from the sale of investment se- 
curities might also represent a source of outside income. The proportion of 
income which the holding company derived from different sources is a sig- 
nificant index of the relations that prevailed between the holding company 
and its operating subsidiaries. The tabulation attempts to make the important 
distinction between that income which was actually realized and that which 
was unrealized, a distinction of great significance in appraising the policy 
followed by the holding companies in administering their income and paying 
dividends. 

(i) Cash dividends. The receipt of cash dividends should be the normal 
method by which a holding company benefits from its investments in sub- 
sidiaries. The importance of the cash dividends varied markedly from one 
holding-company system to another. Some holding companies— United Gas 
Improvement Company, Niagara Hudson Power Corporation, and Columbia 
Gas and Electric Corporation — received more than 80 per cent of their income 
as cash dividends. Other holding companies derived a surprisingly small pro- 
portion of their income as cash dividends. At the time that the table was pre- 
pared the Cities Service Company had received only 4.9 per cent of its income 
as cash dividends, but subsequently some of its unrealized income was re- 
alized. The Central Public Service Corporation was another whose dividend 
Jfloody’s PtiMic Utilities, igso, p. ISSJ' 

Columbia Engineering and Management Corp. (pp. 640-641), Buffalo, Niagara & Eastern 
Power Corp. (pp. 647-648), Southeastern Power & Light Co. (pp. 641-643), North American 
Co., general -management service (pp. 648-649). {Utility Corporations, No. 72-A.) 



CORPORATE STRUCTURES ng 

income was small, for reasons to be shortly mentioned. The Electric Bond and 
Share Company’s small proportion of cash dividends, 14.4 per cent, reflects 
the fact that its holdings of the securities of its subsidiary companies were 
relatively small and its earnings from servicing contracts relatively large. A 
comment is also necessary with respect to the cash dividends shown by As- 
sociated Gas and Electric Corporation, 76.5 per cent of its total income; 
$29,793,398 of the dividends in a total of $69,600,835 were charged by the sub- 
sidiaries to capital surplus account and, therefore, should not have been re- 
corded as income.^^ 

The importance of the source from which cash dividends were paid was 
often overlooked by holding companies, with consequent serious mistakes in 
the administration of income. Cash dividends should be paid from net earn- 
ings only, and when the cash dividend is paid from the accumulated earned 
surplus, it is important for that fact to be known to the stockholder, who may 
have to regard a part of the payment as a return of his investment if he pur- 
chased the stock at a premium. A common and grave error was the payment 
of dividends from capital surplus or paid-in surplus which had been created 
through crediting sums received from the sale of securities to surplus instead 
of to the capital-stock account. The payment of dividends from capital surplus 
is obviously a return of capital. 

The payment of unearned dividends was one of the causes for the failure 
of certain holding companies. The W. B. Foshay Company paid dividends 
of $1,104,995 from January i, 1920, to October 31, 1929, its books showing a 
total net income of $1,692,277 during this period; but $1,501,689 of this “net 
income” represented inflation of securities which it owned and $441,992 was 
unrealized profit on the sale of properties to subsidiaries; instead of a net in- 
come of $1,692,277, the company had sustained a loss of $251,414.®" The Cen- 
tral Public Service Corporation (controlled by Albert E. Pierce and Company) 
paid dividends totaling $15,420,184 ($7,029,019 in cash and $8,391,165 in capi- 
tal stock), from January i, 1924, to December 31, 1931; its books showed gross 
income of $22,361,364; operating expenses and interest, taxes, and other fixed 
charges should have absorbed $14,747,430, leaving an apparent net income of 
$7,613,934; but of the total gross revenues, only $14,059,284 were actually re- 
alized income, and the expenses and fixed charges exceeded this realized in- 
come by $688,146.®® As a third horrible example of what should not be done, 
Insull Utility Investments, Inc., charged against surplus for dividend pay- 
ments the sum of $17,669,732 from January i, 1929, to April 16, 1932, when the 
company went into receivership, at the same time showing a net income on 
its books of $31,492,550; however, the income actually received amounted to 
approximately $12,400,000, and the general expenses and interest expense 
came to approximately $14,400,000.®^ The seriousness of such dividend prac- 
tices requires no emphasis. 

(2) Interest income. Interest has been a significant item of income for some 

Utility Corporations, No. 72- A, p. 44 i- 

® 5 In the federal district court, the financial conduct of the Foshay company was branded 
as dishonest and fraudulent, and two of the responsible officers were sent to jail. {Utility Cor- 
porations, No. 72-A, pp. 445-446.) 

Utility Corporations, No. 72-A, pp. 446-447. Utility Corporations. No. 72- A, p. 447. 
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TABLE 

Sources of Income of Certain Holding 


(ooo omitted) 



Electric Bond & 
Share Co. 

American Power 
& Light Co. 

American Gas 
& Electric Co. 

Period covered (7 years where figures were 
available). 

Reference to report on Utility Corporations 

7 years, 

1922-28 
(Vol. 23-24, 

p.663) 

7 years, 

1921-27 
(Vol. 23-24, 
p. 998) 

7 years, 
1922-28 
(Vol. 21-22, 
p. 895) 

AMOUNT OF INCOME 

Realized on investments 

Cash dividends 

Interest 

$14=989 

14,050 

$27,966 

11=305 

153=537 

14.793 

Total realized on investments 

29,039 

39=271 

68,330 

Unrealized on investments'^ 

Stock dividends 

8,292 







Total unrealized on investments ^ .... 

8,292 



Other income {partly unrealized ®) 

Servicing fees, etc 

Sales of investment securities, etc 

Underwriting and financing 

41,287 

13=512 

10,079 

1,685 

525 

328 

12,363 

Handling Federal income-tax payments . 
Miscellaneous 

2,217 

1=332 

1,126 

Total other income (partly unreal- 
ized «) 

67,095 

3=870 

13.489 

Total income • 

104,426 

43,141 

81,819 

PER CENT OF INCOME 

Realized on investments 

Cash dividends 

Interest 

Per cent 

14.4 

13.4 

Per cent 

64.8 

26.2 

Per cent 
65.4 

18.1 

Total realized on investments 

27.8 

91.0 

83.5 

Unrealized on investments'^ 

Stock dividends 

Undistributed earnings 

7-9 



Total unrealized on investments ^ . . . . 

7-9 



Other income (partly unrealized^) 

Servicing fees, etc 

Sale of investment securities, etc 

Underwriting and financing 

Syndicate participation 

Handling Federal income-tax payments . . 
Miscellaneous 

39-6 

12.9 

97 

3-9 

1.2 

0.8 

3-1 

15.1 

1.4 

Total other income (partly unreal- 
ized ®) 

64.3 

9.0 

16.5 

Total income 

100.0 

100.0 

100.0 


^This unrealized income on investments in subsidiaries was not realized because the subsidi- 
aries retained their earnings. Considered from a consolidated basis, a part of this income may 
properly appear as realized income of the holtfmg company and subsidiaries. 
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28 

Companies — Amounts and Percentages * 


(000 omitted) 



* Source: Utility Corporations, No. pp. 423-426. 

^ Unrealized income when recorded. Subsequent realization by sales of stock received as divh 
dends was uridctermined- 
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TABLE 28 

Sources of Income of Certain Holding 


(000 omitted) 



Columbia Gas & 
Electric Corp. 

Niagara Hudson 
Power Corp. 

The United 
Gas Improve- 
ment Co. 

Period covered (7 years where figures were 
available) . 

Reference to report on Utility Corporations 

4 years, 

1927-30 
(Vol. 47, 
p. 825) 

3 years, 

1930-32 
(Vol. 72, 
pp. 271-274) 

7 years, 
1924-30 
(Vol. 51, 
p. 648) 

AMOUNT OF INCOME 

Realized on investments 

$105,172 

16,857 

$30,674 

$121,132 

Interest 

6,226 

5,985 

Total realized on investments 

122,029 

36,900 

127,117 

Unrealized on mvestments ^ 



2 408 








Total unrealized on investments ^ . 



2408 

Other income {partly unrealized ®) 

Servicing fees, etc 

Sales of investment securities, etc 

Underwriting and financing 

Syndicate participation 

Handling Federal income-taK payments . . 
Miscellaneous 

5,964 

8 

7,195 

2,417 

Total other income (partly unreal- 
ized s) 

5,964 

8 

9,612 

Total income 

127,993 

36,908 

1 137,137 

PER CENT OF INCOME 

Realized on investments 

Cash dividends 

Interest 

Per cent 

82.2 

13.2 

Per cent 

83.1 

16.9 

Per cent 
88.3 

4.4 

Total realized on investments 

95-4 

100.0 

92.7 

Unrealized on investments'^ 

Stock dividends 

Undistributed earnings 



^•3 

Total unrealized on investments ^ . . . . 



^■3 

Other income {partly unrealized^) 
Servicing fees, etc 



5.2 

Sale of investment securities, etc 

Underwriting and financing 

Syndicate participation 

Handling Federal income-tax payments . . 
Miscellaneous 

4.6 


1.8 

Total other income (partly unreal- 
ized ®) 

4.6 

0 

7.0 

Total income 

lOO.O 

100.0 

100.0 


® Certain holding companies did not realize all the income which was recorded as income, 
such as gains from intercompany sales of securities and other gains recorded from appreciation of 
securities. 

^ Of this amount $69,124,000, or slightly over one-third, was realized tlirough distribution by 
the subsidiaries, prior to Dec. 31, 1930, at which date $112,803,000 was unrealized. 
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(Continued) 

Companies — Amounts and Percentages 



® Certain holding companies did not realize all the income which was recorded as income, such 
as gains from intercompany sales of securities and other gains recorded from appreciation of 
surplus. 
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holding companies, but for others it has been of little importance. Such in- 
come has been derived from loans to subsidiaries, from investments in interest- 
bearing securities, from call loans and bank deposits, and from other sources. 
By far" the larger proportion has come from loans to subsidiaries, sometimes 
on open account and sometimes on a note. Some holding companies borrowed 
from any operating company with an excess of cash funds and reloaned to 
other sLilisidiary companies; some holding companies paid the same rate of 
interest as was received on loans to subsidiary companies, and others loaned 
at a higher rate of interest than they paid. 

Intercompany loans may be a very convenient form of financing for the 
operating company. Funds are secured promptly and without red tape. The 
necessity of seeking commission approval for an issue of securities is post- 
poned, sometimes until after the capital expenditures have been completed. 
The company is able to select a time for issuing securities when the conditions 
of the investment market are favorable. 

Intercompany loans may be abused. The holding company may treat the 
intercompany loans as a source of income to itself without regard to the sub- 
sidiary’s need for funds. The interest charge to the operating company may be 
above the rate at which it could obtain funds on its own credit. 

(3) Stoc/^ dividends. Stock dividends, as declared by utility holding com- 
panies, have customarily been paid in common stock. A common-stock divi- 
dend may be defined as a distribution of common stock, the common-stock 
account being increased and the earned-surplus account being correspondingly 
reduced.®® 

The source from which stock dividends are paid requires careful investi- 
gation. These dividends should be paid only from earned surplus. In the 
past, stock dividends have been paid from surpluses resulting from write-ups 
of capital accounts, from unrealized intercompany profits, and from the capi- 
talization of arbitrary overheads and intangibles. Such accounting practices 
deceive the stockholder as to the true earnings of the company, and the pay- 
ment of stock dividends on the basis of such a fictitious surplus only furthers 
the deception. 

Utility companies have followed two policies with respect to stock divi- 
dends. The more usual policy has been the declaration of an occasional stock 
dividend, signifying that a certain proportion of the earned surplus of the 
corporation has been permanently retained in the business. If the corporation 
has been successful so that an earned surplus has accumulated, and if the ex- 
pansion of the corporation’s business has justified further investment, the 
reinvestment of earnings has enabled the management to carry out a policy 
of expansion without the necessity of an appeal to the investment market for 
funds, and, in the case of utilities located in the more progressive states, with- 
out the. necessity of securing the commission’s approval for the new capital in- 

This definition serves to distinguish the stock-split in which the common-stock account 
is not changed, a greater number of shares having the same valuation on the balance sheet 
as the smaller number of shares had before the split-up. The distribution of stock on the basis 
of capital surplus should not be regarded as a stock dividend; the corporation simply reclassi- 
fies the capital accounts in which the sums paid by investors are recorded. 
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vestments. Much more dubious is the second policy, that of declaring a periodic 
stock dividend, in addition to, or in lieu of, a cash dividend. 

While the reinvestment of earnings and the payment of stock dividends 
may have an appeal for the management of a corporation which can profitably 
make further investments and wishes to avoid an appeal to the investment 
market, the stock dividend has little justification from the point of view of the 
stockholder. Both from the viewpoint of public policy and in order that the 
stockholder’s judgment may be recorded, it is desirable that the corporation 
be under the necessity of submitting its request for any substantial increase in 
capital to the disinterested judgment of the investment market; only by com- 
peting in the open market for investment funds is there any assurance that 
the management is not expanding its enterprise when the interests of the 
whole economy would be better served by investments in another direction. 
A final count against the stock dividend, again from the viewpoint of both 
the investor and of general public policy, is the fact that the stock dividend 
lends itself to manipulation and deception. 

The accounting for stock dividends is important for the issuing corporation 
and for the recipient. The amount of the stock dividend should be added to 
the capital-stock account and deducted from the earned surplus account. If 
the stock dividend is in excess of the earnings of the current period, that fact 
should be made plain to the recipients. The recipient shoulcl not record the 
stock dividend as income, for several reasons; the book value or equity of 
total common stock of the distributing company is not changed; the book 
value of the total number of shares held by the recipient is likewise unchanged; 
and the recipient cannot realize a cash income without selling some of his 
shares, and in selling he diminishes his equity proportionally.’^-' Holding com- 
panies have followed different practices in recording the stock dividends 
which they have received: the Electric Bond and Share Company generally 
recorded such dividends at the same value as the credit to the common-stock 

The following example will illustrate the differing results of cash and stock dividends. For 
simplicity it is assumed that the market value of the stock is equal to its book value. 


(t) Company A; 

(a) Before dividend declaration: 

Capital stock (100,000 shares) $10,000,000.00 

Earned .surplus: 

At beginning of year 2,000,000.00 

For year 1,000,000.00 

Total equity of capital stock at end of year 13,000,000.00 

Value of stock per share at end of year r3P-00 


(b) After ca.sh dividend declared of 5 per cent: 

Capital stock (100,000 shares) 10,000,000.00 

Earned surplus after cash dividend 2,500,000.00 

Total equity of capital stock 12,500,000.00 

Value of stock per share 125.00 


(e) After stock dividend declared of 5 per cent: 

Capital stock (105,000 shares) 10,500,000,00 

Earned surplus after stock dividends 2,500,000.00 

Total equity of capital stock 13,000,000.00 

Value of stock per share 123.^1 


[Footnote continued on page 136.] 
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account of the issuing company; Middle West Utilities Company and Insull 
Investments, Inc., recorded stock dividends as income at the market price on 
the date received; the United Gas Improvement Company did not record its 
stock dividends as income and assigned no value to them.'*^ The method fol- 
lowed by the United Gas Improvement Company is clearly preferable, since 
the other methods make possible an erroneous interpretation of the financial 
condition if it is not understood that the stock dividends are “unrealized” as 
income. 

(4) Undistributed earnings of subsidiaries. One reprehensible practice of 
utility holding companies was that of recording as income the earnings of 
subsidiaries, although the subsidiaries had not declared any dividend or set up 
any book obligation to make any payment to the holding company. Fortu- 
nately, the practice was not used by all holding-company groups. With the 
exception of the Cities Service Company, the earnings taken up were after 
provision for operating expenses, depreciation, bond interest and expense, and 
preferred dividends. The general procedure was to establish an asset account — 
“investments in common stocks of subsidiaries” or “earnings receivable” — and 
record a corresponding credit to income or earned surplus. 

There are at least three serious objections to recording the undistributed 
earnings of subsidiaries as holding-company income. First, it overstates the 
assets and surplus of the holding company, recording as an asset an item over 
which the holding company may never have legal ownership. The practice 
permits both the operating companies and the holding company to present a 
stronger financial appearance, and may deceive investors and creditors. With 
pyramiding, the same earnings may be simultaneously included in the income 


[footnote 8 g {continued)] 

(2) Stockholder X: 

{a) Before dividend declaration: 

X owns too shares: 

Par value 

Surplus 

Equity 

Value per share 

{b) After cash dividend declared of 5 per cent: 

X owns too shares: 

Par value 

Surplus 

Equity 

Income 

He continues to hold i/iooo of the equity, value per share 
(c) After stock dividends declared of 5 per cent: 

X owns 105 shares: 

Par value 


10.000. 00 
3,000.00 

13.000. 00 

130-00 

10.000. 00 
2,500.00 

12,500.00 


500.00 



10,500.00 


Surplus 2,500.00 

Total 13,000.00 

Value per share 123.81 

{Utility Corporations, No. ya-A, p. 454.) 

The 1931 income statement carried a footnote indicating the earnings per share if the 
stock dividends had been recorded at no value and if they had been recorded at market value. 
Utility Corporations, No. 72-A, pp. 455-457, 
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statements and balance sheets of several corporations.*^- Secondly, the prac- 
tice of taking up undistributed earnings permits the payment of dividends by 
holding companies when it is inexpedient or undesirable for the subsidiary 
companies to declare and pay cash dividends to the holding companies.**" 
Thirdly, the taking up of undistributed earnings of subsidiaries has been used 
to permit the holding company to circumvent the restrictions of bond inden- 
tures.**'^ 

(5) Management, supervision, and other servicing fees. Income in the form 
of management, supervision, and other servicing fees may be received by the 
holding company directly from the subsidiary companies, as in the case of the 
Electric Bond and Share Company, or indirectly in the form of dividends from 
affiliated servicing companies, as in the Associated Gas and Electric group. 
The importance of servicing fees has diffiered in the various holding-company 
systems. According to Table 28, the Electric Bond and Share Company de- 
rived over 39 per cent of its income from this source, while the Niagara Hud- 
son Power Corporation and the Columbia Gas and Electric Corporation re- 
ceived no income in this form. In most holding-company systems, the servicing 
fees were a significant, though relatively small, source of revenue. 

(6) Profits from the sale of investment securities. Some holding-company 
systems recorded large profits from the sale of investment securities. In Ta- 
ble 28 it appears that the Middle West Utilities derived 28.0 per cent of its 
income from this source, the National Electric Power Company 35.7 per cent, 
the Electric Bond and Share Company 12.9 per cent, and the Standard Gas 
and Electric Company 8.9 per cent. This “income” should be regarded with 
critical skepticism. The investment securities sold were commonly those of 
subsidiary companies, and the purchaser was ordinarily another subsidiary or 

The Arkansas Natural Gas Carp., a sub-holding company of Cities Service Co., illustrates 
this result. “On December 31, 1930, the Arkansas company reported a surplus of $5,980,246. 
Of this amount $5,081,213 was created by taking up undistributed earnings of subsidiaries. 
Coincident with the taking up of undistributed earnings of subsidiaries by the yVrkansas com- 
pany, Cities Service Co. took up the undistributed earnings of its subsidiary or Arkansas Natural 
Gas Corporation. The situation on December 31, 1930, therefore, was [that] the subsidiaries re- 
ported a corporate surplus of $5,081,213, the Arkansas company reported a corporate surplus 
of $5,980,246, and of Cities Service Co.’s corporate surplus $5,980,246 represented uncollected 
and undistributed earnings of the Arkansas company. The combined surpluses reported by the 
three corporate entities were 117,041,706; however, if the surpluses were consolidated rather than 
combined, then $11,061,460 must be eliminated, due to duplication, leaving a consolidated sur- 
plus of $5,980,246.” {Utility Corporations, No. 72-A, p. 470.) 

Thus during the period 1922 to 1929, the Associated Gas and Electric Company took up 
as income at least $15,839,000 of undistributed earnings; that virtually all of these earnings were 
paid out in dividends is indicated by the fact that the balance of the surplus account on De- 
cember 31, 1929, was only $1,886,033. {Utility Corporations, No. 72-A, p. 469.) 

A bond indenture of the Cities Service Power & Light Co. provided that no dividends, 
other than stock dividends, should be paid out of the dividends received from subsidiaries if the 
combined provision for depreciation of the subsidiaries \vas less than $13,957,000. The net earn- 
ings of the subsidiaries, after deduction for the depreciation provision, would not have per- 
mitted the payment of a cash dividend by the holding company. The holding company, however, 
took up the undistributed earnings of the subsidiaries, before any deduction for provision for 
depreciation; and the holding company set up as a depreciation reserve a smaller amount than 
that set up by the subsidiaries. The payment of dividends by the Cities Service Power & Light 
Co. under these circumstances amounted to their payment out of depreciation reserve. {Utility 
Corporations, No. 72-A, p. 472.) 
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affiliated company. The write-ups that accompanied such intercompany trans- 
actions have already been remarked. The same interests were on both sides 
of the transaction; the price was whatever the exigencies of the moment re- 
quired; the profits were unrealized and largely fictitious. In the unusual trans- 
action, where investments were sold to outside interests, there might be a 
realized profit, as when the United Gas Improvement Company disposed of 
its stock in General Gas and Electric Corporation.*’^' 

(7) Commissions on financijzg and iindenvnting. Sometimes the holding 
company purchased the securities of the subsidiary companies and arranged 
for their ultimate sale to investors; at other times the holding company nego- 
tiated with investment bankers for the underwriting and sale of the subsidi- 
aries’ securities. The holding company, in the first situation, usually received 
a payment intended to cover the entire costs of disposing of the securities and 
an additional element of profit; in the second, the holding company commonly 
received a financing commission and in addition might have a further sum 
arising from its organization of, or participation in, the underwritng and sale 
of the security. In some instances these payments to the holding company 
were little more than a tax or toll which the holding company was able to 
collect because of its control over the subsidiary; this would be true where 
the operating subsidiary might have negotiated the placement ol; its own se- 
curities without the intervention of the holding company. According to Table 
28, the Electric Bond and Share Company was the only company showing 
substantial income, 9.7 per cent, from this source, but in other holding com- 
panies such profits often accrued through a financing affiliate. 

(8) Income from syndicate participation. Income received from participa- 
tion in syndicates was only an occasional source of revenue for holding com- 
panies. The North American Company and the Standard Gas and Electric 
Company were reported to have moderate incomes from such operations. 

(9) Income from handling federal income-tax payments. This income arose 
from some holding companies’ practice of collecting from the operating sub- 
sidiaries their estimated liability for the federal income tax on the basis of their 
individual incomes; and the holding company then filed a consolidated re- 

■ turn for the entire system. The tax obligation of the holding-com],)an,y system 
on a consolidated basis was often less than the aggregate of the sums which 
had been collected from subsidiaries, and the excess was trcalt-d as income by 
some holding companies. From 1923 to 1929, this i)ractice accounted for 3.3 
per cent of the total income of the Associated Gas and Electric Ctimpany, a.nd 
for 1.6 per cent of the income of the North American Company. Fnnn 1926 
to 1929, Associated Gas and Electric Company collected S2,()3S,5i3.]2 for in- 
come taxes and paid no federal income tax whatever. Ami from 1922 to 1930, 
the Cities Service Company collected 111,611,601.25 for income taxes from its 
subsidiaries, and on a consolidated basis paid income taxes of $1,745,220.98, a, 
gain of $9,866,380.37 for the holding company.*’® 

The creation of income out of tax management has been condemned as a 

It is significant that the United Gas Improvement Co. added its profit of $9,307,540 directly 
to surplus and did not consider it as current earnings. 
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dubious practice: there was no justification for the holding company’s ab- 
sorption of the benefits of the payment of taxes on a consolidated basis; a 
proper tieatment of federal income taxes would have prorated the saving 
from the consolidated return among the subsidiaries. The practice resulted 
in an overstatement of the true tax responsibility of the operating utilities 
and a corresponding understatement of their net income available as a fair 
return. 

(10) Miscelhineoiis income. Some miscellaneous income arose from non- 
utility ojicrations, such as advice on insurance matters, the preparation of 
property surveys, and other like activities. These items are of little significance. 

Expenses. 1 he expenses which a holding company sustains depends upon 
the nature of its operations. Where it renders no management services, the 
holding company has only expenses incidental to maintaining the corporate 
organizaiiun, administering its investments, and distributing the earnings. 
The expen.ses ol a holding company supplying management and other services 
to its subsidiaries will vary with the character of those services. Table 29 indi- 
cates that the ratio of total expenses to gross income for holding companies 
furnishing some services varied from 6.4 per cent for the North American 
Company to 28.6 per cent tor the Electric Bond and Share Company. The low 
ratios for the Standard Gas and Electric Company and the Associated Gas 
and Electric Company reflect the fact that subsidiary servicing companies per- 
formed the services in those groups. 

TABLE 29 

Gross Income .vnd Operating Expenses of Certain Holding Companies with 
R. vnos OF Expenses to Income, for Designated Years * 


Company 

Based 

on 

year 

Gross 

income 

0 per atm g 
expenses 

Ratio ex- 
penses to 
income 
(Percent') 

Electric Bond Sc Share Co 

1931 

$23,962,762 

$6,856,599 

28.6 

North American Lielu & l\>\ver Co. 

1929 

6,672,794 

1,429,049 

21.4 

New Englaml Power Association . . 

1929 

8,334050 

1,047,628 

12.5 

linitetl Gas finprovcmciiL Co 

1930 1 

36,017,418 

3,396,825 

9.4 

American tias Sc i'.leciric Co 

1928 

18,874,710 

1,692,037 

8.9 

Middle W’est Utilities Co 

1929 

18,595,689 

1,501,257 

8.1 

The North .\meric.in Co 

1929 

20,162,384 

1,291,602 

6.4 

Standard Cias k lilectric Co 

1929 

14,164,646 

188,721 

1.4 

Assueialed Ga.s Sc Idectric Ct) 

1928 

15,914,5x0 

147,004 j 

•9 


* LUilitv Corporations, No. 72-A, p. 484. 


li.nt.MitNT RF.f;\R!n\r, the Public Utility Holding Comp.vny. In formulat- 
ing a jutlgment witli re.spect to the public utility holding companies and their 
conduct, it will be convenient to consider their alleged advantages from three 
points of view — that of management and control, that of operating companies 
and the ccttLsumer. and that of investment and the investing public— and the 
alleged disadvatifages also from three points of view— that of operating com- 
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panics and the consumer, that of the investing public, and that of regulation 
and public control. Some holding-company practices are significant from all 
six points of view. 

Advantages to the management and control. The holding company pre- 
sented many advantages to the management and to those in control of utility 
systems, and entailed no disadvantages, unless the fact that some managements 
were tempted to overreach themselves and ended in bankruptcy is so regarded. 
These advantages can be summarily described under nine headings. 

(1) The adaptability of the corporate form of organization. The use of the 
corporate form of organization rendered the erection of holding-company 
systems extremely simple. The holding-company system was thus afforded 
permanence in organization. The system also possessed extreme flexibility, 
permitting the separation of parts of the system by the simple expedient of 
disposing of the controlling stock interest in the unit to be divorced. Different 
functions could be organized into separate corporate entities, permitting any 
desired arrangement of legal responsibility, limiting and isolating liability for 
losses, securing advantageous financing of subsidiaries, et cetera. 

(2) Formal compliance with state laws. The use of the holding company 
permitted the combination of many properties within the same system, de- 
spite state laws which required that only domestic corporations should carry 
on public utility operations within the state. Where particular subsidiaries 
possessed valuable franchise privileges, their acquisition was possible without 
disturbing the continuity of the subsidiary corporation. Related activities that 
were not permitted to utility corporations have been carried on through sep- 
arately incorporated units. It permitted operating units to comply with the 
more stringent requirements of the statutes of some states without the holding 
company, or other units of the system, having to submit themselves to that 
more stringent Jurisdiction. 

(3) Capitalization of controlling stock interests. A most significant advan- 
tage for the controlling group has been the possibility of reducing their in- 
vestment in subsidiarie.s, without any loss of control, through the incorpora- 
tion of intermediate holding companies. Through the pyramiding device, 
holding-company systems have quite literally been built with “other peoples’ 
money.” 

(4) Pyramiding of earnings. The pyramiding of earnings supplied one of 
the strongest incentives to the establishment of holding-company systems; it 
provided a rate of earnings which could cither be enjoyed from one year to 
another or secured all at once through a recapitalization of the system on the 
basis of its established earnings. 

(5) Speculative profits. Speculative profits were made on the acquisition of 
properties and their resale to the holding company. Speculative profits were 
also realized on the introduction of intermediate holding companies, that is, 
through the process of “capitalizing the controlling stock interest.” 

(6) Profits arising from improvements in operations. Tlie management of 
the holding company, through its control of the operating properties, was in 
a position to achieve increased efficiency in management through a centrali- 
zation of managerial functions in especially qualified executives. There were 
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economies to be realized in the use of materials and equipment; if certain 
units of equipment proved inadequate for one operating company, it was not 
necessary that they be retired at a loss if they could be used by another operat- 
ing subsidiary. Similarly, the holding company was in a position to assure 
expert engineering and supervision in the construction of new works. All of 
these improvements in operations reduced costs and yielded larger profits, 
which accrued to the holding company either in the form of larger earnings 
on its investment, or perhaps, in the form of fees paid by the operating com- 
panies to various service organizations controlled directly by the holding com- 
pany. 

(7) lax profits. Another source of gain to the top-holding company arose 
from the practice of paying federal income taxes on the basis of a consolidated 
return, and collecting from the individual subsidiary companies the estimated 
tax payments which each would have to make on the basis of an individual 
return, 

(8) Tempering the rigors of rate regulation. Among the natural-gas utilities 
particularly, the holding-company device proved advantageous in shifting the 
profits from the local distributing companies, subject to state regulation with 
respect to rates, to the pipeline and producing companies that were beyond the 
jurisdiction of the state commissions. This practice seems not to have been 
used by the electric-holding-company systems. 

(9) Remunerative employment. In many of the holding-company systems 
the final control was lodged in the officers and directors of the system. The 
building ol: the holding-company structure provided highly remunerative 
employment for those who exercised control. 

Adihintages to the operating companies and their consumers. The advan- 
tages accruing to operating companies and consumers from the activities of 
the holding companies are not capable of objective measurement. The extent 
of the advantages seemingly depended on the size and location of the utility, 
and on the costs which the holding company imposed on the operating com- 
pany in return for the services afforded. The advantages are usually described 
ill terms of improved services, lower rates, and increased utilization of service. 
There is no doubt that the better-managed holding companies did produce 
important gains in all three respects, though a part of the gains during the 
past quarter of a century, when holding companies were most active, must be 
attributed to the general development of the industry rather than to the par- 
ticular efforts of the holding companies. The advent of the holding company 
was least significant with respect to the large utilities serving large centers of 
population, and most important for the small local plants, especially if the 
latter were located outside of the eastern section of the country. The advan- 
tages credited to the holding company may be further discussed in terms of 
gains in operating efficiency, managerial improvements, financing, and im- 
provements in service. 

(i) Gains in operating efficiency. The holding companies were able to 
effect a combination of small plants, either into single large operating units, or 
into a closely integrated system. The growth of the holding-company system 
facilitated interconnections, not only between plants within the same system, 
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but also between plants under the control o£ different systems. Such inter- 
connections increased reliability of service and reduced the reserve capacity 
which each plant required. However, these advantages from interconnection 
could be secured by contractual arrangements between independent operating 
units, as has been demonstrated by the Connecticut Valley Power Exchange 
organized by the Hartford Electric Light Company, the Connecticut Light 
and Power Company, and the Turners Falls Power and Electric Company.*’' 
The holding-company organization also oTered a method of securing the 
benefits resulting from joint operation when the separate companies could 
not be combined into a single operating unit, for example, where the pro- 
hibitions of state statutes, the costs of retiring outstanding securities, the desire 
to preserve favorable franchises, or the like, made any outright merger impos- 
sible or inexpedient. 

(2) Improvements in management. At the time when holding-company 
organizations were dominant in the electric and gas industries, marked im- 
provements occurred in the technical and financial management of many 
operating utilities. 

(3) Improvements in service. Technically, the service was improved in de- 
pendability, in voltage regulation, and in adaptability to the developing de- 
mands of consumers. The service was made more widely available beyond the 
larger centers of population. The development of holding-company control 
was accompanied by an aggressive program of expansion through the promo- 
tion of increased consumption by lower rates, the promotion of new uses, and 
the extension of the service into new areas. If any criticism should be offered 
with respect to this program it would be that utility managements concen- 
trated their attention too largely on the so-called “competitive demand,” that 
is, the larger commercial and industrial users, and tended to assume that the 
small user was not a profitable channel for promoting increased consumption. 

Advantages relative to investment and the investing public. The public 
utility industry has occupied a favored position with respect to the investment 
character of its securities: it has normally been protected against competiticjn; 
it has a constitutional right to earn a nonconfiscatory return; the steady 
growth of the industry has caused regulatory authorities to be sensitive to the 
investment position of utilities and to establish rates with a view to the attrac- 
tion of new capital; and the demand for the utility service has generally been 
stable and predictable. Despite the favorable financial status of operating- 
utilities, the holding company promoted more adequate investment of capital 
and, it was said, added elements of security to the investor’s position. 

(i) More adequate financing. The better-managed hokling companies 
were distinctly successful in promoting more adequate financing of operating 
companies. In part, this gain was accomplished through fjrg.'inizing larger 
operating units, reorganizing their capitalization to create a balancetl capital 
structure, and aiding in the sale of their securities to the investing pnlilic. And 
in part the improvement resulted from the ability of some holding caimpanies 
to sell their own securities and to invest the proceeds in buying the securities, 
particularly the common stocks, of operating companies. The holding com- 
Z7*7ify Corpora//o»f, No. 72-A, pp. 719-723. 
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panics also aided by advancing loans when it was not expedient for the sub- 
sidiary to offer its securities in the investment market. No doubt more ade- 
quate financing at lower costs has been made available to the small, local 
utility, especially to those located in the southern or western states. But it may 
be doubted whether the holding company has been able to make capital avail- 
able more abundantly or more cheaply for the larger operating companies or 
for those located in the eastern section of the country. 

(2) Diversity in investment. The gain to investors from “diversity” through 
the substitution of holding-company securities for operating-company issues 
has been iterated and reiterated by holding-company spokesmen. The validity 
of the claims with respect to diversity is much disputed. The experience of the 
depression did not support the claims that had been made with respect to 
securities issued on the basis of a diversified holding of operating-company 
securities, but whether the disappointing showing reflected on the diversity 
principle in the abstract or whether the benefits of diversity were more than 
offset by other faults in the financial practices of holding companies could be 
determined only by an analysis of the financial history of the particular hold- 
ing-compa ny system 

Discul vantages to operating companies and consumers. The disadvantages 
at which the operating companies were sometimes placed by the policies and 
practices of their holding companies frequently deprived the consumer of any 
benefits which he might have sustained from the development of the holding- 
company system, ancl in a few instances left him in a worse position. 

(1) Excessive purchase price. One grave objection to unregulated acquisi- 
tions of operating companies by holding companies, especially when there was 
competition between holding-company groups for the control of the same 
pi'operty, was the excessive prices paid for strategically located properties. The 
evils of the excessive price were continuing — pressure to wring the maximum 
of income from the costly property, write-ups of assets to justify the price, 
neglect of provision for depreciation, et cetera. 

(2) Write-ups and stock-watering. The practices of write-ups and stock- 
watering have been fully discussed, and it remains only to consider their ef- 
fects upon the consumer. Normally, the write-up was accompanied by an 
increase in the surplus account and thereafter an increase in outstanding se- 
curities, that is, stock-watering. The effect of the write-up was always a dis- 
tortion of the true rate of earnings, forestalling criticism of rates as too high, 
constituting an obstacle to any reduction in earnings, and permitting the com- 
pany to conceal its true financial condition. Most of the write-ups were capi- 
talized through the issuance of securities which were sold to the investing 
public. Such write-ups as were not capitalized were included in surplus ac- 
count and formed the basis of unsound financial policies, especially with re- 
spect to dividend payment. 

The consequences of these policies for consumers are difficult to determine 
quantitatively, but it may safely be affirmed that the net effect was to keep the 
level of charges to consumers higher than they would otheinvise have been. 
If the connection between write-ups and rates were not more direct, as it 

See Douglas, Dewoawy pp. 152-162. 
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usually was, the deterioration in the investment standing of utility securities 
could be expected to produce first an increase in the costs of capital and ulti- 
mately a higher rate of return and higher charges to consumers. 

(3) Pyramiding of control. In the present context, it may be noted that the 
pyramiding of control resulted in concentrating the policy-making functions 
for the industry in the hands of individuals whose financial exigencies usually 
required that they give first consideration neither to the consumers nor tc the 
genuine investors who supplied the operating properties with their equipment, 
but to the relatively speculative investors who held the securities of the hold- 
ing companies. Furthermore, the pyramid was so sensitive to every change 
in the income of the operating companies and so grossly overcapitalized that 
the managements could not contemplate any reduction in the earnings of the 
operating companies with equanimity, even when required in fairness to con- 
sumers. In addition, the pyramiding process brought collateral dangers — the 
possibility of manipulation of accounts, secrecy as to financial conditions, 
misrepresentation of assets, liabilities, and income, diversion of funds to af- 
filiated companies, et cetera. The pyramiding of control was an evil in itself 
and it was the fountain from which other evils sprang. 

(4) Lack of planning in consolidations. A substantial part of the empire- 
building among electric and gas holding companies was in direct conflict with 
all the dictates of engineering efficiency. Competitive considerations and op- 
portunism, especially in the 1920’s, rather than sound economic planning, 
characterized acquisitions. Indeed, the operating properties were frequently 
so scattered, so surrounded by properties belonging to other systems, that the 
organization of an economically integrated system was often impossible. This 
evil was more apparent among the speculatively managed holding companies 
and among the systems that grew most rapidly in the later stages of holding- 
company development. 

(5) Manipulation of accounts. The preceding discussion of holding-com- 
pany practices makes it abundantly clear that the accounting practices of 
the holding companies did not always conform to the established standards. 
Like pyramiding, the manipulation of accounts was an evil in itself, conceal- 
ing the true condition of the company and misrepresenting the costs of render- 
ing a public service, but the indictment against the manipulation is more se- 
rious than mere misrepresentation — it permitted a variety of practices which 
increased the cost of the service and weakened the financial position of the 
utilities. 

(6) Inadequacy of the' provision for depreciation. In general, the light and 
power utilities followed the retirement-expense method of accounting for 
depreciation, accumulating a reserve only to the extent necessary to equalize 
the annual charges against operating expenses. But the Federal Trade Com- 
mission investigation revealed that the reserves accumulated and the sums 
charged annually for depreciation were inadequate even on the retirement 
basis.'*® Many companies made smaller provision for depreciation than the 
claims which they submitted in making their returns for the federal income 
tax. 

Utility Corporations, 


CORPORATE STRUCTURES 145 

Inadequate provision for depreciation had important consequences for con- 
sumers: new capital had to be raised to provide replacements, increasing the 
cost of the service; the overstatement of net income permitted the dissipation 
of the utility’s funds through the payment of dividends out of capital; addi- 
tional security issues increased the cost of all capital and doubtless retarded 
new investments in extending and improving the serviced 

(7) Excessive management and service fees. Whether the management 
and other service fees which the holding companies and their affiliates charged 
to the operating utilities are judged excessive depends on the standards 
adopted for measurement. The fees were seldom in excess of the cost to the 
operating company of supplying itself with an equivalent service. But the 
fees charged were greatly in excess of the cost to the holding company or to 
the service affiliate. It has generally been assumed that the cost standard was 
the only justifiable standard for a regulated industry, it being inappropriate 
for one “department” of an enterprise to profit on its dealings with another 
“department.” 

(8) Excessive construction fees. Unlike management fees, the amount of 
the construction fees did not have an immediate effect upon the costs of 
rendering the utility service. But these fees did increase the capital costs 
of the utility company, and in the long run meant a larger fair return and a 
larger provision for depreciation. 

Disadvantages to the investing public. The same policies which were detri- 
mental to the operating companies and to the consumer were also prejudicial 
to the interests of the investing public. 

(1) Pyramiding. There were two serious consequences of pyramiding from 
the investor’s point of view. First, the reduction in the investment by which 
the control of the system was maintained created a financially irresponsible 
management; their interests were speculative in that they were identified 
with the earnings of the top-holding company; and their financial interests — 
for example, in the matter of the charges to operating companies for man- 
agement and other services — were opposed to the interests of the investors in 
the operating and intermediate holding companies. Secondly, the investors 
found that the holding-company securities which they accepted in exchange 
for securities in the operating companies were more remote from the source 
of the earnings, and hence, more speculative; those who accepted the senior 
securities of a second-degree or higher-degree holding company exchanged a 
direct claim to the residual earnings of the operating company for a “preferred 
claim to a deferred claim to the residual earnings” of the system. 

(2) Speculative acquisition of operating properties at excessive prices. The 
investor was definitely injured whenever his holding company paid an exces- 
sive price for new properties. He experienced a dissipation of the surplus 
which the company might previously have built up out of earnings, and 
where the income from the new property did not justify the purchase price, 
the rate of earnings for the entire system suffered a diminution. 

(3) Write-ups and inflations. Whether the write-ups arose from promoters’ 
attempts to capitalize prospective earnings or from a program of readjusting 

xoo Utility Corporations, No. 72-A, pp. 849-851. 
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capital accounts, the issuance of securities on the basis of such write-ups was 
clearly stock-warering. When the increase in securities was in bonds and 
preferred stocks, the financial position of the issuing corporation was dis- 
tinctly weakened and the probabilities of receivership, with all its losses to 
security holders, were brought nearer. Where the result of the stock-watering 
was to create the appearance of a balanced capital structure, investors were 
deceived into placing further funds with the holding company. Even where 
the write-ups were not accompanied by an increase in outstanding securities, 
the write-ups had a speculative influence, misrepresented the financial posi- 
tion of the corporation, and aided in the deception of investors. 

(4) Misrepresentations and deceptions. While misrepresentations and de- 
ceptions were not characteristic of all holding companies, the presence of such 
practices among some of the larger and more prominent justifies a listing of 
this charge in appraising the effect of holding companies on investors. That 
such practices were possible was largely the fault of the lax corporation laws 
of some of the “bargain-counter” states in which the holding companies were 
incorporated. That some of these practices were not only reckless and improvi- 
dent, but actually criminal, is evidenced by the court actions that were brought 
against some holding-company executives and the jail sentences that followed. 

The multiplication of difl'erent classes and varieties of securities, carried to 
the extremes practiced by some companies, certainly made it impossible for 
investors to appraise intelligently the investment c]ualities of the securities 
they were asked to buy. Misrepresentations, innocent or otherwise, by security 
salesmen were a natural consequence. 

(5) Manipulation of stock-market prices. Although stock-market manipu- 
lations were not general, the practices of a minority of the holding-company 
managements created widespread distrust on the part of investors with re- 
spect to all utility securities. The investors lost hundreds of millions of dollars 
in the collapse of security prices. In some instances, they paid excessive prices 
as a result of the speculative fever that gripped the security exchanges. In other 
instances, the misrepresentations of the utility and holding companies’ finan- 
cial condition that prompted their purchases were directly chargeable to 
management. The most vicious of all misrepresentations were the cleliberate 
manipulations of the prices of securities on the stock exchange with full 
knowledge that tremendous losses would be imposed on investors. 

(6) The diversion of earnings to non-utility affiliates. The system of service 
contracts resulted in providing the top-holding companies with a source of 
income that came ahead of even the senior bonds of operating companies. 
Where these charges were excessive, the net earnings of the utilities were 
diminished, to the detriment of all investors in the utility companies and in 
the intermediate holding companies. 

Disadvantages with respect to regulation and public control. The most se- 
rious objection to the holding-company system has been the fact that it made 
effective regulation of public utilities impossible. 

(i) Absence of commission control over holding companies. The holding- 
company has not been considered a public utility company, and so has ivx 
been subject to the jurisdiction of the state commissions. Even if the holding 
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company should be classified as a public utility engaging in a business “af- 
fected with a public interest,” it would still be difficult, if not impossible, for 
tbe states to establish jurisdiction over corporations operating in many states. 

(2) Complexity of intercorporate relations. The holding-company systems 
developed such complexity of intercorporate relations that it was generally 
impossible for a state regulatory authority, even with the co-operation of the 
holding-company management (which w^as often lacking), to obtain accurate 
data with respect to the effect of the holding company on the costs and conduct 
of local operating utilities. In some instances, as the Federal Trade Commis- 
sion’s investigation revealed, it was apparently one of the purposes of the 
holding-company management to create corporate relations which would 
place certain affairs beyond the reach of commission inquiry and control. 

(3) Problems of interstate commerce. The development of the holding- 
company systems placed an increasing proportion of the utility business in 
the field of interstate commerce beyond the reach of the states.^*’ ^ 

(4) Circumvention of state laws. The operations of the holding companies 
circumvented many specific state laws. The Massachusetts law against the 
issuance by a foreign corporation of its own securities on the basis of its hold- 
ings in domestic corporations, without specific statutory authorization, was 
evaded through the use of the voluntary trust by which holding companies 
extended their domains into that state. State laws requiring that utility busi- 
nesses be conducted by domestic corporations were effectively nullified when 
all the stock of that domestic corporation was owned by a foreign holding 
company. Rec|uirements that securities be issued at par were evaded when the 
securities were issued to an affiliated corporation and the discount was con- 
cealed in a financing charge. Laws imposing double liability on stockholders 
have been met by having all the stock held by an especially created foreign 
corporation u'hose stock carried only single liability. The list could be length- 
ened. It is probable that some of the state laws that were evaded or circum- 
vented were unwise and uneconomic, but the fact remains that the holding 
companies were able to defeat the declared purposes of state legislatures. 

(5) Secrecy and concealment respecting intercompany relations. There 
have been repeated instances in the preceding discussion where it has been ap- 
parent that the regulatory authorities could not determine accurately the baisis 
for intercompany transactions. The write-up of assets and the inflation of se- 
curities made it difficult to discover either the true investment in the property 
or the actual cost of capital. The basis for charges for managerial and other 
services, particularly the costs of rendering those services, were not available 
to regulatory authorities. When the holding companies refused to acknowl- 
edge the right of the commissions to push inquiries into their relations with 
subsidiary operating companies and refused to supply requested information, 
the state commissions were generally blocked in their efforts to make regula- 
tion of the operating companies effective. 

(6) Write-ups and inflation of assets. The write-ups and inflation of capital 
accounts misstated the investment in operating properties, prevented com- 
missions from placing reliance on the rates of earnings shown by the com- 

^0^ Chapter V. 
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panics’ books, and often deprived the commission of the support of public 
opinion that would have been vocal if the true rate of earnings of the operating 
companies had been a matter of public knowledge. If the commission sought 
to regulate rates on a basis uninfluenced by write-ups, it was compelled either 
to engage in the difficult task of reconstructing the actual historical cost of 
the property or to undertake a time-consuming and costly valuation of the 
property. In either case, the whole program of rate regulation was rendered 
less effective. 

(7) Stock-watering and speculative financial policies. The holding com- 
panies were not subject to any effective control over their capital issues prior 
to the early 1930’s. The results of that situation in terms of stock-watering and 
other speculative practices have already been remarked. The investor did not 
distinguish readily between the holding company and the operating utility; 
and the significance of the distinction was blurred by the deliberately adopted 
publicity of some holding companies. Consequently, any policies which added 
to the speculative character of holding-company securities, or which resulted 
in losses to investors, undermined the investment position of all utility secuti- 
ties and increased the cost of capital to the industry. 

(8) Public relations. The public relations between the utility industries 
and the general public began to deteriorate with the first report of the Federal 
Trade Commission in 1927, based on an investigation started in 1925. In 1928, 
with the beginning of the more extensive inquiry, the public esteem for the 
industry, especially for the electric utilities, reached a new low. Effective regu- 
lation is difficult, if not impossible, in an atmosphere of distrust, yet such an 
atmosphere was the inevitable result of the revelation of the practices of the 
more notorious holding companies. Much of the criticism of public service 
commissions and the charge that there has been a breakdown in public regu- 
lation resulted from circumstances over which the commissions had no con- 
trol; nevertheless it vastly increased the difficulties of their regulatory tasks. 

In conclusion. The holding companies, at least those that were more con- 
servatively managed, brought many gains to the utility industry, especially to 
those sections of the industry that were organized as small, isolated units. 
As the holding-company system grew to maturity, excesses and abuses of the 
gravest order became so prevalent as to be characteristic, infecting the “good” 
companies as well as the “bad.” As it existed and performed in the 1920’s, 
there was no economic defense or justification for the holding-company sys- 
tem; the minimum of “reform” required, of necessity, changes that would 
appear “radical” against the background of that period.^®- 

10- The holding-company movement was not confined to the utility fields but was a general 
characteristic of American business. It may be e.xpected that the same practices were common- 
place among other holding-company dominated industries as were found in the electric and 
gas industries. In some industries, however, the pressure of competition may have operated to 
check certain of the excesses that were possible under conditions of regulated monopoly. 


CHAPTER V 


STATE AND FEDERAL RESPONSIBILITIES IN 
UTILITY REGULATION 

I. INTRODUCTORY 

The Purposes of Regulation. The early regulation o£ public utilities was 
essentially restrictive in character. Both in statutory provision and commis- 
sion activity there was an underlying assumption that only the interests of 
the consumers required protection. Little or no attention was given to the 
claims of investors or to the long-term ability of the corporation to raise new 
capital. In contrast to the restrictive regulation of the earlier period, modern 
regulation may be described as protective in character. It is now quite gen- 
erally recognized that all regulatory authorities have a threefold responsibility 
—to consumers, to investors, and to the community. 

The consumer. The importance of regulation to the consumer is often un- 
derestimated by those who refer to the few cents a day which consumers 
spend for particular utility services. In the aggregate, private utility corpora- 
tions other than railroads collect approximately as much from consumers as 
the total tax revenues of all local governmental units in the United States.^ The 
cost of utility services appears not only in the direct payments made by the in- 
dividual consumer, but also indirectly in the expenditures for other goods and 
services. The most obvious interest of the consumers is in reasonable rates: 
the general level of rates should be reasonable in relation to the cost of render- 
ing the service, and the rates for each class of service should be reasonable in 
relation to the charges for all. It is equally important that the service be ade- 
c]uate in quantity, that the quality of the service conform to the prevailing 
standards, and that extensions and improvements in the service be available 
as needed. 

The investor. The protection of the investor in the receipt of a reasonable 
return upon his legitimate investment is not inconsistent with the protection 
of the consumer, except in the case of a declining industry. The protection of 
the investor is a proper object of regulation, not merely as a matter of fair 
play and justice for those who have provided the capital funds with which 
the utility operations are carried on, but also in order that additional capital 
may be readily secured at reasonable costs. 

The community. The responsibilities of regulatory authorities are not ex- 
hausted with the protection of consumers and investors : the long-term inter- 
ests of the community at large must be safeguarded. The protection of the 
community imposes upon the commission or other body a measure of re- 

^In 1932, the tax collections of local governments was estimated at $4,716,000,000 (Total 
tax collections were estimated at $8,147,000,000, federal collections accounting for $1,789,000,000 
and state for $1,642,000,000). (National Industrial Conference Board, Bulletin, Sept. 15, 1939.) 
In the same year, private utility corporations (electric, traction, gas — manufactured and natural — , 
telephone, and, telegraph) had gross operating revenues of over $4,500,000,000. {Moody’s Public 
Utilities, 1938, p. .23.) 
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sponsibility for the continuing financial health of the company. In the in- 
terests of adequate service, the utility corporation is ordinarily protected from 
the competition of a like utility. It is likewise so regulated as to protect the 
future community from either poor service resulting from a deterioration of 
the physical plant or from high costs consequent upon an impairment of the 
investment character of its securities and insufficient capital. 

The Scope of Regulation. The scope of regulation, both with respect to the 
industries controlled and the activities subject to regulation, has experienced 
a continuing growth. Nearly all the activities of utility corporations are now 
under the supervision of regulatory commissions. Regulation began histor- 
ically with the control of rates, with the goal of preventing discriminatory 
and exorbitant charges. It soon became apparent that control of rates was of 
little importance without the power to establish service standards. It was then 
found that the main objectives of regulation were jeopardized by activities 
which were beyond the reach of the regulatory authority. Hence, regulation 
has been extended to accounting practices, operating expenses, the character 
and conditions of security issues, the propriety of intercorporate relations, the 
conditions of entry into the business and the necessity of capital extensions 
and improvements, and the circumstances under which mergers and ac- 
quisitions of securities or assets will be permitted. Only the more progressive 
commissions have been delegated authority over all of the activities enu- 
merated, but all of these activities are common objects of regulation in a sub- 
stantial number of the states. 

The Historical Development of Regulation. The historical antecedents 
of the modern governmental controls need not be noted in detail. It would, 
of course, be possible to trace regulation far back into antic|uity — to the price 
edicts of Diocletian, the medieval doctrine of the “just price,” the regulations 
of the craft and merchant gilds, and the all-pervasive controls of the mercan- 
tilist state. Or the economic regulations of our own colonial legislatures might 
provide the basis for a study of the origins of modern regulation. 

The beginnings of comprehensive public utility regulation in this country 
are usually identified with the establishment of the Ma.ssachusetts Board 
of Railroad Commissioners in 1869." In the 1870’s, a number of the Middle 
Western states, under the stimulus of the Granger aciiviiies, created com- 
missions for the regulation of railroads and other businesses. Prior to this 
period of commission regulation, there had been unsuccessful attempts to deal 
with the control of utilities by other devices — through charter and franchise 
provisions, through the judicial enforcement of the common-law obligations 
to render adequate service at reasonable and nondiscriminatory rates, and 
through the enactment of statutory rules governing the conduct of such busi- 
nesses. Many of the Granger commissions survived only a few years, but they 
were followed by more enduring bodies. 

The commission, with its modern complement of powers and responsibili- 
ties, dates from 1907 when Wisconsin and New York led the way with a 
revision of their regulatory statutes. The change from the restrictive purposes 
of control to the contemporary emphasis on the protective character of regii- 

" Mass., Acts of i86g, c. 408. 
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lation may be said to date from the period of the World War. In the regula- 
tion of radroads, the Transportation Act of ipao first gave the Interstate 
Commerce Commission the power to regulate security issues, to establish 
minimum rates, to provide for the consolidation of railroads (thus giving up 
what remained of the theory of competition in the rendition of utility serv- 
ices) ; and most significantly of all, it imposed on the Commission the posi- 
tive duty of establishing rates for carriers in geographic groups so as to permit 
the earning of a fair average return on the property of the carriers.^ 

2. THE LEGAL BASIS OF REGULATION 

In the consideration of the legal basis for the control of public utilities,'^ it 
was noted that there was no essential or inherent difference between the public 
interest attaching to businesses subject to public utility regulation and the 
public interest attaching to other enterprises. The fundamental differences lie 
in the measures necessary to protect that public interest. Nor is there any de- 
fensible distinction between private businesses and the so-called public busi- 
nesses; the terms have meaning only as a description of the nature of the re- 
sponsibilities imposed in the interests of the community on the respective 
undertakings. In short, public control of business is justified whenever the 
public interest is clearly discernible and the means of protecting that public 
interest are available. 

The federal system of the United States raises special problems in the 
formulation of a program of public utility regulation. Both the national and 
state governments are sovereign powers, with full jurisdiction over all matters 
within their territorial limits except where the federal Constitution, as inter- 
preted by the Supreme Court, limits the effective power of one or the other 
government. In some respects, this divided responsibility has proved favor- 
able to experimentation with alternative solutions for economic problems. In 
other ways, the dual sovereignty has introduced complications that have re- 
peatedly and seriously interfered with the creation of a rational and effective 
regulatory program. In the simple economy of the handicraft and petty trade 
which characterized the last quarter of the eighteenth century, the line be- 
tween local matters and those of national concern was reasonably clear and 
seemed the natural basis for defining the respective spheres of the national 
and state governments. 

The economic developments of the nineteenth and twentieth centuries 
changed the simple pattern which had served as the basis of the separation of 
powers of federal and state governments. Improvements in transportation 
methods and modern facilities for communication made national markets 
a possibility; the evolution of large-scale production and the growth of big 
business made them a reality. To an ever-increasing extent, all business has 
become a matter of national concern, and the physical movement of goods 
and services across state lines no longer serves as an accurate index of the 
extent to which the operations of particular businesses make their influences 
felt in regions remote from the physical site of their activities. 

® 41 Stat. 456, c. 91, Approved Feb. 28, 1920. * Chapter 1 . 
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The complications inherent in the dual system of national and state author- 
ity and responsibility have been multiplied by the ease and success with which 
the authority of the judiciary has been invoked by those who have opposed 
extensions of regulatory authority. Posing as a defender of the power of the 
national government and of the freedom of interstate commerce, the op- 
ponent of state controls has challenged the state authority as an interference 
with, or burden upon, interstate commerce. Or, if the freedom of interstate 
commerce was not at stake, the Fourteenth Amendment, enjoining the dep- 
rivation “of life, liberty, or property without due process of law” or the de- 
nial of “the equal protection of the laws” has served the purposes of those who 
would render state legislation powerless. A similar weapon against the exer- 
cise of federal authority has been found in the provisions of the Fifth Amend- 
ment that “no person shall ... be deprived of life, liberty, or property, with- 
out due process of law; nor shall private property be taken for public use, 
without just compensation.” Even if federal legislation escape condemnation 
on this ground there is always the possibility that the courts may judge the 
regulation to be an invasion of the powers reserved to the states, and hence 
a contravention of the Tenth Amendment. 

3. STATE JURISDICTION 

The power of the state to undertake the regulation of public utilities and 
the other businesses affected with a public interest may be given in the state 
constitution or found in the police power, that undefined residual power of 
a sovereign government to do all things necessary for the general w'elfare. 
Though the former is less usual, there are a few states whose constitutions 
provide specifically for the control of public-service enterprises.® 

The more usual source of regulatory authority is the police power. The 
nature of that power and the occasions for its exercise have been developed 
in the earlier discussion of the “public utility concept.” ® The scope of the 
police power, as well as the propriety of its exercise, depends upon the cir- 
cumstances peculiar to the individual case, but under recent decisions of the 
Supreme Court, it may be said that this power is relatively unrestricted. When- 
ever abuses involving serious social consequences for the entire community 
are associated with the conduct of any business, that business becomes an ap- 
propriate object of regulation by the state, and the nature and extent of the 
regulatory measures adopted may be determined by the character of the 
abuses to be corrected. State regulation has evolved on an experimental basis; 
new problems have brought forth new control devices; those which have 
proved successful have been widely copied, while those that have failed to cor- 
rect abuses have been discarded. 

In the enumeration of powers denied to the states, the Constitution makes 
possible an exercise of jurisdiction by the states over matters which are be- 
yond the control of the single state. In the provision that states may enter 
into compacts with one another only with the consent of Congress, lies the 
possibility that two or more states may, with the approval of Congress, act 

® Louisiana, North Dakota, and South Dakota may be cited as examples. * Chapter L 
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jointly to solve problems beyond the power of the individual state.'^ Thus it 
would be constitutional for a group of states, with the consent of Congress, to 
adopt a program for the development of waterways, highways, water-supply 
systems, and hydroelectric enterprises, or to undertake the regulation of the 
activities of corporations whose activities extend into two or more states. 
This procedure would permit the states to create and administer their own 
machinery of regulation without the direct intervention of the federal gov- 
ernment. To the extent that the problems of control are essentially regional 
rather than national in character and scope, the compact method would ap- 
pear to have a certain attractiveness. Regulation would be undertaken by 
those immediately concerned with the problem; it would presumably be 
more responsive to regional needs and more intimately acquainted with local 
and regional conditions. 

The negotiation of compacts is ordinarily conducted directly by the states 
concerned, usually without the collaboration of the federal government. When 
and if an agreement is reached, it is submitted to Congress, and if adopted by 
Congress and the legislatures of the respective states, the agreement becomes 
operative. Over threescore such compacts received congressional approval 
during the first century and a half of our history as a nation. The majority 
of such agreements have been concerned with the location of the boundaries 
between states. A goodly number have involved agreements as to the ap- 
portionment of the water supply of various rivers and some have pertained 
to the development of hydroelectric resources. The best known of these com- 
pacts have been those concluded between New Jersey and New York respect- 
ing the development of the port facilities of New York harbor.® While the 
use of compacts has been discussed for a wide variety of problems — uniform 
standards with respect to the hours, wages, and working conditions of labor, 
the regulation of milk prices, the control of interstate utility enterprises, and 
the regulation of the oil industry — experience with the compact would seem 
to indicate that it is most successful where a single agreement may settle a 
single problem. It is not yet demonstrated that the compact method is suited 
to the tasks of regulating utilities and other businesses where continuous ad- 
justments to changing conditions are necessary.® Furthermore, governmental 
programs, such as the regulation of utilities, which encounter the vigorous 
opposition of important economic interests, can seldom be implemented by 
means of interstate compacts, for if interests adversely affected can prevent 
action by a single state the whole program may be defeated. 

^ Art. I, Sec. lo, Cl. 3. 

® In 1833, an agreement re.specting the state boundaries and jurisdiction in New York Harbor; 
in 1919, an agreeincnt covering the construction of a tunnel under Hudson River; in 1921, the 
creation of the Port of New York Authority. 

9 Where the compact involves matters of policy, especially where the public policy is itself 
subject to modification, there is greater difficulty in reaching agreement, and the machinery for 
amendment and revision, requiring agreement among several states plus ratification by Con- 
gress and the several state legislatures, is so cumbersome as to lead to the conclusion that regional 
regulatory problems may best be left to the federal government, with such provision as can be 
made for collaboration of the federal and state agencies. 
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4. FEDERAL JURISDICTION 

Federal Powers. The federal government may exercise only those powers 
which have been conferred by the Constitution, as interpreted by the Supreme 
Court. While many have been significant in the shaping of the economic and 
legal framework within which economic activities have their play, the con- 
stitutional provisions of principal concern in the regulation of public utilities 
are the commerce and tax powers. 

The Commerce Clause. Its purpose. The historical purpose of the com- 
merce clause is to be found in the experience of the Confederation with the 
conditions of economic confusion and chaos created by the conflicting and 
discriminatory regulations of the independent states. It was a fundamental 
purpose in the framing and adoption of the Constitution to make the United 
States a single economic area, to prevent interference with national commerce 
through conflicting or hostile state laws, and to promote the economic de- 
velopment of industry and trade through uniformity of regulation. 

The constitutional provision. In simple and inclusive language the Con- 
stitution provides that the Congress shall have power to regulate commerce 
with foreign nations, among the several states, and with the Indian tribes. 
In adjudication, the courts have favored a broad interpretation of “commerce” 
to embrace every phase of commercial and business activity and intercourse, 
to comprehend intercourse for the purpose of trade in any and all of its terms, 
including the transportation, purchase, .sale, and exchange of goods and 
services, and to include communication as well as the physical movement of 
commodities and persons. The power of Congress is “supreme and plenary,” 
with no limitations other than those set forth in the Constitution itself. And 
its regulatory jurisdiction extends to all who engage in interstate and foreign 
commerce and to all the objects of such commerce. Interstate commerce, 
broadly considered, exists whenever there is trade or other intercourse be- 
tween parties outside of the same state. It does not end at the state line, but 
continues until the good is merged with the general mass of goods within the 
state; and the constitutional protection of interstate commerce is operative so 
long as a commodity may be exposed to discriminatory treatment by rea.son 
of its foreign origin. In carrying out the purpose of the constitutional pro- 
vision it is essential that the power be coextensive with all that interferes 
with, or obstructs, interstate commerce. And the form that regulation takes, 
unless forbidden by the Constitution, lies within the discretion of Congress. 

The occasion or proximate reason for the assertion of federal jurisdiction has 
varied from one business to another. Some economic matters must obviously 
be entriLsted exclusively to the federal government, as the control of coinage, 
the standard for weights and measures, and bankruptcy proceedings. The 
development of enterprises supplying national markets, the natural outcome 
of increasingly large-scale production and improvements in transportation 
and communications, created national problems at a time when business was 
outgrowing effective state control. Thus the common industries and businesses 
come increasingly within the domain of the national, rather than the state, 
government. The utility industries have participated in this transition. Some 
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utilities have been national or interstate from their inception; radio waves do 
not halt at state boundaries; other utilities have attained national stature after 
a relatively brief period of growth; railroads, the telegraph, and the telephone 
are good examples. Recent technical developments have made long-distance 
transmission of electric energy and natural gas economically feasible; but even 
without these technical developments, the spread of the holding-company sys- 
tem in these two fields sufficed to create an emergency in regulation that could 
be resolved only by the assertion of federal authority. 

The exclusive powers of Congress. Any interference by a state with the 
free flow of commerce between the states is unconstitutional, and of course, 
what is forbidden to a state, is likewise prohibited to an individual. Under 
the judicial interpretations of the commerce clause, there can be no divided 
responsibility where the control of interstate commerce is involved,^® and 
where the federal government has acted, its power has been recognized as 
paramount. 

The ultimate test of the authority of the federal government is to be found 
in a realistic appraisal of the nature of the relations and matters with respect 
to which the assertion of the federal authority is contemplated. Whatever 
matters of commerce are national in their nature, or admit of only one uni- 
form system of regulation, are subject to the exclusive jurisdiction of the fed- 
eral Congress, and even in the absence of congressional action, the courts have 
consistently ruled that the silence of the federal government is ecjuivalent to 
a declaration that such commerce shall remain free and unregulated. 

It is apparent that the police power of the state cannot be cited in support 
of an exercise of state authority in regard to interstate commerce. Indeed, every 
direct regulation of, or interference with, interstate commerce, by any state 
legislation or by the action of any state authority, is unconstitutional and void, 
even though the regulations in themselves may be reasonable. The necessity 
for this general rule is apparent when it is realized that reasonable regula- 
tions by one state, if inconsistent wdth those of another state, would impose 
serious obstructions on the freedom of interstate commerce. 

The Tax Power. The tax power is potentially one of the most powerful 
instruments of control that any government can exercise. By taxation, an in- 
dustry may be created or destroyed, the flow of commodities directed, the 
investment of capital encouraged or discouraged, limitations of quantity fixed, 
standards of quality enforced, and even the details of business operations 
brought under coercion. Moreover, there is reason to believe that the found- 
ing fadiers contemplated that the tax power would be an effective instru- 
ment of control in the hands of the federal government, just as it had been 
an accepted regulatory mechanism in ail of the governments, colonial and 
foreign, with which they were familiar.^^ In the drafting of the Constitution, 
the tax power was granted without serious restriction: Congress may levy 
taxes of every kind and nature with the single exception of taxes on exports; 

It has been said by the Supreme Court that the concept of concurrent federal and state juris- 
diction is an anomaly not known in the Constitution, and that the concurrent power of two 
.sovereign powers is “'as inconsistent in principle as it is impractical in action.” {Passenger Cases, 

48 U.S. [7 How.] 399 [1849].) 

Hamilton and Adair, The Power to Govern, pp. 121-127. 
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and only two rules are prescribed for tax administration— duties and excises 
must be uniform, while direct taxes must be apportioned among the states 
according to populations^ 

While the use of the tax power for regulatory ends is more common with 
the states, there are numerous instances of a similar use of the tax power by 
the federal governments® The most obvious example of the imposition of a 
tax for control purposes is the protective tariff. When the federal government 
undertook to establish a sound national currency, under the National Bank- 
ing System, the bank notes issued by state institutions were taxed out of exist- 
ence.^'*^ The regulation of the narcotics trade and the control of oleomargarine 
have been alike occasions for the use of the tax device.^^ 

Unfortunately for efficiency in government, the courts have hemmed in the 
tax power of the federal government with certain restrictions. Judicial in- 
terpretations have largely deprived the tax power of its position as an inde- 
pendent power of the federal government by holding unconstitutional those 
taxes whose primary purpose was not the raising of revenue. Congress has 
sought to use the tax power to regulate matters not readily amenable to the 
exercise of the commerce power, but the courts have held these attempts un- 
constitutional as an interference with matters beyond the jurisdiction of the 
national government. Thus the Child Labor Tax Law, taxing the net income 
of those employing child labor contrary to the standards set forth in the 
statute, was declared invalid. Similarly, the federal control of future sales 
on commodity exchanges through the imposition of prohibitory taxes on 
those violating established regulations was held an improper use of the tax 
powerd'^ The judicial condemnation of the processing taxes under the Agri- 
cultural Adjustment Administration is a more recent and more extreme in- 
stance of the limitations which the judiciary has placed in the way of this in- 
strument of control.^® 

5. JURISDICTIONAL CONFLICTS BETWEEN FEDERAL 
AND STATE AUTHORITY 

Jurisdictional conflicts between federal and state authority may best be 
discussed in relation to concrete situations. It has already been noticed that 
such conflicts are seldom between the state and federal governments; rather, 
individuals subject to the authority of one or the other government find in 

It was the second requirement that necessitated the adoption of the Sixteenth Amendment 
to make possible the taxation of incomes. 

It is generally recognized that the use of a tax for regulatory purposes impairs its effec- 
tiveness as a source of revenue. This fact does not, however, prevent the use of some taxes for 
the primary purpose of raising revenue while other taxes arc used as instruments of control. 

Veazie v. I'enno, 75 U.S. (8 Wall.) 552 (1869). 

US. v. Dougherty, loi Fed. 439 (E.D.Pa., 1900); In re Kolloc/(, 165 U.S. 526 (1897), 
In each case the Court viewed the raising of revenue as the primary purpose of the tax. 

Bailey v. Drcxel Furniture Co., 259 U.S. 20 (1922). 

Hill v. Wallace, 259 U.S. 44 (1922). 

1** While aflirraing that the power of taxation may be used to carry into operation another 
power expressly granted by the Constitution, the Court asserted that the power to regulate 
agricultural production was not conferred by the Constitution and was therefore forbidden. And 
carrying the analysis one step further, it was ruled that the tax power might not be used to raise 
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the “freedom of interstate commerce” a strategic point for an attack on the 
constitutionality of state regulatory legislation; and in the powers reserved 
to the states, a defense against the assertion of federal jurisdiction with re- 
spect to their bushaess operations.’ » While such apparent conflicts of author- 
ity can be found in almost every phase of regulatory activity, the majority of 
cases have involved railroads, natural-gas utilities and electric companies. The 
discussions are all concerned with two related questions— whether a par- 
ticular state regulation discriminates against or burdens interstate commerce, 
and whether the problem admits of diversity of treatment according to local 
circumstances or requires a single national system of regulation. 

Railroad Regulation. Three cases must suffice to illustrate the present 
division of authority between state and national governments in the control 
of railroads. The authority of the states to regulate businesses aUected with a 
public interest was established largely with reference to the control of rail- 
road corporations. Early cases had decided that the states have a commerce 
of their own which lies beyond the power of Congress to control and that in 
this field the states are as supreme as Congress in its control over interstate 
and foreign commerce. Early judicial pronouncements had likewise estab- 
lished that the states were without authority to undertake the direct regula- 
tion of interstate commerce and that any direct burden on interstate com- 
merce was forbidden by the Constitution even though the federal government 
had not acted to assert its authority over that phase of interstate commer- 
cial activity.-® 

The scope of state jurisdiction depends not simply on the language of the 
Constitution, but also upon the extent to which the national government has 
asserted the powers which are conferred on it by the Constitution. Thus in 
the absence of action by Congress, the states, in the exercise of their acknowl- 
edged jurisdiction over matters of local concern, may act even though their 
actions have indirect effects on the conduct of interstate commercial activi- 
ties.^’ This was essentially the situation presented by the Court in The Minne- 
sota Rate Cases. 

The Minnesota Rate Cases. A Minnesota statute provided for a maxi- 
mum passenger fare of two cents per mile and maximum commodity rates 
on certain carload shipments. The Commission also fixed certain maximum 
class and commodity rates. These regulations were not opposed by the rail- 
roads directly, but suits were started by the stockholders of three of the rail- 
roads and injunctions against the enforcement of these two acts and the 
Commission orders were secured. The i ates established within the state were 


funds with which to '‘pna-hase compliance” with a policy, regulating agricultural production, 
which the government was without power to enforce. {United States v. Butler, 297 U.S. i 
! 19361-) 

This conclusion did not pass without a forceful and penetrating dissent by Justices Stone, 
BrandeLs, and Cardozo. 

.And, of course, the legislation of either federal or state government may be attacked as 
contravening the Fifth or Fourteenth amendments, respectively, as depriving the individual 
of his property without due process of law. 

20 xhc doctrine has been summarized b’' M*-. Justice Hughes in The Minnesota Rate Cases, 


230 U.S. 352, 396-397 (ipi.s)- 
Ibid ., 402-403 


22230 U..''. 352 (1013). 
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lower than those applying on shipments coming into the state and thus ef- 
fected a discrimination against interstate commerce; some of the jobbing 
centers outside the state were no longer able to compete in the territory previ- 
ously served; and serious economic dislocations could be avoided only by re- 
ducing the interstate rates in the territory adjacent to Minnesota or by the 
suspension of the regulations imposed by Minnesota. 

Before the Supreme Court, the Minnesota regulations were challenged as 
imposing a direct burden upon interstate commerce and as being in conflict 
with the Act to Regulate Commerce, Since the state regulations clid not even 
incidentally include the subjects of interstate commerce, the first objection in- 
volved only the possible indirect effects of the state regulations upon inter- 
state commerce. Significantly, the interstate rates whose readjustment was 
necessary, if discriminations against interstate commerce were to be avoided, 
were rates which the carriers themselves had established; they had not been 
established or approved by the Interstate Commerce Commission. The Court 
concluded that the state was not estopped from regulating internal matters 
by the mere existence of the federal statute — that in the absence of action by 
the Interstate Commerce Commission, the states were free to adopt reason- 
able rates for intrastate commerce even though the carriers were thereby 
under the necessity of making certain reductions in the rates previously 
charged on shipments entering and leaving the state."'* 

The Shreveport Rate CasesP'^The year following the decision in The Minne- 
sota Rate Cases, the Supreme Court was called upon to decide a similar con- 
flict between federal and state jurisdiction, but in this instance the Interstate 
Commerce Commission had ruled on the reasonableness of the interstate 
rates, Shreveport, in Louisiana, and Dallas and Houston, in Texas, were 
competing jobbing centers serving eastern Texas. On the complaint of the 
Railroad Commission of Louisiana that interstate rates into Texas were dis- 
criminatory against trafiic moving from Shreveport, the Interstate Commerce 
Commission investigated the rate structure and found that the interstate rates 
were substantially higher than those for similar traffic moving within the 
state of Texas; its order established interstate class rates substantially similar 
to the intrastate rates which had been fixed by the Railroad Commission of 
Texas. Thereupon the Texas Railroad Commission ordered a reduction in 
commodity rates, making them substantially less than the interstate class 
rates established by the Interstate Commerce Commission. In a second pro- 
ceeding, the Interstate Commerce Commission found that the higher com- 
modity rates from Shreveport into Texas were unduly preferential to the 
Texas cities and discriminatory against Shreveport. The carriers were ordered 
to correct this discrimination by ceasing to charge higher rates for transporta- 
tion from Shreveport west into Texas than were charged for the carriage of 
such commodities from Dallas and Houston east toward Shreveport. The 
railroads contested this order in the Commerce Court on the ground that, as 
the interstate rates were found to be reasonable, the Interstate Commerce 
Commission was without authority to order their reduction. The Com- 
merce Court ruled that the railroads were relieved by the Interstate Commerce 
23 j/p/c?., 416-417. 2433^ u.s. 342 {1914). 
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Commission’s order from complying further with the Texas order establish- 
ing the lower commodity rates within the state, and that the carriers could 
remove the illegal discrimination against interstate commerce by raising the 
intrastate Texas rates. The questions thus presented to the Supreme Court 
were whether Congress had the power to control intrastate rates to the ex- 
tent necessary to prevent discrimination against interstate commerce, and, 
if so, whether this power had been delegated to the Interstate Commerce Com- 
mission. 

IhroLigh Mr. Justice Hughes the Supreme Court answered both questions 
afiirniatively. It was held that the power of Congress extended to all aspects 
jf interstate commerce, even to the control of matters within the state where 
necessary to protect interstate commerce from discrimination. The inter- 
mingling of interstate and intrastate operations was said to be no barrier to 
the assertion of the superior power of Congress over matters -coming within 
its constitutional jurisdiction, for wherever “the interstate and intrastate 
transactions of carriers are so related that the government of the one involves 
the control of the other, it is Congress, and not the State, that is entitled to 
prescribe the final and dominant rule.” The Court had no difficulty in find- 
ing that Congress had delegated to the Interstate Commerce Commission the 
power to remove any and all discriminations against interstate commerce. 

"The Wisconsin Passenger Fares The principle of federal supremacy af- 
firmed by the Court in 1914 became a part of the Interstate Commerce Act 
with the amendments of 1920. The Commission was directed to remove all 
discrimination against interstate commerce, “the law of any State or the de- 
cision or order of any State authority to the contrary notwithstanding.” 
The full significance of this provision became apparent with the presentation 
of the 1 /Visconsin Passenger Fares case to the Supreme Court in 1921. The In- 
terstate Commerce Commission, in the discharge of its duty to adjust rates 
so that the railroads might earn a fair net income on their railway property, 
ordered an increase in fares for the carriers operating in the territory of which 
Wisconsin was a part. The railroads applied to the Wisconsin Railroad Com- 
mission for a similar increase in intrastate fares, which was granted except 
with respect to passenger fares, the increase in passenger fares being denied 
on the ground that a state statute prescribed a maximum of two cents a mile 
for passenger fares. An investigation by the Interstate Commerce Commis- 
sion led to the conclusion that a passenger rate of 3.6 cents per mile on both 
interstate and intrastate passenger travel was necessary to provide carriers 
with the requisite revenue, and that the continuance of the 2-cent intrastate fare 
constituted a discrimination against interstate commerce. The Commission 
therefore ordered the carriers to remove the discrimination by increasing their 
intrastate fares to conform to the interstate level. 

It would appear that two forms of discrimination against interstate com- 
merce were implicit in the lower level of passenger charges: a discrimination 
against interstate passengers who traveled in the same cars with the same ac- 
commodations and paid 3.6 cents a mile while the intrastate traveler was pay- 
ing only 2 cents per mile, and the general discrimination against interstate 
//W.. 354-353. 2®257U.S. 563 (1922). 27 560.13 (4). 
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commerce arising from the inadequacy of the revenues which the carriers 
derived from their intrastate service. The Court was unable to find sufficient 
discrimination of the first type to warrant the Interstate Commerce Commis- 
sion’s order of a horizontal increase in these fares to 3.6 cents per passenger 
mile. Nevertheless, the Commission was sustained on the ground that the 
lower level of earnings from the intrastate business constituted a discrim- 
ination against, and a burden upon, interstate commerce, since the insufficient 
revenue from the intrastate business would have to be made up from the in- 
terstate traffic or the carriers would be left with an insufficient revenue to as- 
sure an adequate national transportation system.-^ 

From the above railroad cases and others on which the Court’s decisions in 
these three cases rested, certain tentative conclusions are possible respecting 
the jurisdiction of the federal and state governments. (1) In the absence of 
federal regulation, the states in the regulation of their domestic affairs are 
not to be impeded by the possibility that their regulations may have some in 
direct and incidental effect upon interstate commerce. (2) But even in the 
absence of federal regulation, the stares are without authority to burden or 
control interstate commerce directly. (3) The test of the ability of the states 
to pursue a policy of intrastate regulation which indirectly influences inter- 
state commerce, in the absence of action by the federal government, is whether 
the matters involved require a single and uniform system of regulation; if 
such is the situation, the non-action by the federal government is interpreted 
by the courts as being equivalent to a declaration that such commerce shall 
remain free from regulation. (4) Where federal and state regulations come 
into conflict, the federal control takes precedence, even to the extent of re- 
quiring a modification of purely intrastate regulations. 

Natl’R.-\l Gas and its Interstate Movement. The development of the natu- 
ral-gas industry has brought it increasingly into interstate commerce, and its 
regulation has given rise to numerous constitutional questions concerning the 
proper sphere of state and federal government. The lateness of the federal 
government’s entry into active regulation has left an opportunity for experi- 
mentation by the states which has been productive of much corisec^uential 
litigation. 

The conservation of natural gas. Oklahoma was among the first states to 
undertake the con.servation of natural gas, seeking its retention for use within 
the state. A statute enacted in 1907 provided that domestic corporations op- 
erating pipelines should transport natural gas only within the slate, and that 
foreign corporations should not be licensed to engage in the natural-gas in- 
dustry; the sending of natural gas outside the state was forbidden, and to 
make doubly sure, it was provided that only domestic corporations should 
have permission to traver.se or cross state highways with their pipelines (an 
effective barrier to the export of gas inasmuch as the state boundaries con- 
sisted of state highways). The constitutionality of this program was before 
the Supreme Court in Oklahoma v. Kansas Natural Gas Company and the 
statute was found to offend on the score that “no State can by action or in- 
action prevent, unreasonably burden, discriminate against or directly regu- 

«®-57 U.S. 563. 585-586 28221 U.S. 229 (1911), 
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late interstate commerce or the right to carry it on ” The right to engage 
in interstate commerce was held not to be within the power of the state to 
grant or withhold. 

Several critical issues were presented by the case of Pennsylvania v. West 
VirginiaN West Virginia is one of the important natural-gas-producing 
states. In the early years of the industry, the state encouraged the develop- 
ment of markets for natural gas both within and without the state, and by 
191S approximately 69 per cent of the gas produced was exported, much of 
it going to Pennsylvania and Ohio. By 1916 it was apparent that the demand 
for natural gas within the state would soon exceed the available supply, and 
in 1919 legislation was enacted with the purpose of preferring the domestic to 
the out-of-state market. The statute required that every pipeline company 
should satisfy, to the extent of its supply, the demands of consumers in the 
sections of the state where the gas was produced or through which it was 
transported; moreover, the Public Service Commission was empowered to 
require any company having a supply in excess of the requirements of its 
local consumers to furnish part, or all, of that excess to any company whose 
supply for local needs was inadequate. The majority ruling denied to the 
state the right to require that preference be accorded local consumers where 
die effect would be the withdrawal of a large volume of natural gas from 
interstate commerce. The fact that the pipelines were public utilities and 
therefore under an obligation to render adequate service to their local con- 
sumers was held not to justify the restrictions imposed. 

State regulation of local companies distributing gas or electric energy that 
has moved in interstate commerce. The right of the state to regulate its local 
utilities engaged in the distribution and sale of natural gas that has been 
imported from another state has frequently been challenged. One of the 
earlier cases involved the jurisdiction of the Kansas Public Utilities Commis- 
sion.'^^ The Kansas Natural Gas Company was engaged in the production of 
natural gas in Oklahoma and Kansas and in its transportation and sale to 
local distributing companies in Kansas and Missouri. The contracts with these 
independent distributing companies provided that the pipeline company re- 
ceive a proportion (usually two-thirds) of the gross revenues which these local 
companies collected from their customers. Without seeking to set aside the 
contracts with the local companies, the receivers petitioned the commissions 
of Kansas and Missouri for increases in the rates charged by the local dis- 
tributing companies. When the full amount of the requested increases was de- 
nied, suit was brought against the commissions, the cities served, and the 
local companies, alleging that the commissions were imposing rates which 

Ibid., 262. 

262 U.S. 553 (1923). This decision found the Court sharply divided. Mr. Justice Van Devanter 
wrote the majority opinion, with Mr. Chief Justice Taft and Justices McKenna, Sutherland, _ Butler, 
and Sanford concurring. Justices Holmes, McReynolds, and Brandeis wrote dissenting opinions. 

The case was brought eight days after the enactment of the West Virginia statute, without wait- 
ing for its effects to be manifest. The case before the Supreme Court was largely concerned with 
procedural questions-whether the suits presented a justiciable controversy, whether they had been 
prematurely brought, and whether the proper parties were before the Court. These questions are 
not pertinent to the discussion here. 

^“Public UiiUties Commission of Kansas v. Kansas Natural Gas Co., 349 U.S. 236 (1919)- 
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were inadequate and confiscatory and unduly burdensome to interstate com- 
merce. 

There was no question that the business carried on by the Kansas Natural 
Gas Company— the transportation of natural gas and its sale to local distribut- 
ing companies for resale to consumers — was interstate commerce. And the 
company was successful in persuading the lower court that the rates estab- 
lished imposed a burden upon interstate commerce and confiscated its prop- 
erty. 

The Supreme Court accepted the conclusion of the lower court that the 
business of the Kansas Natural Gas Company was interstate commerce, but 
it was held that the sale of gas by the local companies to their own consumers 
was not interstate commerce. It appeared that the interstate movement of 
natural gas ended when the gas passed into the local mains of the intrastate 
utility, and that the regulation of the conduct of these local distributing com- 
panies could not be attacked as a burden upon interstate commerce.'*'’’ The 
Court pointed out that the receivers for the Kansas Natural Gas Company 
were under no compulsion to continue service under the unremunerative 
wholesale contracts. 

The case of Pennsyltmnia Gas Company v. Public Service Commission of 
New Yor}{ in 1920, presented a slight variation in the factual situation.''*' The 
Pennsylvania Gas Company was engaged in the transmission of natural gas 
from Pennsylvania into New York, where it was rendering a local utility 
service by supplying gas directly to consumers in Jamestown, Ellicott, and Fal- 
coner in New York. In opposing the attempt of the Public Service Commis- 
sion of New York to regulate local gas rates in Jamestown, the company 
alleged that its business was interstate and immune from state control. Thus 
the essential question was whether the operation of a local utility was re- 
moved from the control of state authorities by reason of the company en- 
gaging in interstate commerce, selling to local consumers a commodity that 
had moved in interstate commerce. 

The transmission of natural gas was a single and continuous movement 
from the source of supply in Pennsylvania to the consumers located in New 
York, and the Court held that the entire movement was interstate commerce. 
But the Court nevertheless considered that the matters regulated were essen- 
tially local in their nature and appropriate objects of state concern in the 
absence of federal regulation.^^ 

In 1924, the Kansas Natural Gas Company was back in the Supreme 
Court,'**’ Having failed to secure additional revenue through an increase in 
the rates charged by the local distributing companies to which it sold its gas, 
the interstate pipeline company sought to improve its earnings directly by 
increasing its wholesale price to the local distributing companies from 35 
cents to 40 cents per thousand cubic feet. This increase was made in hlissouri 
without the consent of the Public Service Commission, and in Kansas de- 
spite the action of the Public Utilities Commission and a previous federal 
court order fixing a 35-cent rate. 

33 245-246. 34 252U.S. 23. WiV/., 30-31. 

Missouri v. Kansas Natural Gas Co., 265 U.S. 298, 



STATE AND FEDERAL RESPONSIBILITIES 163 

The earlier Kansas Natural Gas Company case had involved the juris- 
diction of the commissions over the rates at which the independent local 
companies sold to local consumers; the present case concerned the right of 
the commissions to control the wholesale price at which an interstate pipe- 
line company furnished gas to local utilities. The factual situation differed 
from that in the Pennsylvania Gas Company case in that two companies, not 
one, participated in the movement of gas from the source to the consumer; 
and the title to the gas passed from the interstate, to the state, company at the 
wholesale rates in dispute. (It may be noted that the wholesale and retail 
companies were not affiliates subject to a common control.) The right of 
the states to regulate the wholesale rates was not predicated on the dubious 
ground that the transaction between the interstate company and the local 
distributing companies was intrastate business rather than interstate com- 
merce. Instead, the argument of the state began with the proposition that the 
business was essential to the operation of local public-service enterprises; that 
since Congress had not acted, this business would be without supervision un- 
less the states assumed responsibility for its control; and that in the absence 
of congressional action, it was competent for the states to regulate the whole- 
sale prices in dispute. 

The Supreme Court based its conclusions on the finding that the sale and 
delivery of the gas to the local distributing companies was a part of the in- 
terstate movement. Was this an aspect of interstate commerce that was essen- 
tially local, rather than national, in character, so that the states might regu- 
late in the absence of congressional action.? The Court returned a negative 
answer. “But the sale and delivery here is an inseparable part of a transaction 
in interstate commerce — not local but essentially national in character — and 
enforcement of a selling price in such a transaction places a direct burden 
upon such commerce inconsistent with that freedom of interstate trade which 
it was the purpose of the commerce clause to secure and preserve. It is as 
though the Commission stood at the state line and imposed its regulations 
upon the final step in the process at the moment the interstate commodity 
entered the state, and before it had become part of the general mass of prop- 
erty therein.” It is significant that in its dicta, this opinion appeared to 
reverse the dicta of the Pennsylvania Gas Co^npany case, by stating that the 
interstate movement ended with the passage of the gas into the mains of the 
local company, thus in effect asserting that the federal jurisdiction might not 
follow the interstate commodity beyond that point.^® 

Ibid., 308. 

“The business of supplying on demand, local consumers, is a local business, even though the 
gas be brought from another State, and drawn for distribution directly from interstate mains; and 
this is so whether the local distribution be made by the transporting company or by independent 
distributing companies. In such case the local interest is paramount, and the interference with 
interstate commerce, if any, indirect and of minor importance. But here the sale of gas is in 
wholesale quantities, not to consumers, but to distributing companies for resale to consumers in 
numerou.s cities and communities in different States. The transportation, sale, and delivery con- 
stitute an unbroken chain, fundamentally interstate from beginning to end, and of such continuity 
as to amount to an established course of business. The paramount interest is not local but national, 
admitting of and requiring uniformity of regulation. Such uniformity, even though it be the 
uniformity of government non-action, may be highly necessary to preserve equality of opportunity 
and treatment among the various communities and States concerned. . . {Ibid,, 309-310.) 
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A very similar situation led to a like decision in the Attleboro case two 
years later.'^*^ That the transmission of electric energy from Rhode Island to 
Massachusetts constituted interstate commerce was beyond dispute. There 
was, however, no control of such commerce by the federal government. Was 
it possible, therefore, for the Rhode Island Commission to regulate the price 
at which such power should be sold, or was this a direct burden upon inter- 
state commerce, the regulation of a matter which by its very nature required 
uniform treatment on a national scale if regulated at all? According to the 
majority of the Court, the state of origin was in no better position to regu- 
late an essentially interstate transaction than the state of destination, and the 
control of the wholesale price was held to be beyond the jurisdiction of the 
Rhode Island Commission despite its possible effects on the ability of a 
Rhode Island utility to fulfill its responsibilities to its other customers.^' 

The strengthening of state jurisdiction— Litigation pertaining to the tax- 
ation of utilities. Two decisions of the Supreme Court involving the validity 
of the state taxation of utilities engaged in interstate commerce have estab- 
lished an area of state jurisdiction which apparently is not to be invaded by 
the federal government even with respect to companies engaged in inter- 
state commerce. 

Ohio imposed a franchise tax of 1.35 per cent of the gross receipts on all 
corporations engaged in supplying natural gas within the state, excluding all 
revenue “derived wholly from interstate business.” The East Ohio Gas Com- 

Public Utilities Comm. v. Attleboro Steam & Elec. Co., 273 U.S. 83 (1927). 

The Narragansett Electric Lighting Co. had entered into a twenty-year contract with the 
Attleboro Steam & Electric Co. to supply all the latter’s electric requirements at a spccilied basic, 
rate, delivery to be made at state line. Changing economic conditions rendered the contract burden- 
some, and die Narragansett Company appealed to the Rhode Island Commission for a higher rate. 
A new schedule authorized in 1921 was enjoined in the federal courts. In 1924 the Commission, 
in another proceeding, found the e.visting rate unreasonable, interfering with the Narragansett 
Company’s' full performance of its duty to its other customers (though the Attleboro Company 
took only oi the Narragansett Company’s output), and ordered a new schedule which it stated 
would yield only a fair and reasonable return. On the ground that the transmission of electric 
current from one state to another was interstate commerce, and that the regulation constituted a 
direct burden thereon, the Supreme Court of Rhode Island reversed the order of the Commis- 
sion. (46 R.I, 496, 129 Atl. 495.) 

Ibid., 90. 

Mr. Justice Brandcis was of the opinion that the authority of the Rhode Island Commission 
should be upheld: 

“The business of the Narragansett Company is an intrastate one. . . . The problem is es- 
sentially local in character. The Commission found as a fact that continuance of the service to 
the Attleboro Company at the existing rate would prevent the Narragansett from performing 
its full duty toward its other customers and would be detrimental to the general public wel- 
fare. . . . The order complained of is clearly valid as an exercise of the police power, unless it 
violates the Commerce Clause. 

“The power of the State to regulate the selling price of electricity produced and distributed 
by it within the State and to prevent discrimination is not affected by the fact that the supply 
is furnished under a long-term contract. ... If the Commission lacks the jxnver exercised, it is 
solely because the electricity is delivered for use in another State. That fact makes tlie trans- 
action interstate commerce, and Congress has power to legislate on the subject. It has not 
done so. . . . Nor is this a case in which it can be said that the silence of Congress is a command 
that the Rhode Island utility shall remain free from public regulation— that it shall be free to 
discriminate against the citizens of the State by which it was incorporated and in which it does 
business. That State may not, of course, obstruct or directly burden interstate commerce. But to 
prevent discrimination in the price of electricity wherever used does not obstruct or place a direct 
burden upon interstate commerce. ... It is like the regulation sustained in Pennsylvania Gas Co. 
V. Public Service Commission, 252 U.S. 23.” (Ibid., 91-92.) 
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pany furnished gas in more than fifty communities in the state, developing 
about one-fourth of its supply locally and importing the remainder from 
West Virginia and Pennsylvania. It challenged the application of the tax to 
that part of its gross receipts derived from the sale of the imported gas. How- 
ever, the Supreme Court sustained the tax on the ground that the gas lost its 
interstate character when it passed from the high-pressure transmission lines 
into the local distribution mains.^^ 

The East Ohio Gas decision further clarified the line between interstate and 
state business in the transmission of natural gas. The dividing line was taken 
as the juncture of the interstate transmission mains and the local distribution 
lines; the judicial determination rested on the physical location of the gas, 
upon the passage of the gas into the local mains. The inconsistency of this 
conclusion with the dictum in the Pennsylvania Gas Company case caused 
the Court to disapprove so much of the earlier dictum as conflicted with its 
more recent thought on the matter. This decision would warrant an inquiry 
whether there is not a stage in the movement of natural gas and electric en- 
ergy before interstate commerce begins, during which the jurisdiction of the 
state of origin might be recognized. This query is reinforced by the fact 
that the Court made no attempt to distinguish between the scope of a state’s 
jurisdiction for the different purposes of taxation and price regulation. 

The pertinence of the question suggested by the Court’s disapproval of the 
dicta of the Pennsylvania Gas case in the preceding opinion is emphasized by 
its decision in Utah Power & Light Company v. PfostT~ The company chal- 
lenged an Idaho license tax of one-half mill per kilowatt-hour on all electric 
energy produced within the state, arguing that the tax constituted a burden 
upon interstate commerce to the extent that it was applied to that part of, its 
production which was transmitted from Idaho for sale in Utah.^^ The com- 
pany based its case partly on the fact that the generation and transmission 
of electric energy is a single, simultaneous, and interdependent operation, 
whereas the state contended that the generation of electric energy was legally 
distinct from its transmission. Accepting the thesis of the state, the Court 
refused to find that the Idaho tax imposed a burden upon interstate com- 
merce.'^’^ 

In summary, it would seem that the courts are prepared to permit the 
states to exercise a somewhat greater control over gas and electric corpora- 
tions whose activities involve interstate commerce than over railroads. In the 
regulation of railroads, the extension of federal regulation has, to a consider- 
able extent, displaced the control previously exercised by the states. And the 
federal government, in the control of the interstate operations of the rail- 
roads sometimes acts even in matters which are internal to the states. In 

E. Ohio Gas Co. v. Tax Commission, 283 U.S. 465, 470-471 (1931). 

« 286 U.S. 165 (1932). 

Other grounds upon which the tax was challenged need not be considered here. 

44 “Without regard to the apparent continuity of the movement, appellant, in effect, is en- 
gaged in two activities, not in one only. So far as it produces electrical energy in Idaho, its business 
is purely intrastate, subject to state taxation and control. In transmitting the product across the 
state line into Utah, appellant is engaged in interstate commerce, and state legislation in respect 
thereof is subject to the paramount authority of the commerce clause of the federal Constitution. 
...” {Ibid., 182.) 
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regard to natural gas and electric corporations, it appears that the movement 
of electric energy and gas from one state to another is definitely interstate 
commerce. But with the exception of its dicta in the Pennsyhania Gas Com- 
pany case, and its decision in Pennsylvania v. West Virginia, the Supreme 
Court has chosen to regard interstate commerce as terminating with the 
passage of the interstate gas into the mains of the local distributing companies, 
thus preserving control of the states over local distributing companies even 
though the latter sell a commodity imported into the state. In the electric 
cases, the decisions are more confused: in the Attleboro case, the decision 
worked a serious limitation on the jurisdiction of the state; while in the Utah 
Power & Light case, a later decision, the tax jurisdiction of the state was not 
impaired by reason of the fact that the electric energy was moving in inter- 
state commerce. 

Where interstate commerce has been involved, the state commissions have 
been unable to control the prices at which the interstate transmission com- 
panies have supplied natural gas at \vhoIesale to local utility companies. When 
a utility company subject to the jurisdiction of the state in respect to its local 
activities engages in interstate commerce, that part of its business is beyond 
the reach of the state commission, even though the interstate business inllu- 
ences significantly its conduct of its local operations. Under the rulings of the 
Supreme Court, these gaps in regulation could be ckxsed with certainty only 
by the enactment of federal legislation. 

Recent Federal Legisl.ation. Two recent federal enactments have sought 
to supplement state control of gas and electric utilities without encroaching 
on the recognized sphere of state control of these enterprises. Thus the Fed- 
eral Power Act of 1935, in defining the jurisdiction of the Federal Power Com- 
mission over the interstate transmission of electric energy, reads that the 
powers conferred on the Federal Power Commission shall apply to the in- 
terstate transmission of electric energy and its sale at wholesale in interstate 
commerce, “but shall not apply to any other sale of electric energy or deprive 
a State or State commission of its lawful authority now exercised over the 
exportation of hydroelectric energy which is transmitted across a State line.” 
Similarly, the Federal Power Commission’s jurisdiction over tlie issuance 
of securities of electric utilities is made conditional on the absence of con- 
trol by a state commission. And throughout the i\ct, provision is made for 
a maximum of consultation and co-operation between the Fedej-al Power 
Commission and the state regulatory authorities. 

On June 21, 1938, the federal Natural Gas Act became effective, extending 
the jurisdiction of the Federal Power Commission to include the interstate 
operations of natural-gas utilitiesP*^ Congress excluded from the scope of the 
Federal Power Commission’s authority the activities which the courts have 
recognized as being within the jurisdiction of the states.^'^ And in the pro- 
cedural sections of the statute there are the same elaborate provisions for the 
collaboration of the Federal Power Commission with the state regulatory 
agencies. 

It is both inevitable and desirable that the future should witness an expan- 
49 Stat. 838, Sec. 201 (b). 52 Stat. 821. «^Sec, i (b). 
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sion of federal control over the activities of those utilities which have hitherto 
been regulated only partially by the states, if at all. If this development of 
federal control follows the policies enunciated in recent legislation, the federal 
agencies will supplement, rather than supplant, the state commissions. Many 
utility organizations and activities, especially those connected with holding- 
companies and corporations engaging in interstate commerce, will be brought 
under control for the first time, and those activities of local utilities that ex- 
tend beyond the confines of the state will also be subject to governmental 
supervision. Moreover, the federal commissions will be in a position to de- 
velop much statistical and financial information essential to a proper regula- 
tion of the rates of local companies, information that was quite beyond the 
reach of the state regulatory bodies. And finally, regulation on a national 
scale will bring a larger measure of uniformity as to the. principles and pro- 
cedures of the state commissions. 



CHAPTER VI 


THE INSTRUMENTS OF REGULATION 

I. THE HISTORICAL DEVELOPMENT OF 
REGULATORY MACHINERY 

In the United States responsibility for the regulation of public utilities is 
shared jointly by legislatures, public service commissions, and the courts, with 
municipalities undertaking a limited measure of regulation in some states. 
Recently the federal government has assumed increasing responsibility in the 
supervision of public utilities. Little use has yet been made of direct managerial 
control of utility undertakings, though the Tennessee Valley Authority may 
be looked upon as an attempt at control from within the managerial group, 
in contrast to the more normal control from without the corporation. The 
more conventional forms of public ownership may also function as control 
devices, as a yardstick to influence private companies to meet the standards 
attained with respect to both charges and services. 

Pre-commission Regulation. Competition. Commission regulation grew 
out of the experience, for the most part unsatisfactory, with earlier forms of 
control. Competition was the earliest form of regulation, which, it was as- 
sumed, would protect the consuming public by assuring low charges and ade- 
quate service. Thus charters were freely granted for the construction of compet- 
ing railroads, and for two or more companies supplying gas, electricity, and 
local transportation services in many larger cities. In New York City the Con- 
solidated Gas Company was formed in 1884 through a merger of six com- 
panies that had been supplying gas in that city. 

Competition between utility companies may assume many forms. In its 
most dramatic aspect, price competition usually degenerates into cutthroat 
competition, since utility companies are characteristically subject to decreas- 
ing costs per unit of service as the volume of business increases. 

It may perchance happen that rivalry will not take the form of price com- 
petition; impressed with the dangers of a price war, both managements may 
seek to increase their volume of business by less hazardous methods. Exten- 
sions of the service may be undertaken into territory where the volume of 
business is insufficient to cover the costs. Large sums may be spent in attempts 
to improve the service. Special inducements may be offered to win and retain 
patronage; the free wiring of homes, the supplying of appliances at reduced 
prices or without charge, free service on existing appliances, or unduly favor- 
able credit terms on purchases of equipment. 

Competition as a technique of control for public utilities has proved in- 
capable of protecting the public interest. Where the community is capable of 
supporting two companies rendering the same service, the costs of that 
service are inevitably greater for two companies than for a single organization. 
Competition imposes a wasteful duplication of capital facilities and uneco- 
nomic utilization of capacity. Similar duplications in managerial personnel 
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and operating staffs increase operating expenses. In many instances the higher 
costs result in poorer service than could be rendered by a single company. 
Even apart from costs, service by competing utilities tends to be poorer: the 
undesirability of subscribing for two telephone services in order to reach all 
subscribers requires no comment; limitations on transfer privileges in local 
transit service are a nuisance to the patrons; and even electric and gas com- 
panies, under competitive conditions give less protection against interruptions 
to service. The mere provision of duplicate distribution facilities is a source 
of great public inconvenience, in the opening of pavements, the maintenance 
of duplicate tracks, and the placing of two lines of poles along the streets. 

Rate wars have almost inevitably occurred whenever competing utilities 
have found themselves in an area unable to support both companies, and have 
often come even when a live-and-let-live policy would have been possible.^ 
Though the consumer may seem to be the beneficiary of the rate war, his 
immediate gains usually prove costly to his long-term interests: insufficient 
funds for maintenance and replacements lead to deteriorations in the quality 
of the service; losses to investors adversely affect the investment character of 
utility securities, with a consequent increase in the future cost of capital; and 
if the investment character of the utility securities be sufficiently undermined, 
the capital ret|uisite for the development of the service may not be available 
on any terms. A sometimes overlooked disadvantage of competition is the 
discriminatory practices that usually accompany the desperate efforts of the 
competitors to win additional business without sacrifice of any of the present 
earnings. Where rate wars are not continued to the ultimate exhaustion of the 
competing companies, the termination of the rate-cutting policies is usually 
attended by an agreement or merger with an attempt on the part of the com- 
panies to recover the losses sustained during the period when prices were at 
uneconomic levels." 

In contrast to competition, monopoly offers certain important advantages. 
Protection against the wastes and losses of competition enhances the invest- 
ment character of utility securities, making it possible to secure capital at rela- 
tively low costs. Not only does the single utility company possess the economic 
advantage of a relatively smaller investment, but the greater diversity in de- 
mand for the service, incident to serving the entire community from a single 
source of supply, makes possible further economies in investment. A further 
saving is foiincl in the smaller reserve capacity required to afford the same 

^ A dramatic illustration of cutthroat competition developing as a result of the establishment 
of duplicating facilities is provided by the experience of Shelby, Montana, a city with a popula- 
tion of 2,000. The Great Northern Utilities Co. was supplying natural gas at a charge of 6o cents 
per thousand cubic feet for the first five thousand; following the institution of a Commission 
inquiry, the rate was lowered to 50 cents. The Citizens Gas Co. was authorized to supply the same 
area, its schedule specifying a b.ase rate of 35 cents per thousand. Within a month the loss of 
customers forced the Great Northern Utilities Co. to announce a new schedule with a base rate 
of 20 cents. Following an investigation, the Commission found the rate of 20 cents too low, and 
prescribed a base rate of 35 cents. The right of the Commission to establish the 35-cent rate as a 
minimum was sustained by the courts even though the unrefuted evidence established that at 
that rate the patronage would be insufficient to enable the two companies to realize a fair return. 
(Comm. V. Gmit Northern Utililies Co., 2S9 V.S. 130-13^ 

2 Gray, “Public Utility Competition: A Case Study,” 15 Journ. of Lcind & Public Utility Econ. 
196-200 (May, 1939). 
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assurance of uninterrupted service. The economies in operating expenses may 
be expected to be as significant as the savings in capital costs. These economic 
advantages support the conclusion that efficiency in service and reasonableness 
in rates should generally be secured through other means than competition. 

What has thus far been said might seem to lead to the questionable^ con- 
clusion that competition in the supply of utility services is never justifiable. 
Where a company has displayed an indifference to the requirements of the 
consuming public, or is unable to supply satisfactory service, or is without the 
means of securing the funds necessary for essential extensions and improve- 
ments, a good case may exist for permitting the entry of a new utility into 
the area. Permission for the establishing of a competing utility should not, 
however, be given if it is possible for the regulatory authorities to ret]uire the 
existing utility to render adequate service; but if the existing utility is incapa- 
ble of discharging its duties to its consumens, then a prima facie case is estab- 
lished for the launching of a second utility. 

The case against competition rests upon the assumption that regulation can 
be effective in establishing rates just sufficient to cover the necessary costs of 
an efficiently operated utility. If a monopolistic company is able to charge 
high rates, either with the acquiescence of regulatory authorities or despite 
efforts to secure rate reductions, the continuance of the unnecessarily high 
rates may prove more costly to the community than competition. Public dis- 
satisfaction with the accomplishments of regulation in reducing rates has 
caused a recent revival of interest in the possibilities of competition as a de- 
vice to assure reasonable rates, and experience in some communities — for ex- 
ample, Cleveland, Seattle, and Montreal — has demonstrated competition’s 
efficacy in reducing rates without deterioration of service standards or finan- 
cial losses to investors.'^ 

Judicial regulation on a common-law basis. Public utilities, even in the ab- 
sence of legislation prescribing their duties, are subject to a common-law obli- 
gation to render adequate service at reasonable prices and without discrimina- 
tion. A correlative right of consumers to demand adequate service at reason- 
able rates has been recognized in the adjudication of disputes involving the 
price to be paid for service rendered by such companies. 

Almost everywhere reliance upon the courts to protect the interests of con- 
sumers proved inadequate, and hence judicial control has been superseded 
by positive legislative action. Many factors contributed to the inadequacy of 
judicial regulation. Courts exist to resolve disputes; their primary function 
is to provide a remedy for past wrongs rather than to prescribe standards for 
future conduct. The judicial procedure is too costly and, with the crowded 
dockets that characterize most courts, too time-consuming to be within the 
reach of the average individual. Though the charges of a utility may be quite 
excessive in the aggregate, the possible gain to the individual is too insig- 
nificant to launch any but the very large, or the quixotic, consumer upon 
such expensive and uncertain litigation. Furthermore, the judiciary is not 
composed of men with the technical competence, experience, and informa- 
tion requisite for sound judgments in the regulation of utility enterprises. Fi- 

» See Chapter XXIV. 
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nally, the most serious weakness lies in the nature of the judicial process, 
which permits only the settlement of specific cases, though the situation may 
require continuous regulation to establish fair rates and adequate service. 

Legislative control. Legislative regulation assumed many forms before the 
commission became the generally accepted mechanism of control. Direct legis- 
lative control has been attempted through the granting of franchises and 
charters, through restrictive provisions in general incorporation acts, and 
through statutes defining the obligations of public utilities. The character- 
istics of each form of control may be briefly examined. 

The characteristics of franchises and their regulatory features is the sub- 
ject of a more extended consideration in Chapter VII, 

The incorporation of local utilities by special act of the legislature carried 
with it the possibility of conflict between the jurisdiction of the state and 
local governmental units. It became customary to make the franchise op- 
erative only with the authorization of the local authorities. The charter 
would specify the area within which the corporation’s activities could be 
carried on, and perhaps establish the general standards governing the activi- 
ties of the corporation. 

The granting of charters by special act of the legislature imposed such a 
heavy burden upon the legislatures and led to so much log-rolling and po- 
litical corruption in an effort to secure special privileges and advantages 
from the legislature that it finally became customary for the legislatures to 
pass self-denying statutes forswearing the special incorporation of businesses 
and requiring all who would secure corporate charters to submit their ap- 
plications to a designated state official to determine whether the applicants 
conformed to the standards prescribed. Under such charters there was little 
opportunity to provide any significant measure of control, and the reliance 
upon such general incorporation laws could be justified only on the assump- 
tion that the real controls would be exercised by the forces of competition. 

In time the general incorporation laws were supplemented by the require- 
ment that the company secure a special authorization to engage in a public 
utility undertaking. This franchise is generally designated a certificate of 
convenience and necessity. Since the certificate of convenience and necessity 
is a development of the period subsequent to the establishment of the com- 
mission, it has not been an independent instrument of control, but has en- 
abled the commission to exercise a measure of supervision over the utility 
enterprise from its inception. 

Historically the franchise granted by the local authorities has been the most 
important of the franchises for the purposes of control. The right of the mu- 
nicipality or other local government unit to control the issuance of franchises 
has been a correlative of their power to police the public streets. The regu- 
latory features of the local franchise have included a definition of service 
stanclards, the prescription of rates, and the exaction of a payment for the 
franchise privileges. Payments for the franchise privileges have frequently 
been required in the form of lump-sum contributions to the municipal treas- 

See Charle.s F, AcLirns, fr., chairman of the Ma-ssachusetts Board of Railroad Commi.^sioners, 
in “Railway Problems in 1869,” no North American Remew 116, 126-127, (Jan., 1870). 
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ury, the payment of annual fees, the paving of the streets and other work as- 
sociated with their maintenance, or the provision of free services to the com- 
munity. 

The unsatisfactory character of franchise regulations is the subject of con- 
sideration elsewhere.^ 

The inclusion of regulatory features in the general incorporation acts was 
intended to supplement the controls of competition, and to meet the more 
obvious abuses associated with the granting of charters and the financing of 
utility companies. Without specific machinery for enforcement, these regu- 
latory features proved ineffective to assure adequate service, reasonable charges, 
or honest financing. 

In the Middle West the Granger agitation brought about renewed efl'orts 
at the control of public utilities through the passage of restrictive legislation. 
These laws sought to prescribe maximum rates, to outlaw various forms of 
discrimination, to require improved service, and to correct the abuses of cor- 
porate financing. In some of the eastern states attempts at statutory control 
began in the second quarter of the nineteenth century and persisted for many 
years. As early as 1831, Massachusetts had reserved the right to amend the 
charter of any corporation created under its laws; and five years later, it 
legislated that, although the rates of railroads should be fixed in the first in- 
stance by the directors, these fares should be subject to modification by the 
legislature, though without the consent of the corporation rates were not to 
be reduced so as to leave the corporation an annual profit of less than 10 per 
cent.'^ Similar regulations were extended to the street railways. By 1864 the 
necessity for enforcement procedures was more clearly understood, and hence 
the statute provided that on the receipt of a complaint from certain public of- 
ficials or fifty voters, the Supreme Judicial Court should appoint a special 
three-man commission which should investigate and make any necessary re- 
vision in fares, the report of the commissioners, when confirmed by the court, 
to be final for one year.® 

Many and grave were the defects associated with the attempt of the legis- 
latures to control public utilities directly by statute. There was an inescapable 
shortcoming in the lack of the specialized knowledge and experience. Since 
legislatures are political bodies, it was but natural that the members should 
be sensitive to political rather than economic considerations, with the result 
that the laws enacted were sometimes poorly calculated to protect the long- 
term interests of the public in the adequacy of the utility service. Moreover, 
successful regulation must be a continuing process; there must be available at 
all times a regulatory agency with the power to act promptly as conditions 
change. The legislatures, with their infrequent sessions and their inevitable 
preoccupation with a multitude of other responsibilities, could give only de- 
layed consideration to new problems as they arose. Regulation must be capa- 
ble of recognizing variations in the requirements of different communities 
and corporations, and of modifying the application of. general principles ac- 

® chapter VII, Sec. i. ® Mass., Acts of rSj/, c. 8i. 

^ Mass., Revised Statutes of 1836, c. 81. ® Mass., Acts of 1864, c. 229, Sec. 26. 
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corclingly. But legislatures lacked both the time and the competence to fit the 
pattern of control to particular conditions. And finally, direct regulation by 
the legislature was defective in enforcement; enforcement through the courts 
was too time-consuming and costly to be available to the individuals who, as 
consumers or investors, were injured by the departures of utility conduct 
from the statutory standards of conduct. Even when the legislatures were 
aided by advisory commissions appointed to observe the operation of the 
regulatory statutes and to supply the legislatures with technical advice, con- 
trol through statutory standard and injunction proved ineffective. 

Commission Regulation. Commission regulation represents a develop- 
ment in governmental machinery indigenous to this country. The ultimate 
source of the regulatory power is still the legislature, but the legislature, in- 
stead of exercising its power directly, delegates its regulatory authority to an 
especially constituted administratiye agency which proceeds to carry out the 
declared policy in accordance with the standards and procedures prescribed 
by the legislature. It is the function of the commission to interpret the general 
principles of the statute in the light of the requirements of the particular utility 
and community, to exercise continuing supervision over the operations of the 
companies subject to its jurisdiction, and to report to the legislature on the 
effectiveness of the existing controls and on the possibilities of improvement. 
The origins of commission regulation are to be found in the failure of the al- 
ternatives. 

The superiority of the commission over the alternative methods of regula- 
tion is observable in several respects. The personnel of the commission is pre- 
sumably selected on the basis of the technical qualifications of the individuals 
to resolve the problems of utility regulation. By devoting full time to the 
duties of their office, it is expected that the commissioners may develop skill 
through experience in dealing with the problems of control In addition to 
such special qualifications as the commissioners themselves bring to their 
tasks, the staff of the commission is presumably composed of individuals 
trained in engineering, accounting, and the law to handle the technical ques- 
tions of regulation. K further advantage is that the commission exercises con- 
tinuous supervision, and is in a position to act promptly with respect to those 
questions which require immediate consideration. It is basic to the theory of 
commission regulation that the commission shall be a nonpolitical agency, 
and in some states provision is made for bi-partisan membership. In contrast 
to regulation through the courts, the commissions provide an informal, in- 
expensive procedure by which consumers and others may secure a ready re- 
dress of their legitimate grievances with respect to the conduct of utility com- 
panies. Where the courts are concerned largely with disputes involving past 
wrongs, the commission’s functions are preventive and oriented toward the 
future; the commission is primarily responsible for the establishment of 
standards, rules, schedules of charges, et cetera, to be followed thereafter by 
the companies. 

Growth of state commissions. The historical development of regulatory 
commissions falls into three periods: the period before 1870 may be designated 
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as the period of the advisory commission; from 1870 to 1907, as the era of the 
railroad commission; and from 1907 to the present, as the period of the 
public service commission.® 

The commissions that were established in the period prior to 1870 were 
less administrative than advisory in their functions. The leading utilities of 
this era were the railroads. Beginning as early as 1836, Massachusetts required 
railroads to submit annual reports to a committee of the legislature. These 
early commissions were found first in the states in the northeastern part of 
the country, and were established by Rhode Island in 1836, by New Hamp- 
shire in 1844, by Connecticut in 1853, by New York and Vermont in 1855, and 
by Maine in 1858. The first Massachusetts commission was a short-lived ven- 
ture, created under a statute of 1845 which was repealed the next ycar.^® An 
attempt to revive the commission in 1847 failed, and it was not until 1S64 
that a board of railroad commissioners with very limited powers and duties 
was created. 

In 1869, Massachusetts established a new Board of Railroad Commissioners 
v/hich, like the New York Commission of 1855, possessed somewhat larger 
powers than the other commissions of the period, and may serve to illustrate 
their nature and functions.^- The original personnel of the Board consisted of 
“one engineer, one representative of the active business interests of the com- 
munity, and one person of legal training to act as its mouthpiece, and to at- 
tend to its legislative duties.” The Commission was given general jurisdiction 
over all railroads, with the responsibility of investigating all complaints and 
recommending appropriate changes in railroad practices. It also investigated 
violations of the laws and reported thereon to both the railroads and the 
legislature. The Commission had extensive powers of investigation relative 
to the condition, management, and operations of the railroads of the state; 
ail annual reports of the railroads were addressed to the Commission, which 
was empowered to examine the companies’ books to ascertain if they were 
kept as prescribed; and the Commission was required to investigate and re- 
port on all accidents. This early Massachusetts Commission is a good exam- 
ple of a “weak” commission, since it had no power to enforce its recom- 
mendations; if the railroads did not voluntarily comply with the Commission’s 
recommendations, the only resort was to publicity and, in the last resort, to 
the introduction of remedial legislation with respect to the conditions requir- 
ing correction. That the Commission was able to discharge its public respon- 
sibilities is a tribute to the ability and intelligence of the Commissioners,^ 
but even in Massachusetts regulation through recommendations and publicity 
proved less than satisfactory with the passing years, and when in 1SS5 the 

® Railroad commissions appeared in some states prior to 1870, and some public service com- 
missions already existed in an era otherwise dominated largely by the activities of the railroad 
commissions. 

3 -° Mass., Acts of 1S45, c. 252; Acts of 1846, c. 190. 

Mass., Acts of 1864, c. 152. 

See White, “The Origin of Utility Commissions in Massachusetts,” 22 fotir. PoL Econ. 177 
(Mar., 1921). 

See a statement by the chairman, Charles F. Adams, in Massachusetts, House document 225 
of 1879. 
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Board of Gas Commissioners was established, the new commission was given 
extensive mandatory powersd^ 

From 1&70 to 1907 was the period of the railroad commissions. Following 
the lead supplied by the Granger movement, many states established strong 
commissions with mandatory powers for the control of railroad companies. 
The movement for the extension of governmental control over railroads 
came to a climax in 1887 with the passage of the Interstate Commerce Act 
asserting federal jurisdiction over the interstate steam railroads and creating 
the Interstate Commerce Commission, Although regulation was concerned 
primarily with the prevention of extortionate rates and discrimination in 
either rates or service, commissions were gradually given extensive jurisdic- 
tion over other aspects of railroad operations. 

Though the period from 1907 to the present time has been designated the 
era of the public service commission, the first commission regulation of gas 
and electric utilities came in 1885, with the establishment of the Board of Gas 
Commissioners in Massachusetts.^"’ This new Commission represented the 
first recognition of the dual responsibilities of the modern commission to pro- 
tect both the utility and the consumers. The Commission had relatively ex- 
tensive duties: it could prevent conipetition between like utilities and the du- 
plication of facilities; it was required to investigate complaints relative to the 
price or quality of the service, and it could order rate reductions or improve- 
ments in service; and it could require reports and annual returns from the 
companies. It was a characteristic of early regulation in Massachusetts that 
the companies were assessed to cover the expenses of the regulatory commis- 
sions.’'* 

The development of regulation in the contemporary meaning of the term 
dates from 1907, when New York and Wisconsin reorganized their com- 
missions with broad powers of supervision and regulation with respect to all 
aspects of utility operations. At present all states with the exception of Dela- 
ware have their public service commissions exercising more or less effective 
control over all utility activities. The jurisdiction and responsibilities of con- 
temporary public utilities commissions will be discussed in subsequent sec- 
tions of this chapter. 

2. THE LEGISLATURE 

The earlier discussions of the right to regulate have developed the con- 
stitutional basis tor the legislature’s powers respecting utility corporations.^’* 

Mass., Acts of iSS^, c. 314. 

Ma.s.s., Acts of 18S;, c. 314. In 1887 the Commission’s jurisdiction was extended to electric 
utilities and its name changed to the Board of Gas and Electric Light Commissioners. (Mass., Acts 
of iSSy, c. 382.) Tlie Public Service Commission was created in 1913 (Mass., Acts of /9/i, c. 784) 
to replace the Hoard of Railroad Commissioners, which had proved incapable of coping with the 
increasingly serious problems of railroad regulation without extensive additional powers. In 1919 
the Board of Gas and Electric Light Commissioners and the Public Service Commission were 
merged into the newly created Department of Public Utilities. (Mass., Acts of igig, c. 350, 
Sec. 1 1 7.) 

For a brief discussion of the development of the Massachusetts regulatory commissions see 
Barnes, Ptibhc Utility Control in Massachusetts, Chapter I. 

Chapters I and V. 
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Under the present scheme of control, the legislature is the policy-making body; 
it decides on the extent and the character of regulation; it creates and em- 
powers the agencies through which its policies are effected; and, from time 
to time, it weighs and assays the results. 

The authority of the legislature may be exercised directly through charter 
and statutory provisions. It may be manifested through the judiciary and the 
officers of the courts. More likely, control is effected through the public serv- 
ice commission and the municipalities. But w^hatever the form and the di- 
rection of control, it must be recognized that any judgment with respect to 
the adequacy or inadequacy of control is essentially a judgment as to the 
success of the legislature in the discharge of one of its principal responsibilities 
to the community. 


3. THE COMMISSION 

General Characteristics of the Regulatory Commission. The nature of 
commissions and commission regulation has been suggested in the sketch of 
the historical development of this form of regulation. The commission is an 
administrative body exercising legislative powers under a broad delegation of 
authority. Historically, the commission has been concerned with the matters 
of reasonable charges and adequate service, but in the process of imposing 
increasing responsibilities on industries subject to regulation, the powers and 
duties of the public service commissions have been expanded until they em- 
brace all aspects of utility activities. 

In the light of the theoretical separation of powers which is so frequently 
assumed in discussions of American governmental institutions, the char- 
acteristic public service commission appears to be an anomalous type of gov- 
ernmental organ, some of its activities being legislative, some judicial, some 
administrative. In its application of the general principles prescribed by the 
legislature to the particular utility, the commission is acting in a legislative 
capacity. Thus in the establishment of rules of conduct for the future and in 
the fixing of reasonable rates and the standards of service, the commission is 
legislating for the industry, and thereafter violations of the commission’s 
orders are analogous to an infraction of legislative rules and regulations. Com- 
missions also have occasion to act in a judicial capacity: for example, if the 
commission determines that past rates have been unreasonable and (assum- 
ing the statutes make provision for reparation) orders that reparation be 
paid, its order is judicial in character. Similarly, when it entertains complaints 
from consumers as to the conduct of a utility and after investigation and 
hearing issues a corrective order, the commission is performing functions 
which were once exercised by the courts. In its supervision of the accounts of 
companies, in its examination of reports, and in its supervision of the ex- 
tent to which the companies under its jurisdiction are complying with the 
requirements of statute and order, the commission functions are primarily 
administrative. 

The Commissioners. Size of the commission. The three-man commission 
is much the most common throughout the country. As of 1939, thirty-seven 
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of the forty-eight commissions were composed of three members; eight of 
the states had commissions of five; South Carolina had a commission of 
seven; while Oregon and Rhode Island entrusted their regulation to a single 
commissioner. It is interesting to note that the federal commissions tend, as 
might be expected, to be larger: the Federal Trade Commission, the Federal 
Power Commission, and the Securities and Exchange Commission each have 
five members; the Federal Communications Commission has seven; and the 
Interstate Commerce Commission, eleven. Though still a matter of consider- 
able moment, the size of the commission is not now of the same importance 
as it was before the development of substantial expert staffs. The commis- 
sion of three or more affords an opportunity to bring together individuals of 
quite different training and experience. Also, the larger commission prac- 
tically guarantees the explicit discussion of the considerations for a particular 
line of action and affords opportunity for the exploration of the available 
alternatives; whereas if the responsibilities of regulation are imposed on a 
single commissioner, decisions may be formulated without that thorough can- 
vassing of the situation which is presumably inevitable where there is a meet- 
ing of several minds. The larger commission may make possible the more 
expeditious determination of all cases, since there is the possibility of a certain 
division of labor. With the multiplication of the responsibilities of the com- 
missions the advantages possessed by such an arrangement are obvious: the 
members of the commission have more time to devote to matters of major 
importance; the commission’s work, especially matters of detail, may be ex- 
pedited; and more time is available for the presentation of cases of lesser im- 
portance before the individuals rendering the decision in the first instance. 
It is significant that the Interstate Commerce Commission, one of the oldest 
regulatory bodies, has progressed from the division form of organization to 
the outright delegation of authority to individual commissioners to dispose 
of matters specifically assigned to their division. 

The designation of commissioners. The methods by which commissioners 
are selected has a significant effect upon the caliber of the commissions and 
the effectiveness with which they discharge their responsibilities. In 1939, 
thirty of the forty-eight commissions were appointed to office, the appoint- 
ment commonly being by the governor with the advice and consent of the 
senate.-^ The members of the commi.ssions of sixteen states were elected by 
popular vote,““ while in two states (South Carolina and Virginia) the com- 
missioners were elected by the general assembly. 

All the states except Delaware have commissions; that of the District of Columbia is the 
forty-eighth. 

California, Georgia, Illinois, Massachusetts, Michigan, Missouri, New York, and Pennsylvania. 

20 47 Ann. Rep. I.C.C. 32-33 (1933)- 

21 Chart 5, Utility Pvcgulation Chart (pp. 205-217). See also Ruggles, Aspects of the Organiza- 
tion, Functions, and Financing oj State Utility Commissions. 

In the District of Columbia, the members of the Commission were appointed by the President; 
in Nevada, by the Public Service Board; in North Carolina, the chairman was elected by popular 
vote while the two associates were appointed by the governor; in Rhode Island, the Chief of the 
Public Utility Division was appointed by the Director of Revenue and Regulation who was 
himself appointed by the governor. 

22 Alabama, Arizona, Florida, Georgia, Iowa, Louisiana, Minnesota, Mississippi, Montana, 
Nebraska, New Mexico, North Dakota, Oklahoma, South Dakota, Tennessee, and Texas. 
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The selection of the chairman may be a matter of considerable importance 
if the position is other than an honorary one. In a majority of the states 
(twenty-eight), the selection of the chairman is left to the commission itself, 
and there is a distinct tendency for custom to develop a rotating chairman- 
ship that is purely honorary; indeed, the Virginia statute provides specifically 
for a rotating chairmanship. The chairmen of thirteen commissions are desig- 
nated by the governor.-^ The five federal commissions chiefly concerned with 
the regulation of business are ail appointed by the President, with the con- 
sent and advice of the Senate; with the exception of the Federal Communica- 
tions Commission whose chairman is designated by the President, each com- 
mission selects its own chairman. 

There is no method of selection which will guarantee obtaining men with 
the highest qualifications for the public service commissions. It may be said, 
however, that the election of public service commissioners is scarcely designed 
to secure the men best qualified. The men who are best qualified by training 
and experience to discharge the exacting duties of commissioners are unlikely 
to be suited by either ability or inclination to undertake political campaigns 
to win office; nor should the commissioner who is in office be under the neces- 
sity of interrupting his work to endure the fatigues and frustrations of a po- 
litical campaign; and most important of all, the members of the commissions 
should be above politics, indifferent to the political a.spects of the cases that 
come before them and independent of the political favors and enmities of 
corporations and consumers alike. It may, therefore, be asserted that the ap- 
pointive method is better calculated to secure satisfactory commissioners if 
the appointing official — for the state commissions, usually the governor — is 
above political considerations in designating men to this important office. An 
additional assurance of the appointment of properly qualified commission- 
ers might result from the establishment of an unsalaried advisory council, 
composed of individuals competent to judge the qualifications of prospective 
commissioners, which could prepare or approve a list of qualified persons 
from which the appointment should be made. 

Qualifications of commissioners. Since in most states the members of the 
public service commissions are not selected by the legislatures, it is not un- 
natural that the legislatures should establish certain specifications to which 
they desire commissioners to conform. A quite common requirement is that 
the commissioners should be residents or citizens of the state. This .stipulation 
limits the range of choice and frequently prevents securing the most compe- 
tent individuals. It also di.scourages career men who might be aiiractcd by 
opportunities for promotion from the smaller commi.s.sions to the larger and 
more remunerative regulatory bodies, and impedes the development of pro- 
fessional standards. 

One of the earlie.st limitations on the selection of commissioners was the 
requirement that the commission include individuals trained in engineering, 

■-'* Colorado, Illinois, Maine, Maryland, Massachu.sctts, Missouri, New Mampshirc, New York, 
Ohio, Pennsylvania, Vermont, Washington, We.sr Virginia. 

In the remaining seven states the chairman is selected in a variety of ways; in Idaho and Ken- 
tucky, the senior member is the chairman; in Alabama and North Carolina, the chairman is elected 
by popular vote; while in Oregon and Rhode Island there is only a single coiTimi.ssioner. 
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law, accounting, or business. However, with the development of sizeable com- 
mission staffs, including among their number accountants, engineers, and at- 
torneys, the requirement of specialized competence by the commissioners 
becomes less significant than securing men of broad understanding, keen in- 
sight, and sound judgment. 

A large majority of the statutes are specific in forbidding commissioners to 
have any official connection with, or pecuniary interest in, the utilities subject 
to the commission’s jurisdiction. The reasonableness of such regulations none 
would deny. Even if commissioners could be completely oblivious of finan- 
cial interests in companies subject to their control, the general public would 
not be equally certain of their disinterestedness, and the confidence of the 
public at large in the fairness of regulatory tribunals is essential to their ef- 
fective functioning. A few of the states require that commissioners shall have 
no pecuniary or other interest in utilities either within or outside the state, 
a quite reasonable requirement considering the development of holding-com- 
pany systems. It is, of course, appropriate that the commission and their staff 
should be estopped from accepting gifts, directly or indirectly, from the com- 
panies subject to their jurisdiction. The statutory prohibitions against finan- 
cial interests in utility companies should probably be extended to members 
of the immediate family of the commissioner. A small minority of the states 
specify that the members of the commission shall not recommend others for 
employment in companies subject to commission control. The impropriety of 
public officers’ being under obligation to those with whom they have official 
relations supports the wisdom of this requirement and recommends its adop- 
tion by all states. One very obvious gap in the statutory provisions governing 
the relations of the commissioners to the companies they regulate is the fail- 
ure to prohibit a commissioner from accepting employment with a public 
utility for a term of years, perhaps five or more, after leaving the commission. 
In the past some commissioners have found lucrative employment with utility 
companies which they had previously regulated. Here is a most insidious in- 
fluence, for a commissioner who, even subconsciously, desires employment with 
a utility corporation will scarcely fail to reflect the viewpoint of the utility 
managements. 

In nearly all states the members of the public service commission are re- 
quired to take the same oath of office that is required of other public officials. 
In a few of the states an additional oath, relative to the individual’s qualifica- 
tions for his position, is required. 

Approximately half of the state statutes exclude a commissioner from any 
other public office during his incumbency; and in a few states he is not per- 
mitted to hold other public office for a specified period after terminating his 
connection with the commission. A somewhat smaller number of states for- 
bid members of their commissions to engage in political activity while in 
office. These regulations are presumably based on a realization that many 
of the cases coming before commissions have political implications, and that 
the judgment of the commission should be independent of political consider- 
ations of either a personal or party nature. 

In a majority of the states not more than a majority of the commission may 
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be members o£ the same political party. While it is better that the agencies of 
government should be bi-partisan than partisan, it would be even more desir- 
able if the commissions could be made completely nonpolitical, . 

The tenure of commissioners. Since there is no specific training for com- 
missioners, unless it be an apprenticeship on the staff of a commission, the 
matter of tenure is of considerable importance; most commission members 
are “trained by experience” on the job. As of 1939, the statutory term of office 
was six years for twenty -five of the commissions; for ten it was four years; 
and for the remaining thirteen commissions, the terms varied from two years 
to indefinite appointments."^ The members of the Federal Power Commission 
and the Securities and Exchange Commission are appointed for five years; 
the members of the Interstate Commerce Commission, the Federal Trade 
Commission, and the Federal Communications Commission, for seven years. 
In order to assure an experienced commission it is the accepted practice to 
provide an overlapping of the terms of office.-^ 

A short statutory term does not necessarily mean that the members of any 
given commission may not enjoy long incumbencies, for they may be regu- 
larly reappointed at the expiration of their terms; nor does the provision for 
a long term guarantee that any given commissioner will serve until the end of 
his term. A tabulation of the average years of service of state commissioners 


Average Years 
of Service 

State Comfnissions 

10 or more 

Alabama, Tennessee 

8 to less than 10 

Connecticut, Maryland, Maine, New York, North Dakota, 

South Dakota, Texas, Utah, Wisconsin 

6 to less than 8 

California, Kansas, Massachusetts, Minnesota, Pennsylvania, 

South Carolina, Virginia, West Virginia 

4 to less than 6 

Florida, Louisiana, Mississippi, Montana, New Jersey 

2 to less than 4 

Arizona, Colorado, District of Columbia, Georgia, Idaho, Illi- i 

nois, Indiana, Iowa, Michigan, Missouri, Nebraska, Nevada, 

New Flampshire, New Mexico, North Carolina, Ohio, Okla- 
homa, Vermont, Washington, Wyoming 1 

Less than 2 

Arkansas, Kentucky, Oregon, Rhode Island 


as of 1935 presents significant evidence on this matter. This record of the 
actual years of service is a cause for pessimism. Exactly half of the commissions 


Alabama, Florida, Iowa, Kamsas, Kentucky, Michigan, Mississippi, Nevada, North Carolina, 
and Oregon. 

-^'Two years — Illinois, North Dakota, South Carolina; three years — Arizona, Arkansas, District 
of Columbia (except the engineer member, who serves for four years); five years — Massachusetts; 
seven years — Maine; ten years — Pennsylvania and New York; indefinite — Rhode Island. In Indiana 
and Washington the members of the commission continue in office at the pleasure of the governor. 

Only four states — Illinois, Michigan, Mississippi, and Washington— do not take advantage of 
this device. It has already been noted that there is only a single commissioner in Oregon and Rhode 
Island. 

Ruggles, op. cit., p. 26. 
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show an average term in office o£ four years or less. Though there may be 
reasonable doubts whether even an able commissioner becomes a truly effec- 
tive public servant within four years, it is certain that with any shorter term 
of office he is still in the learning stage. The circumstances responsible for the 
relatively high turnover in office among public service commissioners vary 
from state to state: changes in the political complexion of the state govern- 
ment, the relatively low salaries paid in some states, the use of the office as a 
stepping stone to more lucrative employment in the utility field — are all fac- 
tors whose significance cannot be readily assayed. 

Removal from office. In general, the statutes specify the causes for which a 
commissioner may be removed from office and the manner in which removal 
shall be accomplished. Although wide variations are encountered in the enu- 
meration of the specified causes, the common causes for removal are neglect 
of duty, malfeasance, misconduct, inefficiency, incompetence, and misde- 
meanors.-® In 1935, in eighteen states, a commissioner might be removed 
from office by the governor,-^ and in five other states by the governor and the 
legislature; it is interesting to note that in all of these states, the commission- 
ers were appointed to office.®^ Removal from office was by impeachment in 
eleven states,®- in ten of which commissions are elected to office. In three 
states, removal from office was by court proceedings,®® while in seven other 
states for which data were available a miscellany of methods prevailed.®"^ 

Salaries. Along with security of tenure, the salary scale is the most impor- 
tant single factor in attracting competent individuals to serve on public serv- 
ice commissions. Despite this fact, thirty-two of the commissions paid salaries 
of less than |6,ooo, and only six afforded salaries in excess of |8,ooo. While 
there is no necessity that the salaries paid public servants equal those available 
in private employment, it is essential to pay salaries such that public employ- 
ment — considering prestige, security of tenure, and personal satisfaction in 
doing an essential job— shall be as attractive as private employment. The spe- 
cific salaries which will suffice to attract the best men into public office will 
vary with the times and with the section of the country. It would appear rea- 
sonable to expect that salaries of $8,000 or more would secure competent com- 


Ruggles, op. at., pp. 24-30. Other statutory causes for removal from office, in the order 
of the frequency of their appearance, are; corruption, high crimes, intoxication, gift from or 
employment by utility, violation of qualification laws, moral turpitude, gambling, extortion, 
conviction of felony, active participation in politics, and favoritism or oppression in office. 

Arkansas, Florida, Idaho, Illinois, Indiana, Kentucky (subject to review by the courts), Mary- 
land, Michigan, Minnesota, New York, Ohio, Oregon, Utah, Vermont, Washington, West Virginia, 
Wisconsin, Wyoming, 

Georgia, Maine, Massachusetts, New Hampshire, Pennsylvania. 

■'J In two other states, Nevada and Rhode Lsland, the statute provides for removal by the 
Public Service Board and the Director of Revenue and Research, respectively — the appointing 
agents. 

■'2 Colorado, Iowa, Montana, Nebraska, New Jersey, New Mexico, North Carolina, North Dakota, 
Oklahoma, Texas, Virginia. 

Alabama, Connecticut, Tennessee. 

34 Arizona, by impeachment or recall; California, by the legislature; District of Columbia, no 
provisions; Kansas, by the courts or by recall; Louisiana, by impeachment or by the legislature; 
Mississippi, by impeachment or by the courts; and South Carolina, by impeachment or by the 
governor and the legislature. 
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missioners in almost any section o£ the country; except under unusual cir- 
cumstances, salaries of |6,ooo or less demand too great a sacrifice on the part of 
well-qualified individuals with attractive alternatives.^'^ 

Commission Budgets. No satisfactory statistics are available regarding the 
annual cost of regulation. Such statistics would have to include not simply the 
aggregates in the commissions’ budgets, but also the expenditures by legisla- 
tures and their investigating committees plus the expenditures by the com- 
panies, both in complying with the requirements imposed by regulatory au- 
thorities and in appeals to the courts. While the absolute magnitude of such 
figures would probably be startling to the uninitiated, they certainly represent 
a small proportion of the total cost of utility services. Moreover, there is reason 
to believe that total expenditures on regulation are less than required to afford 
really adequate protection to the public.^^'^ 

The funds with which commissions carry on their regulatory functions 
come partly from appropriations from the general funds of the state and 

The members of the Interstate Commerce Commission receive $12,000; the members of the 
Federal Trade Commission, Federal Power Commission, Securities and Exchange Commission, and 
Federal Communications Commission, $10,000. 

3 ® Salaries of Commissioners as of July, 1939: 


Salary 

Number of 
Stales 

States * 

$10,000 or 
more 

3 

New York, $15,000; New Jersey, .$12,000; Pennsylvania, 
$10,000 ($10,500). 

$8,000 to less 
than $10,000 

3 

Connecticut, $9,000; California, $8,000; Virginia, $8,000 
($8,250). 

$6,000 to less 
than $8,000 

to 

District of Columbia, $7,500 (engineer member, $9,000); 
Oregon, $7,500; Massachusetts, $7,000 ($8,000); Michigan, 
$7,000; Texas, $7,000; Illinois, $6,000; Indiana, $6,000; 
Maine, $6,000; Ohio, $6,000; West Virginia, $6,000. 

$4,000 to less 
than $6,000 


Missouri,$5,50o; Arkansas, $5,000; Kentucky, $5,000; Min- 
nesota, $5,000; Maryland, .$5,000 ($6,000); Nebraska, $5,000; 
New Hampshire, $5,000; Oklahoma, $5,000; Rhode Island, 
$5,000; Tennessee, $5,000; Washington, $5,000 ($6,000); 
Wisconsin, $5,000; Georgia, $4,800 ($5,300); Louisiana, 
$4,800; Arizona, $4,500; Utah, $4,200; Alabama, $4,000 
($4,600); Colorado, $4,000; Florida, $4,000 ($4,500); Mon- 
tana, $4,000. 

$2,000 to less 
than $4,000 


Iowa, $3,800; Wyoming, $3,600; South Dakota, $3,500 
($4,500); South Carolina, $3,400 ($3,636); Mississippi, 
$3,100; Idaho, $3,000; New Mexico, $3,000; Nevada, $2,500 
and $1,000 ($5,000); North Dakota, $2,400; Vermont, $2,000 
($4,200). 

Less dian 
$2,000 

I 

Nortli Carolina, $1,500 jointly for two, $6,600 for chairman. 


* A state is classified according to the salary of the majority of the commissioners. The chair- 
man’s salary is stated in parentheses if it differs from that of other members. 

3 " The variations to be found in the appropriations for the different commissions may be sug- 
gested by a comparison of the budgets for the New York Public Service Commission, $1,231,285, 
and for the Indiana Public Service Commission, $292,135. (New York, Laws of 1938, Chap. 20, 
Appropriation Act, Department of Public Service, State Division. Annual Report of the Public 
Service Commission of Indiana, for the period ended June 30, 1937, pp. 661-664.) 
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partly from direct assessments against the companies subject to control/'® In 
recent years there has been a tendency to provide for a larger measure of financ- 
ing through assessments/*^ This trend has resulted from the urgent need for 
additional funds by the regulatory authorities and the difficulties in securing 
such funds from the general tax resources of the state, and from a feeling that 
those who benefit from regulation should bear its costs. Of course the assess- 
ments are included in the expenses of the utility company and passed on to 
the consumers/” 

Assessments fall into two categories: special assessments for particular inves- 
tigations or special services performed for the utility companies, and general 
assessments to cover the general expenses of the commission. The taxation of 
utility companies for the expenses of regulation began with special assess- 
ments, one of the commonest occasions for assessing the utility being the 
testing of its meters on complaint of consumers (with the consumer paying 
the cost if the meter should prove not to be inaccurate). At present assessments 
are imposed in connection with the approval of security issue.s, investigations 
into rates and service, the valuation of the utility’s property, and other par- 
ticular manifestations of regulatory control. 

Although assessments for the general expenses of the regulatory commis- 
sions have been utilized since 1882/* this method of providing for commission 
budgets has become popular only during the past decade. Various methods of 
levying general assessments are to be found in the statutes: there may be a 
fixed percentage of gross intrastate operating revenues, a graduated levy based 
on gross intrastate operating revenues, or a fixed total sum apportioned among 
those subject to assessment. For example, in 1931, in addition to provision for 
the assessment of special investigations against utility corporations, Wisconsin 
provided for a “remainder assessment” — all expen.ses of the commission in 
excess of the total fees and special assessments collected during the year, to be 
assessed among the utilities subject to regulation in proportion to their intra- 
state gross operating revenues, the maximum annual assessment for any one 
company being % of i per cent/*^ It is customary for the statutes to fix the 
maximum assessments to which the companies are subject, either on account 
of special or general assessments. In some states the funds collected through 
these assessments are immediately available to the commission; in other states, 


See Rugglesi, op. dl., pp. 57-69. 

In 1940, twenty-three states assessed the companies for a part or all of the costs of regulation: 
Alabama, Georgia, Illinois, Indiana, Kansas, Kentucky, Louisiana, Michigan, Missouri, New Hamp- 
shire, New York, North Dakota, Ohio, Oregon, Pennsylvania, Rhode Island, South Carolina, Utah, 
Vermont, Washington, West Virginia, Wisconsin, and Wyoming. 

It may be observed that the costs are not always borne by those who benefit; for example, 
it must be admitted that investors generally benefit substantially from commissions’ control over 
security issued, but all the costs, if assessed against the company, are borne by the consumers. There 
is the possibility that some of the costs of regulation may fall upon the security holders if a com- 
pany, previously enjoying more than a fair return, is not allowed to increase its rates by the 
amount of the assessment for regulatory expenses. 

In 1882, South Carolina assessed the entire costs of its railroad commission against the rail- 
roads operating within the state, the assessment being in proportion to gross income, which was 
apportioned according to the track mileage within the state. {General Statutes of 1882, c. 40, 
Sec. 1453.) 

Wisconsin, Lflrw of 1931, c, 183, 475. 
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the collections are paid into the state treasury and are available to the commis- 
sion only after formal appropriation. 

The constitutionality of the assessment method of financing utility regula- 
tion is clearly established. The validity of the assessment of the general ex- 
penses of regulation against the companies subject to control was established 
very early in the history of regulation.'^^ Although statutes providing for the 
assessment of the costs of special investigations and services against the com- 
panies subject to regulation have been condemned in particular instances, 
the special assessment method would seem to be thoroughly supported by 
federal and state authority.*^" 

Commission Staffs and Their Organization, The size and organization 
of the staffs of the dift'erent commissions vary widely from state to state. 
In 1935, the Vermont commission, for example, was reported as having no 
staff at all, while the New York commission had a staff of nearly four hun- 
dred. 

The median size of the staff was 24; with clerical, stenographic, and mis- 
cellaneous unskilled employees included, 33. The size of the staff is determined 
by the adequacy of the commission’s budget, the scope of the duties imposed 
on the commission, the number and organization of the companies subject 
to control, and the geography of the region in which the commission operated. 

Two, or perhaps three, organizational schemes are to be found in use by 
public service commissions.^*^ In all commissions, the commissioners them- 
selves, their executive secretary, and a corp of clerical assistants constitute the 
administrative section, the central policy-making body and the source of ulti- 
mate responsibility. A substantial majority of the commissions organize their 
staffs according to functional lines; that is, sections are established to handle 
the legal, engineering, accounting, and research activities of the commission. 
The adoption of the functional organization does not preclude the creation of 
a number of sections to specialize in the problems of particular classes of utili- 
ties, and a substantial proportion of those commission staffs that are organized 
along functional lines have special sections devoted to motor transportation, 
railroads, or telephone utilities. A minority of the commission staffs adhere 
to the utility form of organization: such a commission might have a staff with 
one section devoted to the local utilities — electric, gas, and water, another 
responsible for the railroads, motor carriers, and local transit companies, and 
a third concerned with telephones. Where organization on a utility basis pre- 
vails, each such section would require its own attorneys, examiners, engineers, 

Charlotte, C. & A. Ry. Co. v. Gibbes, 142 U.S. 386 (1892). In Great Northern Ry. Co. v. 
Washington, 300 U.S. 154 (1937), while upholding the constitutionality of a general assessment 
statute, the Court held that the state had not sustained the burden of showing that the sums 
collected from an interstate railroad did not exceed what was reasonably needed in its case for 
inspection and supervision service. It was on this point that the minority, Mr. Justice Cardozo, with 
Mr. Chief Justice Hughes and Justices Brandeis and Stone concurring, parted company with the 
majority, contending that “the burden is on the railroads to satisfy the court that what was con- 
tributed by them was more than what was expended for their account.” 

State A. Northwestern Elec. Co., 183 Wash. 184, 49 P. (2d) 9 (1935). 

Morgan’s Steamship Co. v. Board of Health, La., 118 U.S. 455 (1886); Nashville, C. & St. 
L. Ry. Co. v. Alabama, 128 U.S. g6 (1888); SroBar G.&E.Co.v, Maltbie, 268 N.Y. 278, 197 N.E. 
281 (1935). 

See Ruggles, op, cit., pp. 35-44. 
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and accountants in order to be prepared to perform all of the regulatory func- 
tions with respect to the companies subject to its jurisdiction. 

The New York Commission is the largest of the state commissions. (Chart 
4.) Its plan of organization follows both functional and utility lines: the ad- 
ministrative, legal, and engineering departments, as well as the divisions of 
valuation and of accounting and research, conform to the functional plan; 
while the transportation, power, telephone, and water bureaus are examples 
of the utility plan of organization. The chart for the New York Public Service 
Commission is particularly significant in indicating the distribution of the 
Commission’s personnel with respect to the various functions and the relative 
costs (at least in terms of salaries paid) of different aspects of the Commission’s 
activities. 1 he New York Commission has the largest budget of the state com- 
missions and has the best relative scale of salaries. Yet it must be obvious from 
the most casual inspection that highly responsible tasks are entrusted to in- 
dividuals whose salaries are in no way commensurate with the importance of 
the tasks they perform. 

The relative desirability of the functional and utility forms of organization 
will depend upon the scope and emphasis of the commission’s regulatory 
activities. As railroad commissions expanded their jurisdiction to include 
local utilities, it was both feasible and economical to add a new section to the 
staff to handle the new and different problems of the local utilities. But with 
the growth in the scope of regulation to cover substantially all of the utility 
organizations operating within a given state, the functional type of organiza- 
tion acquires distinct advantages: the personnel is more flexible in expanding 
and contracting to meet changes in the activities of the commission; the 
duplication of specially trained personnel in the different sections of the staff 
is avoided; the level of technical competence demanded by the work of the 
commission is reduced — for example, with the organization of the staff by 
utilities, each section must have accountants as competent as the chief account- 
ant of the commission, while with the functional organization a single highly 
trained and competent accountant can effectively direct the work of a large 
accountant staff, handling all new, complex, and unique problems himself. 

The effectiveness with which commissions function depends not alone on 
the competence of the commissioners and the size of their staffs; much de- 
pends on the competence of the. individual staff members. Although a sub- 
stantial majority of the staff members of the commissions report some experi- 
ence prior to their work with the commission, that experience is not always of 
significance for their work with the commission; like the commissioners them- 
selves, the staff members are to a considerable extent trained on the job. The 
average term of service with the commission is therefore a matter of signifi- 
cance. The average number of years’ service, on the basis of a 1935 study, ap- 
peared to be approximately yfi years, a somewhat longer term of service than 
that of the average commissioner.^ This overall figure is not completely satis- 
factory as an index of experience of the staff; it matters little to the smooth 
functioning of the commission if there is a relatively high turnover among the 
junior members of the staff; the efficiency of the commission would, however, 

Ruggies, op. cit., p. 40. 
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be adversely affected if investigation should reveal a relatively short term of 
service among the key members of the staff. 

In most of the states the members of the commission staff are selected by 
the commission itself; it is probably desirable that the commission should be 
thus directly responsible for the quality of its own staff. In only a handful of 
the states is the selection of commission employees guided by civil service 
requirements.-*''^ In general, commissions are handicapped by the relatively 
meager salaries which they are able to pay their staff members. Where the 
average salary is $2,400 and the median salary is $2,180, excluding unskilled 
miscellaneous, clerical, and stenographic employees, the comparatively more 
remunerative employment with utility companies must seriously limit the 
choice open to the commission.'*'*’ Before the most competent individuals can 
be attracted to the public service, it will be necessary to pay salaries more 
nearly commensurate with those that are available from private employment, 
and the public servants will have to be given the security that goes with civil 
service tenure. 

Jurisdiction of Public Service Commissions. Utilities subject to commis' 
sion control. The Utility Regulation Chart provides an analysis of the extent 
to which the commissions had jurisdiction over the common utilities in 1940. 
It has already been noted that Delaware has no regulatory commission. Elec- 
tric power utilities are regulated in forty-one jurisdictions.^® Gas companies 
are subject to commission control in forty-two of the states.®* Telephone and 
telegraph corporations are within the jurisdiction of forty-four of the com- 
missions.®" And water utilities are under commission supervision in only 
thirty-nine of the states.®^ Only two states fail to regulate motor vehicles op- 
erating as public service companies; ®* but only forty give their commissions 
supervision over street railways,®® and forty-one, over interurban railways.®® 
Pipelines are part of the commission’s responsibilities in twenty-seven of the 
states.®'* 

The scope of commission jurisdiction. The scope of the jurisdiction which 
the commissions exercise with respect to the details of regulation will be ana- 
lyzed when the different aspects of regulation are discussed in detail in the 

Colorado, Maryland, Massachusetts, New York, Ohio, Utah, Washington, and Wisconsin. 

Ruggles, op. cit., p. 43. 

No jurisdiction over electric companies exists in Florida, Iowa, Minnesota, Mississippi, South 
Dakota, and Texas. The Nebraska Commission has only limited jurisdiction. 

No control is lodged in the commission in Florida, Iowa, Minnesota, Mississippi, Nebraska, 
and South Dakota. 

In the District of Columbia, Michigan, and Minnesota only telephone companies are con- 
trolled; in Iowa and Texas, the commission has control over neither telephone nor telegraph 
companies. 

No commission jurisdiction exists in District of Columbia, where the service is supplied by the 
municipality, nor in Florida, Georgia, Iowa, Kentucky, Michigan, Minnesota, Mississippi, Nebraska, 
New Mexico, South Dakota, and Texas. 

Kentucky and Maine. 

Arizona, Florida, Iowa, Minnesota, New Mexico, South Dakota, Texas, and Wyoming arc the 
exceptions. 

Arizona, Arkansas, Kentucky, Montana, New Mexico, South Dakota, and Wyoming compose 
tlie minority. 

New York regulates only gas pipelines. In twenty of the states no commission jurisdiction 
exists. 
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following chapters. For the present a very generalized picture may be ob- 
tained by considering the extent to which the electric and gas utilities were 
subject to control by the different commissions. Regulation of utilities may 
begin with the inception of the utility organization, or at least before the cor- 
poration is allowed to enter upon the public service. In twenty-nine states, 
utilities were required to obtain a certificate of convenience and necessity 
from the commission as a prerequisite to engaging in a utility service. Provi- 
sion was made for terminable permits or indeterminate franchises in eighteen 
states. Many states require that their utilities obtain the authorization of the 
commission prior to entering upon construction programs. 

Since the assurance of reasonable rates and the prevention of discrimina- 
tion are fundamental, utility regulation may not be said to exist in the absence 
of control over rates. It is therefore surprising that in 1940 in six states the com- 
missions had no control over the rates of electric and gas corporations, while 
in two other states the jurisdiction was limited.®® In thirty-odd states the com- 
missions were specifically given statutory authority to change existing con- 
tract rates. Under the prevailing methods of rate regulation, the valuation of 
utility properties tends to be an integral part of the machinery of rate, regula- 
tion. While it might be assumed that the power to make valuations would be 
implied from the power to regulate rates, there were many states whose stat- 
utes specifically provided that the commission might make valuations. 

The supervision of utility accounts is necessary to provide the commission 
with indispensable information. In recognition of this, forty-one states gave 
their commissions power over the accounting practices of the electric and gas 
utilities.®® The first step in the supervision of utility accounting practices is 
usually the adoption of a uniform classification of accounts. Yet there were ten 
states in which no uniform classification had been prescribed.®" Uniform 
classifications for electric and gas utilities have been developed by the Federal 
Power Commission and the National Association of Railroad and Utilities 
Commissioners; and one or the other of these systems has been adopted in 
the majority of the states. 

The active regulation of accounts requires commission examination of the 
reports of the companies, if not an actual inspection of the companies’ books. 
It is essential that the commissions should have the statutory right to call for 
periodic and special reports from the corporations subject to their jurisdiction. 
In thirty-six of the states there were statutory requirements that such reports 
should be submitted by electric and gas companies.®^ In thirty-one of the 
states, the commission had the statutory authority to call for special reports. 

Some aspects of accounting control have appeared so basic to satisfactory 
regulation that special statutory provisions have been enacted in respect 

5® The commissions without authority were Florida, Iowa, Minnesota, Mississippi, Nebraska, 
and South Dakota. The Texas commission had jurisdiction over gas rates only, and in Ohio, the 
primary responsibility £or the regulation of rates rested in the municipalities. 

Florida, Iowa, Louisiana, Minnesota, Mississippi, Nebraska, and South Dakota were the states 
without such provisions; Texas had this power only with respect to gas utilities. 

They were, in 1940, Arkansas, Delaware, Florida, Iowa, Minnesota, Mississippi, Nebraska, 
South Dakota, Texa.s, and Wyoming. 

Texas required such reports of gas companies only. 
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thereto. Depreciation accounting has always been a source of controversy, and 
in thirty-nine of the states, commissions may regulate the rate at which de- 
preciation expense shall be charged by corporations. 

The regulation of the capitalization of utility corporations and commission 
supervision over the security issues of such companies is a relatively recent 
development in many states. In 1940, some provision for the control of the 
security issues and capitalization was to be found in thirty-one of the states. 
The completeness of the control varied widely from one state to another, so 
that it must be said that efTective regulation of security issues was to be found 
in only a minority of the states. 

The control of combinations and consolidations is closely related to the 
control over franchises and the regulation of security issues. In thirty-five 
states, some measure of regulation existed with respect to the consolidation 
of utility corporations. This control by the states has been efiective principally 
in the matter of the acquisition of physical assets and the transfer of franchises. 
It has failed to reach the problems created by the acquisition of the voting 
stock of domestic utility corporations by holding companies located outside 
the state. This is one of those utility problems that requires the co-operation 
of the federal government. 

Many disinterested authorities are of the opinion that municipal utility 
enterprises should be subject to control comparable to that which the commis- 
sion exercises over privately owned corporations. Yet in 1940 only eighteen of 
the states provided for commission control over the rates and rate structures of 
municipal utilities. The service of such public undertakings was subject to 
commission jurisdiction in thirteen states. In the same limited number of 
states the control was exercised over the accounting practices of municipal 
utilities, despite the tendency for municipal authorities to be notoriously care- 
less in their accounting records for municipal utilities. In a substantial ma- 
jority of states the municipal enterprises were required to file reports with the 
state commission. 

Commission Procedure. The procedures followed by commissions in their 
regulation of utility activities are the result of a process of evolution under the 
influence of the statutory limitations prescribed by the legislatures, the adverse 
and favorable decisions of the courts, and the attempts by the commission 
itself to adapt its methods to the tasks imposed on it. 

The formal and informal procedures. Regulatory commissions, for greater 
efficiency and facility in dealing with their multiple responsibilities, have de- 
veloped two procedures. The formal procedure is usually described in some 
detail in the statutes. The informal procedure has been developed to dispose 
of the vast volume of minor complaints and criticisms that come before the 
commission. 

The formal procedure is necessary when the issuance of a mandatory order 
is required, and is commonly associated with the regulation of rates, mergers, 
intercorporate, relations, and the issuance of securities. It begins with a com- 
plaint or petition, and there follow successively a preliminary investigation, a 
formal hearing, and the preparation of findings of facts; it concludes with a 
written opinion by the commission. Each of these may be briefly analyzed. 
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The initiation of a formal proceeding is usually specifically described in the 
public service law. Petitions for rate increases are usually started by the com- 
pany. Complaints as to the reasonableness of rates may be instituted by a 
designated number of the consumers (in some states, one, in other states, 
twenty-five or more signatures may be required to initiate a rate case), or by 
certain public officials. Because of the high cost of carrying through a rate 
case (for the larger companies the costs to the complainant parties may rise to 
the hundreds of thousands of dollars), individual consumers seldom seek to 
initiate a rate proceeding unless assured that the commission will assume the 
responsibility of carrying the case to its conclusion. In the more progressive 
states, the commissions have long had the statutory power to begin proceed- 
ings on their own initiative, without waiting for a formal complaint. The 
commission is presumably engaged in the continuous supervision of the com- 
panies subject to its control and hence is in the best position to know when a 
revision in rates and charges may properly be required. For a commission 
with such statutory powers to await the formal complaint of consumers before 
starting a rate case is to fail in its most important duty to the public.*’'- In ad- 
dition to enabling the commission to discharge more effectively its duty of 
protecting consumers, the power to initiate proceedings on its own motion 
makes it possible for the commission to widen and define the scope of a pro- 
ceeding so as to make easier the attainment of sound and satisfactory conclu- 
sions. 

The next step in the development of the case is the submission of the com- 
plaint to the utility. Prior to sending the complaint to the company, there may 
be a preliminary investigation by the commission’s staff to determine whether 
there is a basis for the complaint. If the case is started by a petition from the 
utility for a change in its charges, the company will usually be required to 
accompany the petition with a summary of the data supporting its request. 

The serving of the complaint on the company is accompanied by a request 
that the company submit its answer within a specified time. If the answer is 
satisfactory or establishes facts which remove the presumptions on the basis 
of which the complaint was submitted, the proceeding may terminate at this 
point. 

If the proceedings are not closed by the company’s answer, the hearing fol- 
lows. All of the statutes provide for formal public hearings. Though com- 
missions are not required to observe the formal rules which govern judicial 
hearings, it is essential to the constitutionality of the commission’s conclusions 
that the amenities of “due process of law” be observed. Flowever, the com- 
mission is not a judicial body, though some of its functions partake of a judicial 

Many factors explain the relatively slight use which many of the commissions have made 
of this power to initiate eases. In some instances the commissioners have doubtless been indif- 
ferent to their public duties. In others the smallness of the staffs and the inadequacy of appro- 
priations have made it impossible to do more than fulfill their routine duties and attend to such 
complaints as come in from consumers. Also, the commissions have been fearful of adverse de- 
cisions by the courts if they push the utility companies beyond the concessions which the com- 
panies will voluntarily concede. The costs and delays of judicial review are so excessive that many 
commissions quite reasonably conclude that they can serve their public best if they do not become 
involved in extended rate controversies; in such circumstances only flagrantly excessive rates 
are likelv to lead to volunteu' action by the commissions. 
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character; and its hearings are not intended to afford a forum where contest- 
ing parties come to present the facts and law to support their case. The pur- 
pose of the hearing is rather the assembling of all the facts that have any 
bearing on the matter before the commission; and if all of the significant facts 
are not presented by the parties to the case, it is the duty of the commission to 
direct its own staff in the assembling and presentation of the essential mate- 
rials. The commission has the power to inspect the books and records of the 
utility, to subpoena witnesses, and to call for the production of any data in 
the possession of the company. 

The hearing must be proceeded by notice to all interested parties. This re- 
quirement is usually specified in the statute, but it would be necessary in any 
case. “Due notice” requires that the parties to the proceeding shall have suffi- 
cient time to prepare their cases for effective presentation. 

It is essential that the hearing before the commission be “full” and “fair,” 
and a failure to observe the amenities of procedural “due process of law” in 
this respect will bring reversal and condemnation in the courts.®'^ Indeed, Mr. 
Chief Justice Hughes has recently remarked that “a fair and open hearing” 
is “essential alike to the legal validity of the administrative regulation and to 
the maintenance of public confidence in the value and soundness of this im- 
portant governmental process.” The fair hearing must afford both an op- 
portunity to present evidence in support of one’s case, and the right to hear 
and meet the evidence presented by others. It is also desirable that the parties 
to the proceedings should be informed of the nature of the commission’s find- 
ings before the commission issues its final order; or if this privilege be not 
given, there should be a right to petition the commission for a re-hearing. 

At the conclusion of the hearings, the commission may provide for the 
filing of written briefs by the parties in interest, and perhaps for oral argu- 
ment before the commission. If the hearings have been conducted before an 
examiner of the commission, the examiner’s summary of the evidence and his 
report to the commission may be submitted to all parties, who may thereupon 
file exceptions. If an examiner is used, it is not unusual for the filing of the 
examiner’s report to be the occasion for the filing of briefs and oral arguments 
before the full commission. 

The commission customarily prepares its report in writing, including in its 
opinion a summary of the evidence and the considerations which guided it to 
its conclusions. The commission has wide discretion in interpreting the evi- 
dence and determining the relative weight which the evidence should have in 

Mr. Justice Cardozo in 0 /tio Bell Tel. Co. v. Comm.: 

“Regulatory commissions have been invested with broad powers within the sphere of duty 
assigned to them by law. Even in quasi-judicial proceedings their informed and expert judgment 
exacts and receives a proper deference from courts when it has been reached with clue submission 
to constitutional restraints. . . . Indeed, much that they do within the realm of administrative 
discretion is exempt from supervision if those restraints have been obeyed. All the more insistent 
is the need, when power has been bestowed so freely, that the ‘inexorable safeguard’ ... of a fair 
and open hearing be maintained in its integrity. . . . The right to such a hearing is one of ‘the 
rudiments of fair play’ . . . assured to every litigant by the Fourteenth .Amendment as a minimal 
requirement. . . . There can be no compromise on the footing of convenience or expediency, 
or because of a natural desire to be rid of harassing delay, when that minimal requirement has 
been neglected or ignored.” (301 U.S. 292, 304-305 [1937].) 

Morgan v. United States, 304 U.S, i, 15 (1938). 
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its final determination. However, there must be sufficient evidence to support 
the commission’s findings and its conclusions must not be contrary to the 
evidence. 

The informal procedure is available wherever it is possible for the commis- 
sion to bring a matter to a satisfactory conclusion on a consent basis or when- 
ever it is not necessary for the commission to issue a mandatory order. The 
informal procedure is used largely in the handling of service complaints where 
the serving of the complaint on the company is usually sufficient to induce the 
company voluntarily to correct the condition complained of or to furnish a 
satisfectory explanation for the alleged deficiency. But the informal procedure 
may be employed for rate cases and other serious controversies between the 
commission and the utility companies. 

The informal procedure is essentially a conference procedure. The utility 
is notified of the complaint and invited to make the appropriate adjustment. 
It sometimes happens that commissions, seeking to avoid the delays and costs 
and the possible judicial frustrations in cases aiming at rate reductions, resort 
to this procedure to win important rate concessions from the utility companies. 
It is the weakness of this procedure that it does not furnish the basis for the 
issuance of a mandatory order over the opposition of the company. If the 
utility and the commission can reach agreement,®^ and if the agreement is of 
such a nature as to protect the essential interests of consumers, this informal 
procedure possesses marked advantages. It is less costly; it avoids the delays 
that are an inevitable part of the formal proceedings under present conditions; 
it avoids the possibility that the results of the commission’s work may be over- 
turned by adverse court decisions. Without the informal procedure, the com- 
missions could not possibly handle the volume of work which comes to them 
under the modern utility statute.^® 

Criticisms of commission procedure. Many criticisms have been voiced of 

It is not necessary for consumers and other members of the public to agree with the com- 
mission; the commission is legally the representative of the public and may exercise its discretion 
respecting the bargain that is concluded with the utility managements. Of course, if the con- 
sumers resort to the formal statutory procedure — that is, the filing of a complaint signed by the 
requisite number of consumers — the commission is presumably required by the statute to begin 
a formal investigation into the reasonableness of the company’s rates. 

The following tabulation is of the cases coming before the New York Public Service Com- 
mission from 192J to 1928: 

PROCEEDINGS BEFORE PUBLIC SERVICE COMMISSION, 1 921-1928 


Informal Cases 

Year Received Disposed of Received Disposed of 

1921 1 845 911 18,046 17,471 

1922 888 890 13,623 14,007 

1923 903 996 13,295 13,127 

1924 866 800 11,408 11,296 

1925 947 i>ooi 9,750 9,781 

1926 993 888 11,012 11,055 

1927 943 1,090 8,917 8,918 

1928 987 1,019 7,488 7,399 

Totols 7,372 7,595 93,539 93,o54 

Average yearly 921 949 11,692 11,632 


1 Includes First District Commission figures to April 2, 1921. 

Source; New York, Report of the Commission on the Revision of the Public Service Commissions 
Law, Leg. doc. No. 75 (1930), Vol. IV, page 25. For more recent data, see New York Public 
Service Commission, A Decade of Utility Regulation m New York State. 1^30-1^40. pp. 227-247. 
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the conduct of public service commissions in their regulation of control of 
utility companies: (i) At present criticism concentrates on the merging of the 
duties of prosecutor and judge. (2) Many commissions have been criticized 
for their lack of initiative in beginning cases for rate reductions. (3) The 
adoption of a passive judicial attitude, leaving to other representatives of the 
public the task of developing the evidence to support complaints against un- 
reasonable rates, is a serious failure in commission responsibility, (4) And 
there have been instances when commissions have been criticized for a lack of 
an impartial attitude. 

Since the development of this form of regulation there have been periodic 
attacks upon the commission for combining the investigating and prosecuting 
functions with those of the judiciary. It has been said that those who prepare 
and present the case against the utility corporation are no longer impartial 
in pronouncing final judgment on the conduct of the corporation, and it has 
been proposed that the judicial functions of the commission be separated 
from the administrative functions and lodged with a separate governmental 
agency. In recent years, these attacks upon the alleged bias of commission de- 
terminations have been carried into the courts where those appealing from 
regulatory orders have sought to set aside commission rulings on the ground 
that they have been denied a fair trial.^'^ 

The seriousness of this criticism may be exaggerated. No elaboration of the 
desirability of complete impartiality on the part of regulatory authorities is 
necessary. The commissions are representatives of the public interest, the 
whole public interest, not simply that of the immediate consumers. Their 
function is not to drive prices down for the short-term benefit of consumers, 
but to permit the company to obtain earnings sufficient to cover the costs of 
the service while protecting the consumers against unreasonable rates for an 
essential service. It is true that commission opinions sometimes betray an 
emotional tone, but the responsibility for that is usually to be found in some 
particularly gross example of a utility’s indifference to its public responsibilities 
and the interests of the community. In the ordinary proceeding the commis- 
sion is not an adverse party, seeking to win at all costs a victory over the 
utility corporation.®® Furthermore, it should be noted that the commission is 
not normally engaged in deciding conflicts of interest and disputes that are 
finally determinative of property rights. The commission does not exist for 
the punishment of past wrongs or to resolve controversies between utilities 

The raising of this objection before the Supreme Court in Morgan v. United States, a case 
involving the validity of rates established by the Secretary of Agriculture for the Kansas City Stock 
Yards, led to the reversal of the rate-fixing order. It was argued that the Secretary of Agriculture 
did not himself hear the case and that the stockyard operators had no opportunity to rebut the 
evidence upon the basis of which the rates were established. (304 U.S. i [1938].) 

A similar objection was urged against the findings of the Public Service Commission of Wis- 
consin in its order of March 24, 1936, for a reduction in the charges of the Wisconsin Telephone 
Company. The company complained that the findings were prepared from memoranda furnished 
by members of the commission’s staff who also appeared as expert witnesses, but this criticism did 
not impress the Wisconsin Supreme Court. {Wisconsin Tel. Co. v. Comm., 232 Wis. 274, 316, 317, 
287 N.W. 122, 143 [1939].) 

It is not possible to agree with the statement of Mr. Chief Justice Hughes on this point in 
Morgan v. United States, and a reading of the proceedings and opinions of the public service com- 
missions generally does not support his opinion. (304 U.S. i, 20-21.) 
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and their consumers over the justice of past charges; its functions are largely 
concerned with the establishment of reasonable rates and rules of conduct for 
the future. And if the decisions of the commission, which affect the property 
rights of the future, appear to be prejudicial to the company, the company 
may obtain a judicial review of the fairness and validity of the commission’s 
order before its essential property rights are impaired. 

Ihe lack of commission initiative in starting proceedings for the reduction 
of rates, when economic conditions make such reductions feasible, is a serious 
weakness in the present regulatory scheme. Responsibility for this defect must 
fail on the legislature where commissions are without the statutory authority 
to begin proceedings on their own initiative or lacks the necessary staff. If a 
commission with adequate statutory powers and a sufficient budget, fails to 
take the initiative in effecting prompt revisions in utility charges in conformity 
with changing economic conditions, that fact must reflect seriously on the 
sincerity of the commissioners as public servants. Whenever the majority of 
the rate reductions come as a result of cases initiated by consumer complaints 
rather than by commission initiative the conclusion is inescapable that the 
commission is negligent in the discharge of its public duties. 

There is a distinct tendency for public service commissions to relax into a 
judicial attitude in their regulation of public utilities. The plain truth is that 
commissions were not established to resolve conflicting claims between the 
utility corporations and their customers. Their raison d’etre is actively to give 
effect to the legislative policy declared in the statutes under which they op- 
erate. The failure of a commission to serve as the alert and ever-active defender 
of the public interest leaves the consumer interest unrepresented and unpro- 
tected. Neither the consumers themselves nor any other department of the 
government, state or local, possesses the knowledge, the financial resources, 
and the trained skill necessary to prepare the public’s case for presentation in 
the proceedings before the commission. It is clearly the function of the com- 
mission or its staff to be responsible for the full and effective preparation and 
presentation of all facts and arguments which are pertinent to the commis- 
sion’s conclusions.®'^ 

Commissions are occasionally criticized on the ground that their work 
exhibits a bias in favor of the companies they are called upon to regulate. 
While there are doubtless instances when the public has had a legitimate basis 
for concern, a general recognition of the importance of the regulatory func- 
tion should result in the selection of no commissioners who will fail to inspire 
complete confidence in the public. The statutes attempt to guard against ad- 
verse economic interests by listing certain forbidden relations between com- 
missioners and utility corporations.'^® Public criticism of commission bias in 
favor of the utility corporations is often based on a misunderstanding of the 

The recognition of this weakness in the procedure of many commissions and the attempt to 
assure the more adecjuate presentation of the public’s case has led some of the states to provide 
for a consumers’ counsel to act in proceedings before the commission, and in some instances, to 
take appeals from adverse commission opinions to the courts. This would appear to be an un- 
necessary and, indeed, an undesirable, development, for the commission itself should bear the 
full responsibility of assuring to consumers the lowest possible reasonable rates and the highest 
feasible standards of service. 

Supra, p. 179. 
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commission’s functions and the statutes under which it operates. The public 
service law usually circumscribes the authority of the commission and some- 
times imposes a procedure which to the layman appears unduly considerate 
of the utility. Or the commission may be functioning under the shadow of an 
unusually restrictive judiciary, one that is inclined to resolve all doubts in 
favor of the “property rights” of the company rather than the “human rights” 
of the consumers. Furthermore, consumers are much more aware of their im- 
mediate interests in lower rates than they are of the long-run interest of 
themselves and the rest of the community in the financial soundness of the 
corporation and its future ability to render satisfactory service. 

Enforcement of Commission Orders. It is essential to effective regula- 
tion that the orders of a commission should be self-enforcing; that is, there 
should be automatic penalties attaching to the nonobservance of a commis- 
sion’s orders. Also, it is not enough to impose penalties for noncompliance on 
the offending corporation; penalties should also apply to the responsible of- 
ficers of the company for violations of valid commission orders.'^ ^ 

A commission should have its own legal staff, and should be empowered to 
go into the courts to carry out its public responsibilities. Whenever it is neces- 
sary to resort to court proceedings, the commission should not be required to 
wait for the assignment of legal assistance from the attorney general’s office 
or other government department, nor should the commission’s right of resort 
to the courts rest in the discretion of any other state officer or department. 

4. MUNICIPAL REGULATION 

Relation of Municipalities to Utility Control. There are three bases for 
relationship between municipal authorities and utility enterprises. The mu- 
nicipality may be the owner and operator of plants supplying utility services. 
The municipal officials, on the basis of the contractual obligations contained 
in franchises granted to utility corporations, may impose service standards, 
define reasonable rates and otherwise specify the respective rights and duties 
of the community and the utility. Or the police power of the state may be 
delegated to a municipality so as to permit a mandatory regulation of the 
utilities operating within its corporate limits. Discussion here is limited to 
the third situation — where the municipality, under authority delegated by the 
legislature, proceeds to regulate the operations of utilities wuthin its jurisdic- 
tion, usually by ordinances adopted by the city council."^ 

Municipal Jurisdiction. Two preliminary questions arise at the threshold 
of any consideration of the activity of municipalities in the regulation of utility 
corporations. Is there any constitutional bar to the exercise of regulatory au- 
thority by these subordinate agencies of government ? And has the state dele- 
gated its regulatory powers to the municipality.? The critical questions re- 

One of the penalty provisions of the Interstate Commerce Act reads: “Any carrier, any officer, 
representative, or agent of a carrier, or any receiver, trustee, lessee, or agent of either of them, 
who knowingly fails or neglects to obey any order made under the provisions ... of this part 
shall forfeit to the United States the sum of fc,ooo for each offense.” (Sec. 16 [8].) 

Control of utilities on the basis of franchise contracts is discussed in Chapter VII: municipal 
ownership and operation of utility services, in Chapter XXIV. 
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specting the power of a municipality to control utilities operating within its 
borders through ordinance, rather than by franchise or contractual agree- 
ments, are concerned with the regulation of rates and charges. It is not un- 
common for a municipality to have power to determine by ordinance “the 
quality and character of the service to be furnished” or to require any utility 
to make additions and extensions to its property."^^ In most of the states, how- 
ever, the supervision of rates and charges is entrusted exclusively to the public 
service commission. 

The right of the state to delegate regulatory authority to municipal gov- 
ernments would seem to find support in the same constitutional principles 
that permit the state to create a public service commission. Despite this prece- 
dent, the authority of the state to provide for municipal regulation was chal- 
lenged when Los Angeles undertook to regulate telephone rates under the 
authority of a municipal charter conferred in conformity with the state con- 
stitution. The federal Supreme Court, however, upheld this assertion of regu- 
latory power. It was said that the power to regulate the charges of public 
utility corporations was one of the powers of government capable of being 
vested in a municipality Thus the inquiry as to authority of the municipality 
to regulate utility activities is reduced to the question of whether the state 
legislature has delegated this power to the city. 

If the municipalities are to exercise regulatory jurisdiction, this power must 
be clearly and unquestionably delegated to the cities by the legislature.'^^ In 
the absence of an express delegation of jurisdiction over the charges and other 
activities of utilities, the courts will resolve questions involving the validity 
of municipal regulations in favor of the exclusive undiminished authority of 
the state regulatory body.'^® 

Local regulation, to the extent of permitting the municipality to regulate 
the rates and charges of some or all of the utility enterprises operating within 
the corporate limits of cities, is found in only a minority of the states. “Home 
rule,” to some extent, is to be found in approximately a fifth of the statesd^ 
In some states — Arkansas is an example — the jurisdiction of the municipal 
council or city commission extends to virtually all phases of regulation for 
practically all utilities,'*’^ while in other states only certain utilities essentially 
local in their organization and service are subject to municipal control. Where 
such regulatory powers are lodged in the municipality, it is desirable that 
there should be some provision for appeal from the orders of the municipal 
council. Thus, the Wisconsin statutes provide for appeal to the Public Service 
Commission, rather than directly to the courtsP®^ 

State Regulation v. “Home Rule.” The development of state public service 

Oregon, Laws igii, c. 279, Sec. 61. 

Home Tel. & Tel. Co. v. Los Angeles, 21 1 U.S. 265 (1908). 

'5 Denver v. Mt. States Tel. &■ Tel. Co., 67 Colo, 225, 184 Pac. 604 (1919)- 

70 Bartlesville v. Corp. Comm., 82 Okla. 160, 199 Pac, 396 (1921); State v. Missouri &■ K. Tel. 
Co., 189 Mo, 83, 88 S,W, 41 (1905); Portland R. L. & P. Co. v. Portland, 210 Fed, 667 (D,Or„ 
1914), Woodburn v. Comm., 82 Or, 114, 161 Pac. 391 (1916); Portland v. Comm. 89 Or. 325, 
173 Pac. 1178 (1918). 

77 Arkansas, Colorado, Iowa, Louisiana, Texas, Nebraska, South Dakota, New Mexico, Kansas, 
and perhaps Wisconsin and Ohio. 

Acts 19211, No. 124, Sec. 17, 


Statutes, Sec. 196.58. 
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commissions from 1907 onward has placed the program of local regulation, 
or “home rule,” distinctly on the defensive. At the present time the authorita- 
tive opinion is preponderantly in favor of lodging all the regulatory activities 
of the state in the centralized public service commission. 

The trend away from “home rule” has come in spite of certain advantages 
which this form of regulation has offered. The local officials of the city or town 
are more intimately acquainted with local requirements respecting service 
and with the capacity of the community to pay for any particular quality of 
service. They are also, presumably, more fully informed as to the details of the 
local service, the sources of satisfaction and irritation, and the conduct of the 
utility’s business. They may also have a more personal acquaintance with 
the problems and requirements of the corporation. Certainly, the practice of 
local responsibility for regulation creates conditions favorable to the develop- 
ment of a considerable measure of co-operation between the community’s rep- 
resentatives and the corporation. In the usual municipality, however, there 
are offsetting disadvantages which render local regulation distinctly inferior 
to control by a state commission. 

The advantages of state regulation over “home rule” are pertinent to effec- 
tive regulation. The authority of the state commission is more nearly coexten- 
sive with the regulatory problem than is the limited jurisdiction of the munici- 
pality. The control by a state commission presumably possesses the further 
advantage of being more disinterested and unbiased. Finally, regulation by a 
state commission should attain a higher level of competence than can be ex- 
pected of local regulation. The state commission is, in the less backward states, 
supplied with a staff of trained experts, and has the funds and time to devote 
to the complexities of regulation. The tendency for state regulation to displace 
the surviving remnants of local control represents a normal development 
which should be supported rather than opposed. 

5. THE JUDICIARY 

General. The judiciary has played a strategic role in the development of 
utility regulation in this country. Two characteristics of the American system 
of government are responsible for the eminence of the courts; the federal sys- 
tem with its opportunities for conflicts of jurisdiction between the different 
states and between the states and the federal government, and the prominence 
of written constitutions in our governmental scheme. In consequence of the 
strategic position thus given to the courts, the acts of both the legislative and 
the executive (or administrative) branches of the government are frequently 
challenged before the judiciary. 

The theoretical functions of the judiciary with respect to the regulation of 
the utility industries can be stated very simply. There are five occasions which 
bring judicial inquiry into the system of control. 

(i) Ail questions of the validity or the constitutionality of statutory enact- 
ments or of the activities of the regulatory authorities come before the courts. 
Very frequently attacks upon legislative and administrative acts are based 
upon an alleged deprivation of property without due process of law. Spe- 
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cifically, the federal courts are urged to overrule the rates fixed by statute or 
commission order on the ground that the rates are so low as to be confiscatory 
in violation of the due-process clause of either the Fifth or Fourteenth Amend- 
ment, or the corresponding provisions of the state constitutions, if the case is 
before a state court. Other sections of both the federal and state constitutions 
have been found useful in opposing unwelcome governmental interference 
with business activities. Even such intangible concepts as the “separation of 
powers,” as it finds embodiment in the normal distinction between the func- 
tions of the executive, the legislature, and the judiciary, may be utilized to 
contest the validity of a particular regulatory arrangement.^® 

(2) The interpretation of statutes also falls to the courts. Most utility statutes 
are carefully drawn with an effort to secure precision in defining the powers 
and responsibilities of regulatory agencies and the duties and privileges of 
public utilities. Nevertheless, differences of opinion arise as to the application 
of the statute to a particular situation or the meaning of the statutory provi- 
sions in the light of special circumstances. 

(3) The courts are also called upon to decide disputes where there is no 
law specifically applicable. This is the “common law” method by which the 
courts in the process of deciding particular questions create precedents that 
subsequently come to be recognized as principles of general applicability. 

(4) The federal courts are called upon to determine conflicts involving dif- 
ferent governmental jurisdictions. For example, the conflicting requirements 
imposed by different states on railroads operating in interstate commerce fur- 
nished the occasion for the decision by the Supreme Court that the railroads 
of the country, in certain important respects, should be free from control by 
the states, and that only the federal government was competent to undertake 
their regulation.®^ 

(5) Finally, the enforcement of commission orders requires the co-operation 
of the courts. The commission orders may be in a measure “self-enforcing” in 
the sense that there are penalties which automatically attach to noncompliance 
therewith. But if a corporation refuses to obey a commission, the element of 
compulsion must be supplied by the judiciary, and all penalties and fines are 
collectible only through court proceedings. 

The Evolution of the Right of Judicial Review. The scope of judicial re- 
view has not always been so extensive as at present. Of course, the courts have 
always been called upon to interpret statutes, to resolve disputes in the absence 
of specifically applicable law, to settle conflicts of jurisdiction, and to enforce 
the orders of legislative agencies. The controversial issues with respect to ju- 
dicial review in the field of public utility regulation center about the decisions 
of the courts which nullify legislative acts on the ground that they are uncon- 
stitutional, or which abrogate commission orders because they are inconsistent 
with the due-process clause or some other provision of the Constitution. 

The rights of judicial review for those subject to regulatory control by the 

Thus, the “unlawful” delegation of powers by Congress to the President proved a fatal ob- 
jection to the petroleum controls and the National Industrial Recovery Act. Panama Refining Co. v. 
Ryan, 293 U.S. 388 (1935); Schechter Poultry Corp. v. V.S.. 295 U.S. 495 (i935)- See also 
Springer v. Philippine Islands, 277 U.S. 189 (1928). 

SI Wabash, St. L. & Pac. w Illinois, ii8 U.S. 557 (1886). See also Chapter VI. 
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government have not always been recognized by the courts. An early case 
before the Supreme Court had demonstrated that the “due-process clause” of 
the Fifth Amendment could not be made to serve against the encroachments 
of state regulations on private property rights.^^ 

Little more success attended the first efiort to use the newly adopted Four' 
teenth Amendment to oppose regulatory control by the states. In The Slaugh- 
ter House Cases certain regulations by Louisiana with respect to the slaughter- 
ing business were challenged as repugnant to the Fourteenth Amendment in 
abridging “the privileges and immunities of citizens of the United States,” 
and depriving them of their property “without due process of law.” The 
majority of the Supreme Court was of the opinion that the “privileges and 
immunities” with respect to the practice of an occupation belonged to citizens 
of the states and hence could not be subjected to federal protection without 
fettering and degrading “the State governments by subjecting them to the 
control of Congress.” And it was confidently asserted that “under no con- 
struction of that provision [the Fourteenth Amendment] that we have ever 
seen, or any that we deem admissible, can the restraint imposed by the State 
of Louisiana upon the exercise of their trade by the butchers of New Orleans 
be held to be a deprivation of property.” Throughout its discussion the 
Court exhibited a sensitiveness to the historical origins of the amendment and 
a predisposition to interpret its provisions with a close regard to the objectives 
sought by Congress.®'' Had this interpretation of the Fourteenth Amendment 
continued to receive the support of the Supreme Court, the federal judiciary 
could never have been charged with obstructing the development of satisfac- 
tory regulatory techniques by the states. 

The opinion of the Court in Munn v. Illinois found the Court still unwilling 
to undertake an examination into the reasonableness of the charges fixed by 
legislation for grain elevators.®’^ The Court considered itself concerned only 
with the power of the legislature to regulate the business in question, and 
stated that a consideration of the reasonableness of the rates charged by a 
business “affected with a public interest” was appropriate only where the legis- 
lature had been silent as to what rates should be considered “reasonable.” 

The decision in Munn v. Illinois did not discourage those who saw in the 
courts a potential protector against the rigors of regulation. In 1886 the ques- 
tion was again before the Supreme Court, this time on behalf of the railroads 
which were smarting under the Granger Laws.®** After upholding the specific 
right of the state to regulate the charges of railroads, the dicta of Mr. Chief 
Justice Waite continued with what was more than a hint that the Court was 


Ban on v. Baltimore, 32 U.S. (7 Pet.) 243 (January Term, 1833). 

83 U.S. (16 Wall.) 36-130 (1873). 8^ Ibid., 77-78. 83 Ibid.. 8i. 

83 . . We doubt very much whether any action of a State not directed by way of discrim- 

ination again.st the negroes as a class, or on account of their race, will ever be held to coinc within 
the purview of this provision. It is so clearly a provision for that race and that emergency, that a 
strong case would be necessary for its application to any other.” {Ibid., 81.) 

Mr. Justice Bradley, in dissent, e.xpressed sentiments which were prophetic of the construction 
which future courts were to adopt. {Ibid,, 122.) 

8'^ 94 U.S. 1 13 (1877). ^^Ibid., 133-134- 

88 Slone V. Farmers’ Loan & Trust Co., 116 U.S. 307. 
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beginning to consider more favorably the request that it review the validity 
of the particular exercise of regulatory power.®'* 

In 1890 the Court, substantially changed in its personnel, did declare certain 
maximum rates established by the Minnesota Railroad and Warehouse Com- 
mission to be unconstitutional — not on the ground that the particular rates 
were unreasonably low, but on the score that the Supreme Court of Minnesota 
had interpreted the state law as providing that the Commission’s determina- 
tion should be “final and conclusive as to what are equal and reasonable 
charges,” depriving “the company of its right to a judicial investigation, by 
due process of law, under the forms and with the machinery provided by the 
wisdom of successive ages for the investigation judicially of the truth of a 
matter in controversy.” 

In an exceedingly astute and farsighted dissenting opinion, Mr. Justice 
Bradley anticipated all of the difficulties which followed in the train of this 
assertion of the right of judicial review. He grounded his argument upon the 
ruling of Munn v. Illinois, found the right of the legislature to fix rates clearly 
established, and concluded that what the legislature could do in this matter 
it could delegate to a commission. He parted with the majority in concluding 
that the function of determining reasonableness of charges was “pre-eminently 
a legislative one, involving considerations of policy as well as of remuneration” 
and calling for the resolving of “questions of more or less.” It was noted that 
there must be a final tribunal somewhere for every question, and that the 
commission was better qualified than the courts to act as the final tribunal in 
the matter of reasonable rates. 

Four years later, in Reagan v. Farmers' Loan & Trust Company, the Court 
for the first time enjoined the enforcement of a commission rate order on the 
ground that the rates fixed were too low to afford a reasonable return, and in 
so doing asserted in broadest terms the intention of the court to review the 
validity of rates established by legislative authority.®^ And another four years 
found the right of judicial review one of the “settled principles” of utility rate 
regulation.®® 

The Procedure of Judicial Review. The procedures followed by the courts 
in their review of the orders and decisions of the public utilities commissions 

“From w'hat has thus been said, it is not to be inferred tliat this power of limitation or regu- 
lation is itself without limit. This power to regulate is not a power to destroy, and limitation is 
not the equivalent of confiscation. Under pretense of regulating fares and freights, the State 
cannot rctiuire a railroad corporation to carry persons or property without reward; neither can it 
do that which in law amounts to a taking of private property for public use without just compensa- 
tion, or without due process of law.” (ibid., 331.) 

Chicago, M. & St. P. Ry. v. Minn., 134 U.S. 418, 456-457. 

3-1540.8.362,411 (1894). 

as “While rates for the transportation of persons and property within the limits of a State are 
primarily for its determination, the question whether diey are so unreasonably low as to deprive 
the carrier of its property without such compensation as the Constitution secures, and therefore 
without due process of law, cannot be so conclusively determined by the legislature of the State 
or by regulations adopted under its authority, that the matter may not become the subject of judicial 
inquirv.” {Smyth v. Ames, 169 U.S. 466, 526 [1898].) 

See Hamilton, “The Path of Due Process of Law,” 48 Internat. Jour, of Ethics 269 (1938); see 
also, Graham, “The Conspiracy Theory of the Fourteenth Amendment," 47 Yale Law Jour. 371 
(Jan., 1938) and 48 Yale Lttw Jour. 171 (Dec., 1938). 
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are largely determined by statutory provisions, though where the statutes are 
silent the courts have developed their own rules governing their relations with 
regulatory agencies. It is clearly advantageous to the commission to have the 
statutory law explicit on such matters, specifying those procedures which are 
best calculated to promote fairness and efficiency in the exercise of the regula- 
tory functions. 

Although the laws of the different states vary, the situation in New York 
may be selected as an example of the role of the courts. The orders of the Pub- 
lic Service Commission may come before the courts in five ways.'-*^ (i) The 
public service law makes specific provision for the use of the courts in the 
enforcement of commission orders. The commission is empowered to appeal 
to the courts on petition for a writ of mandamus or an injunction to compel 
the company to observe its order. (2) The common device by which utilities 
seek relief from unwelcome commission orders is the writ of injunction. On 
petition for a writ of injunction, the case is usually referred to a master or 
referee who considers de novo the entire matter. Since the same procedure 
prevails in the federal courts, the fact that an appeal from the statutory federal 
court can be taken directly to the Supreme Court has made the federal proce- 
dure preferable to the utilities. The injunction may be either temporary, pend- 
ing the determination of the matter, or final and permanent, (3) A frequent 
method of judicial review is by the writ of certiorari. With this procedure, the 
record before the commission is taken before the court, oral arguments and 
briefs may be presented by both the utility and the commission, and the court 
may thereafter issue its order affirming, setting aside, or modifying the com- 
mission’s order. (4, 5) The last two procedures are only infrequently resorted 
to and are hence of less consequence. The writ of prohibition is available to 
restrain an official from performing a judicial act which is beyond his juris- 
diction. And with respect to certain types of commission orders, as the elimina- 
tion of grade crossings, there is provision for an appeal to the Appellate Di- 
vision. 

Conditions antecedent to an appeal to the courts. In the more progressive 
statutes of recent years there has been a recognition of the desirability of re- 
stricting somewhat the tendency of the utility companies to carry an excessive 
number of cases to the courts. The wisdom of such measures is apparent both 
from the point of view of the courts, with their overcrowded dockets, and 
from that of the commissions, which must usually find in judicial reviews a 
diversion of time and energy from the other essential regulatory duties. 

No appeal to the courts should be possible except from a final order of a 
commission. In many states, the utility is also required to apply for a rehearing 
and may seek judicial relief only after a rehearing has been refused or the 
commission has failed to meet the objections at the rehearing. Only after the 
company’s remedies before the commission have been exhausted is an appeal 
to the courts appropriate.®^ 

The tendency for a large proportion of the appeals from the rate orders of 

New York, Report of the Commission on the Revision of the Public Service Commissions Law, 
pp. 1 50-152. 

U.S. V. HI. Central R. Co., 291 U.S. 457 (1934). 
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state commissions to be carried to the federal courts has led to federal legisla- 
tion. On May 14, 1934, amendment to the federal Judicial Code was ap- 
proved which had the effect of preserving the jurisdiction of the states over 
utility rates until the company had exhausted its remedies in the courts of 
the state.***^ This statutory change has not completely halted the march of 
rate cases to the federal courts, for the courts may decide that no “plain, speedy 
and efficient remedy” is available in the courts of the state;**" but it has measur- 
ably increased the freedom of the states in dealing with what is essentially a 
state problem. 

The Scope of Judicial Review. The limitations which define and circum- 
scribe the functions of the courts in their review of the findings and orders of 
administrative agencies and public service commissions are in part the result 
of judicial self-restraint and in part the consequence of legislative enactments. 
The problem is of extreme complexity and is further confused by divergencies 
of opinion to be found among equally competent members of the highest 
tribunal. It should be noted that in many instances the competence of the 
administrative commissions in their peculiar field of activity is presumably 
superior to that of the judiciary, which has neither the time nor the inclina- 
tion to become informed on all the details of the problems presented for re- 
view. Furthermore, in many instances it is not the judiciary itself which is 
passing on the questions raised in appeals; the case is commonly referred to 
a special master or referee who hears the testimony, digests the evidence, 
and submits his summary, with his recommendations, to the court itself. 

In general, the legislatures seek to give finality to the findings of fact reached 
by their commissions. A typical example is afforded by the provisions of the 
Public Utility Holding Company Act of 1935.**^ After providing for review 
in the circuit court of appeals, the statute specifies that the Commission shall 
certify to the court a transcript of the record and that the court “shall have 
exclusive jurisdiction to affirm, modify, or set aside such order, in whole or 
in part.” And “no objection to the order of the Commission shall be con- 
sidered by the court unless such objection shall have been urged before the 
Commission or unless there were reasonable grounds for failure so to do.” 
Provision is made for the reference of any additional evidence to the Com- 
mission, with an opportunity for the Commission to modify its decision if 
it should so desire. Further, “the findings of the Commission as to the facts, 
if supported by substantial evidence, shall be conclusive.” 

It should be recalled that the courts are not in a position to substitute their 
judgment for that of the regulatory agency; indeed, the court is limited to 

The provision of the Johnson Act (48 Stat. c. 283, p. 775) reads: 

. . no district court shall have jurisdiction of any suit to enjoin, . . . any order of an ad- 
ministrative board or commission of a State, . . . where jurisdiction is based solely upon the 
ground of diversity of citizenship, or the repugnance of such order to the Constitution of the 
United States, where such order (i) affects rates chargeable by a public utility, (2) does not inter- 
fere with interstate commerce, and (3) has been made after reasonable notice and hearing, and 
where a plain, speedy, and efficient remedy may be had at law or in equity in the courts of such 
State.” 

9 ' Corporation Coinmission v. Cary, 296 U.S. 452 (1935); Mt. States P. Co. v. Public Service 
Commission of Montana, 299 U.S. 167 (1936). 

Sec. 24 (a). 
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setting aside the order of the cornmission and it may not take the initiative in 
substituting a different order in its stead.^® 

Many considerations support the wisdom of the limitations which have 
been placed on the scope of judicial review. The purely practical goal of pre- 
venting the courts from being overwhelmed with the work of other agencies 
of government has been of great weight. The desire to preserve the integrity 
and independence of other branches of the government has not been with- 
out influence. The federal courts have wisely been hesitant to undertake the 
interpretation of state legislation, always accepting the interpretation of the 
highest state court as controlling on the federal judiciary.^ 

The legislatures have not been conspicuously successful in their attempt to 
improve the efficiency of the regulatory system by limiting the scope of ju- 
dicial review to questions of law as distinct from questions of fact, to de- 
termining “the ultimate question as to whether the Commission acted within 
its power.” Nowhere has this problem been more perplexing than in the 
field of rate regulation. In attempting to delimit the scope of judicial review 
the Court has sought to distinguish “between action within the sphere of legis- 
lative authority and action which transcends the limits of legislative power.” 
Provided it observes the requirements of due process specifically applicable, 
affording a fair hearing and acting upon evidence and not arbitrarily, the 
commission may, with the authorization of the legislature, make findings 
of fact which are conclusive; and in such instances the Court will confine its 
inquiry to ascertaining whether there is evidence to support the findings. 
But regulation which culminates in the setting of a confiscatory rate is be- 
yond the range of legislative power, and where such confiscation is charged 
the Court has held that it may inquire into the facts, whether the rates have 
been established directly by the legislature or by a subordinate agency. In 
the language of Mr. Chief Justice Hughes, the function of judicial review 
then assumes a different character : 

See Central Kentucky Nat. Gas Co. v. Railroad Comm., 290 U.S. 264 (1933), where the 
Court refused to permit a lower court to attach to its decree a condition with respect to the future 
rates, on the ground that such a condition would constitute an unwarranted interference with the 
rate-making function of the state commission. 

Chicago, B. & Q. R. Co. v. Railroad Comm., 237 U.S. 220 (1915), reversing 152 Wis. 654; 
Illinois C. R. Co. v. Midherry Hill Coal Co., 238 U.S. 275 (1915). 

LC.C. V. Union Pacific R. Co., 222 U.S. 541, 548 (1912). 

In this instance the Court attempted a summary of the scope of judicial review, stating: 

. , it has been .settled that the orders of the Commi.ssion are final unle.ss (i) beyond the 
power which it could constitutionally exercise; or (2) beyond its statutory power; or {3) based 
upon a mistake of law. But questions of fact may be involved in the determination of questions 
of law, so that an order, regular on its face, may be set aside if it appears that (4) the rate is 
.so low as to be confiscatory and in violation of the constitutional prohibition against taking property 
without due process of law; or (5) if the Commission acted so arbitrarily and unjustly as to fix 
rates contrary to evidence, or without evidence to support it, or (6) if the authority therein in- 
volved has been exercised in such an unreasonable manner as to cause it to be within the ele- 
mentary rule that the substance, and not the shadow, determines the validity of the exercise of the 
power. . . .” (P. 547.) 

There is no requirement of an independent judgment as to the facts by a federal court. In 
United Gas Public Service Co. v. Texas, 303 U.S. 123 (1938), Mr. Chief Iiistice Hughes, in com- 
menting on the practice of review before the Supreme Court, remarked: “This Court will review 
the findings of fact by a state court (i) where a federal right has been denied as the result of a 
finding shown by the record to be without evidence to support it, and (2) where a conclusion 
of law as to g federal right and findings of fact are so intermingled as to make it necessary, in 
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“But this judicial duty to exercise an independent judgment does not re- 
quire or justify disregard of the weight which may properly attach to findings 
upon hearing and evidence. On the contrary, the judicial duty is performed 
in the light of the proceedings already had and may be greatly facilitated by 
the assembling and analysis of the facts in the course of the legislative de- 
termination. Judicial judgment may be none the less appropriately independ- 
ent because informed and aided by the sifting procedure of an expert legis- 
lative agency. Moreover, as the question is whether the legislative action has 
passed beyond the lowest limit of the permitted zone of reasonableness into 
the forbidden reaches of confiscation, judicial scrutiny must of necessity take 
into account the entire legislative process, including the reasoning and find- 
ings upon which the legislative action rests. We have said that ‘in a question 
of rate making there is a strong presumption in favor of the conclusions 
reached by an experienced administrative body after a full hearing.’ . . . The 
established principle which guides the Court in the exercise of its judgment 
on the entire case is that the complaining party carries the burden of making 
a convincing showing and that the Court will not interfere with the exercise 
of the rate-making power unless confiscation is clearly established.’’ 

The case for making the findings of fact of the admini-strative commissions 
conclusive is a very strong one. It is, of course, essential to the safeguards of 
due process that the agency making the findings of fact shall be impartial. And 
“impartial” for an administrative commission refers not simply to receptivity 
with respect to conflicting facts urged for consideration; the affirmative obli- 
gation rests on a commission to seek all facts having a bearing on the matter, 
even though such facts are not introduced by any of the parties to the pro- 
ceedings. But those additional facts which the commission finds essential to 
the attainment of a sound conclusion may not be developed privately by the 
commission through the eflorts of its own staff; all facts upon which its find- 
ings and conclusions rest must be presented so that those affected by the com- 
mission’s decision may have an opportunity to counter the effect of any 
testimony which is unfavorable to their interest.^ 

This was substantially the position taken by Mr. Justice Brandeis in his 
dissenting opinion in the St. Joseph Stocky Yards case, an opinion which has 
been described as stating “the law as it ought to be.” He contended that the 
“inexorable safeguard which the due process clause assures is not that a court 
may examine whether the findings as to the value or income are correct, but 
that the trier of the facts shall be an impartial tribunal; that no finding shall 
be made except upon due notice and opportunity to be heard; that the pro- 
cedure at the hearing shall be consistent with the essentials of a fair trial; and 


order to pass upon the federal question, to analyze the facts. . . . We make that analysis, not to 
determine issues of fact arising on conflicting testimony or inferences, and thus to usurp the 
function of the state court as a trier of the facts, but to perform our own proper function in de- 
ciding the question of law arising upon the findings which the evidence permits,” (P. i43-) 

This case raised a most unusual issue, since the review of the city ordinance e.stablishing gas 
rates for domestic consumers was before a jury which rendered a verdict upholding the rates as 
being nonconfiscatory. The company vigorously protested the jury trial procedure, but the Supreme 
Court upheld this uncommon practice. 

St. Joseph Siodi Yards Co. v. V.S., 298 U.S. 38, 53 (1936). 

101 Ohio Bell Tel. Co. v. Comm., 301 U.S. 292, 302-303 (i937)- 
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that it shall be conducted in such a way that there will be opportunity for a 
court to determine whether the applicable rules of law and procedure were 
observed.” 

Judicial review affords protection to the corporation and the investor rather 
than to the consumer. Consumers individually have too little at stake to carry an 
appeal to the courts, especially as the costs are prohibitive. For protection 
against unreasonably high rates they must depend on the commission, and 
they can express their displeasure only indirectly, that is, in the election of 
those who have the power to appoint and remove the commission. In many 
states the statutes are so drawn as to leave the aggrieved consumer no right 
of appeal from the decisions of the commission, on the assumption that the 
commission represents the consumer and that excessive rates do not con- 
fiscate the property of the consumer since he is under no obligation to take 
the service. 

A Dissent from the Practice of Federal Review of the Rates Prescribed 
BY State Regulatory Agencies. Recent changes in the personnel of the Su- 
preme Court make it pertinent to question whether there impends a change 
in the attitude of the Supreme Court toward the propriety of the review hy 
the federal courts of rates established by state public service commissions. 
Thus in one of his concurring opinions, Mr. Justice Black declined to agree 
that the rights of a foreign corporation “doing business in Texas are derived 
from the Fourteenth Amendment or that the Fourteenth Amendment de- 
prives Texas of its constitutional power to determine the reasonableness of 
intrastate utility rates.” 

In an earlier opinion, involving state taxation of corporations rather than 
public utility regulation, Mr. Justice Black asked for a revised interpretation 
of the Fourteenth Amendment. Noting that the Court had many times 
changed its interpretation of the Fourteenth Amendment, he expressed the 
conviction that the Court should rule that the word “person” in the Amend- 
ment does not include “corporations”; for “neither the history nor the lan- 
guage of the Fourteenth Amendment justifies the belief that corporations 
are included within its protection.” 

Should other members of the Supreme Court be persuaded to join Mr. Jus- 
tice Black there would indeed be a consequential change in the practice of 
utility regulation. Federal judicial review would be substantially curtailed; the 
state authorities would enjoy a new freedom in their supervision of utilities, 
and they would be compelled by the new circumstances to assume a larger 
responsibility for the welfare of the industry. 

105 298 u.s. 38, 73 (1936). 

106 Birmingham v. So. Bell Tel. & Tel. Co., 234 Ala. 526, 533 (1937). 

United Gas Pub. Sera. Co. v. Texas, 303 U.S. 123, 146-147 (1938). Mr. Justice Black 
added; “Even applying the Fourteenth Amendment under the prevailing doctrine, 1 do not believe 
that this Court (apart from procedural questions) is called upon to do more than determine the 
sole question of confiscation. Any indication by this Court of the value of the company’s property 
will unjustifiably affect and control subsequent valuations for rate making purposes.” 

15 ® Conn. Gen. Life Ins. Co. v. ]ohnson, 303 U.S. 77, 89-90 (1938). 
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Key to Symbols Used 


Symbol Utility 

E Privately owned electric 

G Privately owned gas 

M Municipal, electric and gas 

N Natural gas production 

W Water 

T Telephone 

Te Telegraph 

(-) 


R Steam railroads 

I Interurban railways 

S Street railways 

B Motor busses 

C Motor carriers, common 

Cc Motor carriers, contract 

P Pipelines 

H Steam heating 


Incidental to general powers. 

Italics indicate that orders have been promulgated under the statutory authorizations. 


Title adopted July 5, 1937. 

b Two civilian members appointed by the Senate, term 3 years, salary h$7,5oo. Engineer member 
detailed from Corps of Engineers, U.S.A., usually for 4 years, salary $g,ooo. (District govern- 
ment paying only e.Kccss above Army pay.) 

Appointed by governor with consent of Senate. 

First five aiipointecs have terms expiring at intervals of every two years from April i, 1937, 
^ Two associates receive 81,500 for both. 

1 State commission did not supply answer, for privately owned electric utilities. 

2 State commission did not supply answer, for privately owned gas utilities. 

3 State commission did not supply answer, for municipally owned electric and gas utilities. 

^ For operations outside of corporate limits only. 

® Except in home rule cities for privately owned electric utilities. 

® Utilities chartered by special act of legislature. 

No municipally owned utilities involved. 

® When two privately owned electric utilities claim the right to serve. 

® When two privately owned gas utilities claim the right to serve. 

Initiate investigations on own motion. 

Except where utility operates entirely within one city. 

Unless competition between privately owned electric and gas utilities is involved. 

^ ® Controlled but not through certificate of convenience and necessity. 

Bonds only. 

Except manufactured gas. 

Except in cities of 10,000 population or more. 

Specific power over municipally owned utilities not granted by statute. Regulation has not 
been attempted under general powers. 

The primary power to regulate utilities in incorporated places rests in the city council 
with appeal to the commi.ssion. 

No special power over natural gas production but regulated as other gas utilities. 

Except where municipality and utility enter into a contract. 

If over 10 per cent. 

2'^ Street lighting and water pumping only. 

If competition is involved in communities of less than 2,000 population. 

Except where company does no retail business. 

Statute confers power to regulate municipal utilities but State supreme court has ruled that 
the commission has no power over rates. Other phases of regulation have not been judicially de- 
termined. The legal right of a municipality to serve outside its corporate limits is questionable, 
but if the power exists it is believed to be subject to commission jurisdiction. 

Operations of municipally owned utilities authorized only by legislature. 

F.P.C. system approved for privately owned electric utilities desiring to adopt it. 

Power to control production vested in another body. 
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Showing Statutory Provisions Pertaining to Utility Regulatory Commissions 

Electric Power and Light 


GENERAL STATUTORY PROVISIONS 




I Date Established 

STATE 

Name of Commission 

Original 

Comm. 

Present 

Comm. 

Alabama 

Public Service Commission 

1881 

1915 

Arizona 

Corporation Commission 

1911 

19.1 1 

Arkansas 

Department of Public Utilities 

1899 

1935 

California 

Railroad Commission 

1879 

1912 

Colorado 

Public Utilities Commission 

1907 

1913 

Connocticiu 

Delaware 

Public Utilities Commission 

No Commission 

>853 

191 1 

Dist. of Columbia 

Public Utilities Commission 

1913 

1926 

Florida 

Railroad Commission 

1887 

1897 

Georgia 

Public Service Commission 

1879 

1922 

Idaho 

Public Utilities Commission 

<913 


Illinois 

Commerce Commission 

1871 

1921 

Indiana 

Public Service Commission 

1913 

1933 

Iowa 

State Commerce Commission “ 

1878 

1937 

Kansas 

Corporation Commission 

1901 

1933 

Kentucky 

Public Service Commission 

1880 

1934 

Louisiana 

Public Service Commission 

1898 

1921 

Maine 

Public Utilities Commis.sion 

1858 

1914 

Maryland 

Public Service Commission 

1910 

1910 

Massachusetts 

Department of Public Utilities 

1S69 

1919 

Michigan 

Public Utilities Commission 

1909 

1919 

Minnesota 

Railroad & Warehouse Commission 

1871 

1887 

Mississippi 

Public Service Commission 

1884 

1938 

Missouri 

Public Service Commission 

1875 


Montana 

Railroad and Public Service Commission 

1907 

1913 

Nebraska 

State Railway Commission 

1907 

1907 

Nevada 

Public Service Commission 

1907 

1918 

New Hamp.shire 

Public Service Commission 

1844 

191 r 

New Jersey 

Board of Public Utility Commissioners 

191 1 

1911 

New Mexico 

State Corporation Commission 

1912 

1912 

New York 

Public Service Commission 

1908 

1921 

North Carolina ........ 

Utilities Commission 

' 1891 

1934 

North Dakota 

Board of Railroad Commissioners 

|. 1889 

1889 

Ohio 

Public Utilities Commission 

1 9 n 

1913 

Oklahoma 

Corporation Commission 

1907 

1907 

Oregon 

Public Utilities Commission 

1907 

1 93 1 

Pennsylvania 

Public Utility Commission 

1907 

*937 

Rhode Island 

Administrator 

1912 

*939 

South Carolina 

Public Service Commission 

1896 

1922 

South Dakota ..... 

Public Utilities Commission 

1889 

iB8g 

Tennessee 

Railroad and Public Utilities Commission 

1883 

1919 

Texas 

Railroad Commission 

1894 

1894 

Utah 

Public Service Commission 

1917 

1935 

Vermont 

Public Service Commission 

iS86 

1908 

Virginia 

State Corporation Commission 

. 1816 

1902 

Washington 

Department of Public Service 

1905 

*935 

West Virginia ......... 

Public Service Commission 

1913 

1915 

Wisconsin 

Public Service Commission 

1874 

193* 


Public Service Commission 

lots 

1919 
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and to Their Authority Over Utilities Regulated, with Particular Reference to 
Companies and Gas Companies. 


AS TO COMMISSIONS 


STATE 

Number of 
Members 

Elected or Appointed 

Tenure of 
Oflice (Years) 

Alabama 

3 

Elected 


Arizona 

3 

Elected 


Arkansas 

3 

Appointed 


California 

5 

Appointed 

6 

Colorado 

3 

Appointed 

6 

Connecticut 

Delaware 

Dist. of Columbia 

3 

3 

Appointed 

Appointed ^ 

6 

3-4^ 

Florida 

3 

Elected 


Georgia 

5 

Elected 

6 

Idaho 

3 

Appointed 

6 

Illinois 

5 

Appointed 

2 

Indiana 

3 

Appointed 

Pleasure of Gov. 

Iowa 

3 

Elected 

4 


3 

Appointed 

4 

Kentucky 

3 

Appointed 

4 

Louisiana 

3 

Elected 

6 

Maine 

3 

Appointed 

7 

Maryland 

3 

Appointed 

6 

Massachusetts 

5 

.Appointed 

5 

Michigan 

5 

Appointed 

4 

Minnesota 

3 

Elected 

6 

Mississippi 

3 

Elected 

4 

Missouri 

5 

Appointed 

6 

Montana 

3 

Elected 

6 

Nebraska 

3 

Elected 

6 

Nevada 

3 

Appointed 

4 

New Hampshire 

3 

Appointed 

6 

New Jersey 

3 

Appointed 

6 

New Me.xico 

3 

Elected 

6 

New York 

5 

Appointed 

10 

North Carolina 

3 

One Elected; 2 Appointed 

4 

North Dakota 

3 

Elected 

2 

Ohio 

3 

Appointed 

6 

Oklahoma 

3 

Elected 

6 

Oregon 

1 

Appointed 


Pennsylvania 

5 

Appointed 

1 10 

Rhode Island 

I 

Appointed 

Indefinite 

South Carolina 

7 

Elected by Legislature 

2 

South Dakota 

3 

Elected 

6 

Tennessee 

3 

: Elected 

6' 

Texas 

3 

Elected 

6 

Utah 

3 

Appointed 

6 

Vermont 

3 

Appointed 

6 

Virginia 

3 

Elected by Legislature 

6 

Washington 

3 

Appointed 

Pleasure of Gov. 

West Virginia 

3 

Appointed 

6 

Wisconsin 

3 

Appointed c 

6 

Wvomine 

3 ■ i 

Appointed 




CHART 5 — Utility 


GENERAL STATUTORY PROVISIONS 


STATE 

Salaries 

How Removed 


President S4600; Associates S4000 

Impeach, before Supreme Court 


$4500 

Impeachment or Term Expiration 


$5000 

Governor 


$8000 

% vote of Legislature 

Colorado 

$4000 

Legislative impeachment 

Connecticut 

$9000 

Su|)erior Court 

Delaware 

Dist. of Columbia 

I7500-S9000 I’ 

President 


Chairman $4500; Commis’ners I4000 

Gov. for cause; Senate confirm. 

Georgia 

$4800; Chairman $5300 

Legislative impeachment 

Idaho 

II3000 

Governor for cause 

Illinois 

$6000 

No provision 


$Cooo 

Governor 

Iowa 

S3800 

Impeachment 

Kansas 

$4000 

Governor for cause 

Kentucky ' 

$5000 

By Governor 

Louisiana 

$4800 

Im peachment 


$6000 

Governor and Council for cause 

Maryland 

$5000; Chairman 35 i)ooo 

Governor 

Massachusetts 

I7000; Chairman S8000 

Governor with consent of Council 

Michigan 

$7000 

Impeachment 

Minnesota 

$4500 approp.; $500 Grain fund 

Governor 

Mississippi 

$3100 


Missouri 

$5500 

No precedent 

Montana 

$4000 

Impeachment 

Nebraska 

$5000 

Imp. by legislat. & trial by S. Ct. 

Nevada 

$5000, $2500, liiooo 

Railroad Comm. Board 

New Hampshire . . 

$5000 

Governor and Council 

New Jersey 

$12,000 

No provisions 

New Mexico 

$3000 

Impeachment 

New York ...... 

$15,000 

Governor on charges 

North Carolina ... 

Chairman $6600 ^ 

Impeachment 

North Dakota .... 

$2400 

Impeachment 

Ohio 

$6000 

Governor 

Oklahoma 

$5000 

Impeachment 

Oregon 

$7500 

Governor 

Pennsylvania 

$10,000; Chairman $10,500 

Gov. & 2-thirds Senate for cause 

Rhode Island .... 

Chief $5000 

For cause after hearing 

South Carolina . . . 

Chairman $3636; $3400 

Governor 

South Dakota ..... 

$4500-3500 

Impeachment 

Tennes.see 

$5000 

Courts 

Texas 

$7000 

Impeachment 

Utah 

$4200 

Governor 

Vermont 

$2000; Chairman $4200 

Governor with consent of Senate 

Virginia 

$8000; Chairman $8250 

Impeachment 

Washington 

Director $6000; Super. $5000 

Governor 

West Virginia 

$6000 

Governor for cause 

Wisconsin 

$5000 

Governor for cause 

Wyoming 

$3600 

Governor 
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Regulation Chart {Continued) 


AS TO COMMISSIONS {Continued) 


STATE 

State Courts Authorized to Review Commission’s Orders 

Alabama 

Circuit Ct. Montgomery Co. thence Supreme Court 

Arizona 

(All) Superior Court thence Supreme Court 

Arkansas 

Circuit Court 

California 

Supreme Court 

Colorado 

District and Supreme Court 

Connecticut 

Superior Courts 

Delaware 


Dist. of Columbia 

U.S. Dist. Court of D. of C.; U.S. Court of Appeals for D. of C, 

Florida 

Supreme Court 

Georgia 

Superior Court thence Supreme Court 

Idaho 

Supreme Court 

Illinois 

Circuit or Superior Court thence Supreme Court 

Indiana 

Circuit Ct. (Superior Ct. Marion Co.) thence Supreme Court 

'owu 

District Court thence Supreme Court 

Ransas 

District Court thence Supreme Court 

Kentucky 

Circuit Court thence Court of Appeals 

Louisiana 

District Court thence Supreme Court 

Maine 

Supreme Judicial Court 

Maryland 

Equity Courts in Baltimore City and Circuit Courts for Counties 

Massachusetts 

Supreme Judicial Court 

Michigan 

Circuit Court thence Supreme Court 

Minnesota 

District Court 

Mississippi 

Circuit Courts 

Missouri 

Circuit Court thence Supreme Court 

Montana 

District Court thence Supreme Court 

Nebraska 

Supreme Court 

Nevada 

District Court thence Supreme Court 

New Hampshire 

Supreme Court 

New Jersey 

Supreme Court and Court of Errors and Appeals 

New Mexico 

State Supreme Court 

New York 

Supreme Court thence Court of .Appeals 

North Carolina 

Superior Court thence Supreme Court 

North Dakota 

District Court thence Supreme Court 

Ohio 

Supreme Court 

Oklahoma 

Supreme Court 

Oregon 

Circuit Court thence Supreme Court 

Pennsylvania 

Superior Court thence Supreme Court 

Rhode Island 

Supreme Court 

South Carolina 

All Courts 

South Dakota 

District Courts thence Supreme Court 


Chancery Court thence Supreme Court 


Travis County District Court 

Utah 

District and Supreme Courts 

Vermont 

Supreme Court 

Virginia 

Supreme Court of Appeals 

Washington 

Superior Court and Supreme Court 

West Virginia 

Supreme Court of Appeals 


Circuit Court (Dane County) thence Supreme Court 


District Court thence Supreme Court 
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CHART 5— Utility 



STATE UTILITIES SUBJECT TO COMMISSIONt JURISDICTION 


Alabama 

E 

G 



W 

T 

Te 

R I 

S 

B 

C 

Cc 

P 

H 

Arizona 

1 E 

G 



W 

T 

Te 

R 


B 

C 

Cc 

P 

H 



G 

M 

N28 

W 

T 

Te 

R 

S 

B 

C 

Cc 


H 

California 

1 E 

G 


N28 

W 

T 

Te 

R 1 

s 

B 

C 

Cc 

P 

H 

Colorado 

E^ 

G 

M 


W 

T 

Te 

R I 

s 

B 

C 

Cc 

P 

H 

Connecticut 

E 

G 

M 


W 

T 

Te 

R I 

: s 

B 

C 

Cc 



Delaware 















Dist. of Columbia 

E 

G 

7 



T 


I 

s 

B 



P 

H 

Florida 








R I 


B 

C 

Cc 



Georgia 

E 

G 

M 



T 

Te 

R I 

s 

B 

C 

Cc 



Idaho 

E 

G 



w 

T 

Te 

R I 

s 

B 

C 

Cc 

P 


Illinois 

E 

G 


N 

w 

T 

Te 

R I 

s 

B 

C 


P 

H 

Indiana 

E 

G 

M 

N 

w 

T 

Te 

R I 

s 

B 

C 

Cc 

P 

H 

Iowa 








R I 


B 

C 




Kansas 

Ell 

Gii 


N 

w 

T 

Te 

R I 

s 

B 

C 

Cc 

P 

H 

Kentucky 

E 

G 

M 

N 


T 

Te 


s 




P 


Louisiana 

E 

G 

3 

N28 

w 

T 

Te 

R 1 

s 

B 

C 

Cc 

P 

H 

Maine 

E 

G 

M 


w 

T 

Te 

R I 

s 





H 

Maryland 

E 

G 

M 


w 

T 

Te 

R I 

s 

B 

C 

Cc 


H 

Massachusetts 

E 

G 

M 


w 

T 

Te 

R I 

s 

B 

C 

Cc 



Michigan 

E 

G 

M 

N 


T 


R 1 

: s 

B 

C 

Cc 

P 

H 

Minnesota 






T 


R I 


B 

C 

Cc 



Mississippi 






T 

Te 

R I 

s 

B 

c 

Cc 



Missouri 

E 

G 


N 

w 

T 

Te 

R I 

s 

B 

c 

Cc 


H 

Montana 

E 

G 

M 


w 

T 

Te 

R 

s 

B 

c 

Cc 

P 

H 

Nebraska 






T 

Te 

R I 

s 

B 

c 

Cc 



Nevada 

E 

G 

M 


w 

T 

Te 

R I 

s 

B 

c 

Cc 

P 

H 

New Hampshire 

E 

G 

M 


w 

T 

Te 

R I 

s 

B 

c 

Cc 


M 

New Jersey 

E 

G 

M 


w 

T 

Te 

R I 

s 

B 



P 

H 

New Mexico 

E18 

Gie 

17 

M28 


T 

Te 

R 


B 

c 

Cc 

P 


New York 

E 

G18 M 

N19 

w 

T 

Te 

R I 

s 

B 

c 

Cc 

P 

H 

North Carolina 

E 

G 

M 


w 

T 

Te 

R I 

s 

B 

c 


P 


North Dakota 

E 

G 


N 

w 

T 

Te 

R I 

s 

B 

c 

Cc 

P 

H 

Ohio 

£18 

G 

M 

N 

w 

T 

Te 

R I 

s 

B 

c 

Cc 

P 

H 

Oklahoma 

E 

G 


N 

w 

T 

Te 

R I 

s 

B 

C 

Cc 

P 


Oregon 

! E 

G 



w 

T 

Te 

R I 

s 

B 

c 

Cc 


H 

Pennsylvania 

i E 

G 

M 

N 

w 

T 

Te 

R I 

s 

B 

c 

Cc 

P 

H 

Rhode Island 


G 

M 


w 

T 

Te 

R I 

s 

B 

c 

Cc 

P 

H 

South Carolina 

E 

G 



w 

T 

Te 

R I 

s 

B 

C 

Cc 

P 

H 

South Dakota 






T 

Te 

R 


B 

c 

Cc 



Tennessee 

E 

G 



w 

T 

Te 

R I 

s 

B 

c 

Cc 



Texas 


G 


N 




R I 


B 

c 

Cc 

P 


Utah 

^ E 

G 

25 


w 

T 

Te 

R I 

s 

B 

c 

Cc 


H 

Vermont 

i ^ 

G 

M 


w 

T 

Te 

R I 

s 

B 

c 




Virginia 

E 

G 



w 

T 

Te 

R [ 

s 

B 

c 

Cc 

P 


Washington ............. 

E 

G 


N 

w 

T 

Te 

R 1 

s 

B 

c 

Cc 



West Virginia 

E 

G 

M 

N 

w 

T 

Te 

R I 

s 

B 

c 

Cc 

P 

H 

Wisconsin 

E 

G 

M 


w 

T 

Te 

R I 

s 

B 

c 

Cc 


H 

Wyoming 

E 

G 

M 

N 

w 

T 

Te 

R 


B 

c 

Cc 

P 

H 
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Regulation Chart {Continued') 


REGULATION OF ELECTRIC AND GAS UTILITIES. PRIVATE AND MUNICIPAL 

I SERVICE STANDARDS 


Re 

idential, I 

Municipalities | 

Other 

Others for 

Establish 

1 

Require Ex- 

Commercial, 

for Munic 

pal 

Utilities 

Transmission 

Standards 

tensions in 

Industrial 


Use 


for Resale 

Service Only 

of Servic 


’Franchise 













A 

rea 

E 

G 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 

E 

G M** 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 

E 

G M« 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 

E 

G 

E 

G 

M 

E 

G 

E 

G 

(E) 

G 


(E) 

(G) 

(E) 

(G) 

E 

G 


E 

G 

E 

G (M'i) 

E 

G 


E 

G 

(E) 

(G) 

(E) 

(G) 


(E) 

(G) 

E 

G 

E 

G 


E 

G 


2 

E 

G 


E 

G 

E 

G 

(E) 

(G) 


(E) 

(G) 

(E) 

(G) 

E 

G 


E 

G 

E 

G M 

E 

G 


E 

G 

E 

G 

(E) 

(G) 


E 

G 

E 

G 

E 

G 


E 

G 

E 

G 

E 

G 


(E) 

(G) 

E 

G (M-i) 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 

E 

G “ 

(E) 



(E) 

2 

(E) 

2 

' 

2 

8 

E 

2 

E 

G M 

E 

G 

M 

E 

G 

E 

G 

(E) 

(G) 

M 

E 

G 

E 

G M 

E 

G 

(M) 

E 

G 

E 

G 

E 

G 

M 

(E) 

(G) 

E 

G 

E 

G 


E 

G 

E 

G2 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 


G15 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 

E 

G M 

E 

G 

M 

E 

G 

E 

G 

E 

G 

M 

E 

G 

E 

G M 

E 

G 

M 

E 

G 

E 

G 

E 

G 

M 

E 

G 

E 

G M-i 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 

E 

G 

(E) 

E 

G 


(E) 

G 


2 

E 

G 

M 

E 

G 

E 

G 

G 


E 

G 



E 

G 


E 

G 

E 

G M 

E-- 

0 G‘-:‘ 

> M 

E 

G 

E 

G 

E 

G 

M 

E 

G 

E 

G 

E- 

^(G) 

G 


E 

(G) 

E 

(G) 

E 

G 


E 

G 

E 

G 

E 


(E) 

G 

(E) 

G 

E 

G 


E 

G 

E 

E 

G 

Ea( 

J G2“ 


(E) 

(G) 



E 

G 


E 


G 




E 

G 

E 

G 

E 

G 


G 

E 

G 




E 

G 

E 

G 

E 

G 


E 

G 

E 

E 

G M-i 

E 

G 


E 

Q2i 

E 

G 

E 

G 


E 

G 

G M 

(E) 

(G) 

M 

(E) 

(G) 

(E) 

(G) 

E 

G 

M 

(E) 

(G) 

E 

G 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 

G 


(G) 



(G) 


(G) 


G 



(G) 

E 

G 

E 

G 


E 

G 

E 

G 

E 

G 


E 

G 

E 

G M 

E 

G 

M 

E 

G 

E 

G 

E 

G 

M 

E 

G 

E 

G 




(E) 

(G) 



E 

G 


E 

G 

E 

E 

G 

G M 

E 

E 

G 

G 

M 

E 

E 

G 

G 

E 

(E) 

G 

(G) 

E 

E 

G 

G 

M 

E 

(E) 

G 

(G) 

E 

G M 

E 

G 

M 

E 

G 

E 

G 

E 

G 

M 

E 

G 

E 

G M 

E 

G 

M 

E 

G 

E, 

G 

E 

G 

M 

E 

G 
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CHART 5 — Utility 


REGULATION OF ELECTRIC AND GAS 



1 SERVICE 

STANDARDS 

{Continued) 

Initiate 
Investigations 
and Hold 
Hearings 

Prescribe 
Temporary 
. Rate Pend- 
ing Inves- 
tigations 

STATE 

Allocate Unin- 
corporated Terri- 
tory among Utilities 

Order 

Intercon- 

nections 

Alabama 

1 (E) 

(G) 

(E) (G) 

E 

G 


1 2 

Arizona 

(E) (G) 

E 

G 

E 

G 


E G 

Arkansas 

E 

G 

(E) 

(G) 

E 

G 



California 

E 

G 

E 

G 

E 

G 



Colorado 

E 

G 

E 

G 

E 

G 



Connecticut 



E 

G 

E 

G 


(E) (G) 

Delaware 









Dist. of Columbia . . 

(E) (G) 

E 

G 

E 

G 


(E) (G) 

Florida 









Georgia 

(E) 

(G) 

(E) 

(G) 

E 

G 


(E) (G) 

Idaho 

E 

G 

E 

G 

E 

G 


E G 

Illinois 

ES 

G9 

E 

G 

E 

G 


E G 

Indiana 



E 

G 

E 

G 

Mio 

E G 

Iowa 









Kansas 

E 

G 



E 

G 



Kentucky 

E 

G 

(E) 

(G) 

E 

G 


(E) (G) 

Louisiana 


•* 

1 

2 

(E) (G) 



Maine 

E 

G 

E 

G 

E 

G 

Mio 


Maryland 

(E) 

(G) 

(E) (G) 

E 

G 

Mio 

(E) (G) 

Massachusetts 

E 

G 



E 

G 


E G 

Michigan 





E 

G 



Minnesota 









Mississippi 









Missouri 

E 

G 

E 

2 

E 

G 


E G 

Montana 



(E) 

(G) 

E 

G 

MIO 

(E) (G) 

Nebraska 









Nevada 

E 

G 

E 

G 

E 

G 

MIO 


New Hampshire . . . 

E 

G 

E 

G 

E 

G 


E G 

New Jersey 

E 

(G) 

(E) (G) 

E 

G 

MIO 


New Mexico 





(E) (G) 



New York 

1 

2 

E 

G 

E 

G 

MIO 

E G 

North Carolina .... 

E 

G 

E 

G 

E 

G 


E G 

North Dakota ... . 

(E) 

G 

(E) 

G 

E 

G 


E G 

Ohio 



(E) 

(G) 

E 

G 



Oklahoma 



1 (E) (G) 

E 

G 


(E) (G) 

Oregon 



(E) (G) 

E 

G 



Pennsylvania 

(E) 

(G) 

(E) 

(G) 

E 

G 

MIO 

E G 

Rhode Island 





E 

G 

MIO 


South Carolina .... 

E 

G 

E 

G 

i E 

G 


E G 

South Dakota 









Tennessee . 



(E) (G) 

■E 

G 


E (G) 

Texas 




(G) 


G 



Utah 

E 

G 

E 

G 

E 

G 



Vermont 

1 

2 

(E) 

G 

E 

G 

MIO 

1 2 

Virginia 

(E) 




E 

G 


E G 

Washington 



E 

G 

E 

G 


E G 

West Virginia ..... 

(E) 

G 

(E) (G) 

E 

G 

MIO 

1 

Wisconsin 

E 

G 

E 

G 

E 

G 

MIO 

(E) (G) 

Wyoming 



E 

G 

E 

G 

MIO 
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Regulation Chart {Continued) 


UTILITIES, PRIVATE AND MUNICIPAL 


Establish 

Sliding 

Scale 

Rates 

Initial 

Service by 
Certificate of 
Convenience 
and Necessity 

Lease or Sale 
of Facilities 

Mergers 
and Consol- 
idations 

Reorgani- 

zations 

Issu- 
ance of 
Securities 

E G 

E 

G 


E G 

E G 

E 

G 

E 

G 

E G 

E 

G 


E G 

E G 

E 

G 

E 

G 

E G 

E 

G 

M'* 

E G 

E G 

E 

G 

E 

G 

E G 

E 

G 


E G 

E G 

E 

G 

E 

G 

E G 

E 

G 

M-* 

E G 

(E) (G) 

(E) 

(G) 



E G 

6 



E G 

E G 

(E) 

G 

E 

G 

E G 

E 

G 


E G 

E G 

E 

G 

E 

G 

(E) (G) 








E 

G 

E G 

E 

G 


(E) (G) 

(E) (G) 

(E) 

(G) 




E 

G 


E G 

E G 

E 

G 

E 

G 


E 

G 

M-i 

E G 

E G 



E 

G 

(E) (G) 

E 

G 


E G 

E G 

E 

G 

E 

G 


E 

G 

M 

(E) (G) 

(E) (G) 



E 

G 

1 2 

12 


3 

1 2 

1 2 

1 

2 

1 

2 

(E) (G) 



M13 

E G 

E G 

E 

G 

E 

G 

E G 

E 

G 

M 

E G 

E G 

E 

G 

E 

G 




M-i 

E G 

E G 



E 

G 

(E) (G) 

12 







E 

G 

E G 

E 

G 


E G 

E G 

E 

G 

E 

G 

(E) (G) 










E G 

E 

G 


E G 

E G 





E G 

E 

G 

M-i 

E G 

E G 

E 

G 

E 

G 

(E) (G) 

E 

G 

M-‘ 

(E) G 

E G 

(E) 

(G) 

E 

G 

E G 

E 

G 

M'‘ 

E G 

E G 

E 

G 

E 

G 

E G 

E 

G 

M* 

E G 

E G 

E 

G 

E 

G 

(E) G 

E 

G 


E G 

E G 

E 

G 

E 

G 

R G 




E G 

E G 

E 

G 

E 

G 

(E) (G) 











E 

G- 

la 

E G 

E G 

E 

G 

E 

G 

E G 

E 

G 

M-4 

E G 

E G 

(E) 

(G) 

E 

G 

(E) (G) 

E 

G 

M 

E G 

E G 

(E) 

(G) 

E 

G 

E G 

E 



E 

E 

E 


E 


(E) (G) 

E 

G- 


E G 

E G 

E 

G 

E 

G 

(G) 


(G) 








(E) (G) 

E 

G 


E G 

E G 





(E) (G) 

E 

G 

2G 

E G 

E G 

*■ 


E 

G 





(E) (G) 

(E) (G) 

(E) 

(G) 

E 

G 

E G 




E G 

E G 

E 

G 

E 

G 

(E) (G) 

E 

G 

M 

E G 

E G 

E 

G 



(E) G 

E 

G 

M 

E G 

E G 

E 

G 

E 

G 

E G 

E 

G 

M 

E G 
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CHART 5 — Utility 


REGULATION OF ELECTRIC AND GAS UTILI 



Purchases of Voting Stock by — 


STATE 

Private 

Corporations 

Other Utilities 

Dividends that 
Will Impair 
Capital 

Alabama 

E G 

E G 

E G 

Arizona 


E G 

(E) (G) 

Arkansas 


E G 

(E) (G) 

California 

Colorado 


E G 

E G 

Connecticut 

Delaware 


E G 

E G 

Dist. of Columbia 

Florida 

Georgia 


E G 

(E) (G) 

(E) (G) 

Idaho 

1 2 

E G 

(E) (G) 

Illinois 


E G 

E G 

Indiana 

Iowa 

Kansas 

Kentucky 


E G 

E G 

E G 

Louisiana 


1 2 

X 2 

Maine 


E G 

(E) (G) 

Maryland 

E G 

E G 

(E) (G) 

Massachusetts 

Michigan 

Minnesota 

Mississippi 

E G 

E G 

E G 

Missouri 

Montana 

Nebraska 

Nevada 

New Hampshire 

E G 

E G 

E G 

E G 

New Jersey 

New Mexico 

E G 

E G 

E G 

New York 

E G21 

E G21 

E (G) 

North Carolina 

E 

E G 

E G 

North Dakota 

E 

E G 

E G 

Ohio 

Oklahoma 

] 

E G 

(E) (G) 

Oregon 


E G 

(E) (G) 

Pennsylvania 


E G 

(E) (G) 

Rhode Island 


E G 

(E) (G) 

South Carolina 

South Dakota 

E 

E 

E G 

Tennessee 

Texas 

(E) (G) 

(E) (G) 

(E) (G) 

Utah 

Vermont 


E G 

E G 

Virginia 


(E) G 

E G 

Washington 

E G 

E G 

E G 

West Virginia 


E G 

(E) (G) 

Wisconsin 

Wyoming 


E G 

E G 
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Regulation Chart {Continued) 


ties, private and municipal — {Continued) 


Budgets of 
Expenditures 
for Specific 
purposes 

Loans to 
Affiliated In- 
terests 

Contracts with 

To Require Competitive 

Bidding on — 

Affiliated In- 
terests 

Major Property 
Additions 

Security Issues 

E G 
(E) (G) 

E G 
(E) G 
(E) (G) 

E G 
(E) (G) 

E G 


1 2 

E G 


E G 

E G 



(E) (G) 

(E) (G) 

(E) (G) 

(E) (G) 

(E) (G) 



(E) (G) 


(E) (G) 


(E) (G) 

E G 

(E) (G) 

E G 

E G 




(E) (G) 

(E) (G) 



1 2 

E G 
(E) (G) 

E G 

E G 
(E) (G) 

E G 

E G 
(E) (G) 

E G 

1 2 

{E) (G) 

(E) (G) 

(E) (G) 

£14 Gi* 

(E) (G) 

EG 

E G 

(E) (G) 

(E) (G) 

E G 

E G 

E G 

1 2 
(E) (G) 

(E) (G) 

(E) (G) 

E G 

E G 

E G 

(E) (G) 

E G 

E G 

E G 
(E) (G) 

(E) (G) 

E G 

(E) (G) 

1 2 

E G 

E G 
(E) (G) 

E G 

E G 

E 

E G 

E G 

E G 

E G 

E G 

E G 

E G 

E G 

E G 

E 

E (G) 

E 

E G 

E G 

1 2 

(E) G 

1 2 

E G 

(E) (G) 

(G) 

E G 

1 2 

E G 

1 2 

(E) G 

E G 

(E) G 

E G 

E G 

E G 

- 

E G 

EG 

EG 

(E) (G) 

(E) (G) 
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CHART 5 — Utility 


REGULATION OF ELECTRIC AND GAS UTILI 




POWER 1 

0 PRESCRIBE 





Order Spe- 

Prescribe 


Uniform 

Designate 

cific Entries 

Deprecia- 

STATE 

System of 

Records 

or Adjustments 

tion 

Accounts 

to be Kept 

to Accounts 

Methotl 


E 

G 

E 

G 

(E) 

(G) 

E G 

Arizona 

Arkansas 

California 

Colorado 

E 

E 

E 

E 

G 

G 

G 

G 

E 

E 

E 

E 

G 

G 

G 

G 

E 

(E) 

E 

E 

G 

(G) 

G 

G 

E G 

E G 

E G 

E G 

Connecticut 

E 

G M 

E 

G 

E 

G 

E G 

Delaware 

Dist. of Columbia 

E 

G 

(E) 

(G) 

E 

G 

B G 

Florida 

Georgia 

E 

G 

(E) 

(G) 

(E) 

(G) 

(E) (G) 

Idaho 

E 

E 

G 

G 

E 

E 

G 

G 

(E) 

(E) 

(G) 

(G) 

E G 
(E) (G) 


E 

G M 

E 

G 

E 

G 

E G 

Iowa 

Kansas 

E 

G 

E 

G 

E 

G 

(E) (G) 


E 

G 

(E) 

(G) 

(E) 

(G) 

(E) (G) 


(E) 

G 3 

(E) 

G 

(E) 

(G) 

(E) (G) 


E 

G M 

(E) 

(G) 

(E) 

(G) 

(E) (G) 

Maryland 

E 

G M 

(E) 

(G) 

(E) 

(G) 

(E) (G) 

Massachusetts 

E 

G M 

E 

G 

E 

G 

E G 


E 

G M 

(E) 

(G) 

(E) 

(G) 


Minnesota 




Mississippi 

Missouri 

E 

G 

(E) 

(G) 

E 

G 

E G 


E 

G M 

(E) 

(G) 

(E) 

(G) 

(E) (G) 

Nebraska 



Nevada 

E 

G M 

E 

G 

E 

G 

E G 

New Hampshire 

E 

G M 

£ 

G 

E 

G . 

E G 

New Jersey 

E 

G M 

(E) 

(G) 

(E) 

(G) 

(E) (G) 

New Mexico 

(E) 

(G) 

(E) 

(G) 

(E) 

(G) 

(E) (G) 

Ynrh * . . . . 

E 

G M 

£ 

G 

E 

G 


North Carolina 

E 

G M 

(E) 

(G) 

E 

G 

(E) (G) 

N^rtli Dnlcnfn . 

E 

G 

E 

G 

E 

G 

E G 

Ohio 

E 

G M 

E 

G 

E 

G 

£ G 

Oklahoma 

E 

G 

E 

G 

E 

G 

E G 

Oregon 

E 

G 

E 

G 

E 

G 

E G 

Pennsylvania 

E 

G M 

E 

G 

(E) 

(G) 

E G 

Rhode Island 

(E) 

(G) M 

(E) 

(G) 

(E) 

(G) 

(E) (G) 

P.nrnlina 

E 

G 

E 

G 

E 

G 

E G 

.^nnth nnhnra 










E 

G 

E 

G 

E 

G 

E G 

Texas 


(G) 


G 


(G) 

(G) 

Utah 

E 

G 

B 

G 

E 

G 

Vermont 

E 

G M 

E 

G 

E 

G 

E G 

Virmniii 

E 

G 

(E) 

(G) 

(E) 

(G) 

(E) (G) 

E G 

Washington 

E 

G 

(E) 

(G) 

(E) 

(G) 

West Virginia .......... 

E 

G M 

E 

G 

E 

G 

(E) (G) 
E G 

Wisconsin 

E 

G U 

E 

G 

(E) 

E 

(G) 

G 

Wyoming 

G M 

E 

G 

E G 
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Regulation Chart {Continued) 


TIES, PRIVATE AND MUNICIPAL {Conthuied) 


(Italics-Orders Promulgated) 


Prescribe 

Depreciation 

Rates Used 
in Accounts 

Prescribe 
Annual and 

Other Re- 
port Forms 

Continuing 

Property 

Records 

Required 

Advance Sub- 
mission of 
Budgets 
Recjuired 

STATE 

E G 


E 

G 





Alabama 

E G 


E 

G 





Arizona 

E G 


E 

G 





Arkansas 

E G 


E 

G 





California 

E G 


E 

G 





Colorado 

E G 


E 

G 

M 

E 

G 


Connecticut 









Delaware 

E G 


E 

G 


E 

G 


Dist. of Columbia 









Florida 

(E) (G) 


E 

G 


E 



Georgia 

E G 


E 

G 


1 

2 


Idaho 

E G 


E 

G 





Illinois 

E G 


E 

G 

M 




Indiana 









Iowa 

(E) (G) 


E 

G 





Kansas 

(E) (G) 


E 

G 


E 

G 


Kentucky 

(E) (G) 

8 

(E) 

(G) 


E 

G 


Louisiana 

(E) (G) 

(M) 

E 

G 

M 




Maine 

(E) (G) 

M 

E 

G 

M 

E 

G 


Maryland 

E G 

M 

E 

G 

M 

E 

G 


Massachusetts 



E 

G 





Michigan 









Minnesota 









Mississippi 

E G 


E 

G 





Missouri 

(E) (G) 

(M) 

E 

G 

M 




Montana 









Nebraska 

1 2 

M 

E 

G 

M 

1 

2 


Nevada 

E G 

M 

E 

G 

M 

E 



New Hampshire 

E G 

M 

E 

G 

M 

E 

G 

E G 

New Jersey 

(E) (G) 


(E) 

(G) 





New Mexico 

(E) (G) 


E 

G 

M 

E 

G 


New York 

(E) (G) 

M 

E 

G 

M 

E 

G 


North Carolina 

E G 


E 

G 





North Dakota 

E G 


E 

G 





Ohio 

(E) (G) 


E 

G 





Oklahoma 

E G 


E 

G 




E G 

Oregon 

E G 

M 

E 

G 

M 

E 

G 


Pennsylvania 

(E) (G) 

M 

E 

G 

M 




Rhode Island 

E G 


E 

G 





South Carolina 









South Dakota 

E G 



G 





Tennessee 

(G) 



G 





Texas 

E G 


E 

G 





Utah 

E G 

M 

E 

G 

M 

E 

G 


Vermont 

(E) (G) 


E 

G 





Virginia 

E G 


E 

G 




E G 

Washington 

(E) (G) 

(M) 

E 

G 

M 

E 

G 


West Virginia 

E G 

M 

E 

G 

M 

E 

G 


Wisconsin 

E G 

M 

E 

G 

M 




Wyoming 



CHAPTER VII 


FRANCHISES 

I. INTRODUCTORY 

In the early years of utility regulation franchises were much more im- 
portant than at present. The decline of the franchise followed the develop- 
ment of the modern public service commission. However, the franchise still 
offers an opportunity to local authorities to exercise a measure of control over 
utilities within the framework of state regulation. 

Definition. A franchise may be defined as a grant of rights, privileges, and 
immunities. Utility franchises may be granted directly by the state legis- 
lature, or the power to issue franchises may be delegated to some subordinate 
agency of the state, such as the municipality or the commission. In the early 
period of utility control the franchise was commonly issued by the municipal- 
ity. The justification for delegating this power to municipalities arises from 
their need to exercise control over the use of the public streets and ways. 
Franchises are now commonly granted by both municipalities and the public 
service commission. 

Types of Franchises. The modern public utility operates under three differ- 
ent grants of authority from the state or its subordinate agencies. In one sense 
the corporate charter is a franchise permitting individuals to constitute them- 
selves an association or a corporate entity; this is the grant that brings the 
utility corporation into being. Though state laws may sometimes impose 
special restrictions on the incorporation of utility enterprises, the charter 
raises no significant questions that are peculiar to the regulation of public 
utilities and needs no further discussion here. The two other grants of au- 
thority which every utility must normally have are secured respectively from 
the state and from local governmental units. The first is the certificate of 
convenience and necessity;. this authorizes the utility to operate as a public 
service corporation; it permits the corporation to carry on a public-service 
undertaking. The second is the so-called “local consent,” the modern suc- 
cessor to the earlier municipal franchise. The local consent permits the com- 
pany to make use of the public streets and ways in stringing its wires, laying 
its pipes, and operating its vehicles. The characteristics of these two latter 
types of franchise will be further considered. 

2. THE MUNICIPAL FRANCHISE 

Its Character. Fundamentally, a municipal franchise is a permit granted 
by the municipality to a public utility, allowing the utility corporation to oc- 
cupy the streets and public places for the construction, maintenance, and op- 
eration of its facilities. Virtually all of the local utilities occupy the public 
streets in some manner: the street railways and other local transportation 
agencies operate their vehicles therein; electric, gas, telephone, and water 
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utilities lay their pipes and mains under the streets, or string their service 
wires along and across them. Since the occupation of the streets might seri- 
ously interfere with their use by the public, it is necessary for the municipality 
to exercise a measure of control over utility plants and facilities. 

In its simplest form, the municipal franchise is a grant of authority to oc- 
cupy or to use the public streets. Ordinarily, however, the franchise imposes 
upon the utility a number of conditions for the protection of the public. Pro- 
visions with respect to health, safety standards, and the location of the facili- 
ties are to be found in nearly all municipal franchises. In addition, most 
franchises contain a variety of regulatory provisions which may prescribe rates, 
establish service standards, and involve matters of financial policy. 

The franchise is a contract between the utility and the municipality, and 
since both parties are bound thereby it is important that its terms be carefully 
drawn with due regard to the legitimate interest of each. Inasmuch as the 
conditions under which the service is rendered are likely to change with the 
passing years, it is advisable that somewhere there reside the power to revoke 
and amend the franchise in the public interest. 

The Term of the Franchise. With respect to their duration, franchises fall 
into four categories: the perpetual franchise, the long-term franchise, the 
short-term franchise, and the indeterminate permit. The term of the franchise 
and the conditions under which its privileges may be terminated are critically 
important where regulatory functions are entrusted to the franchise. 

T he perpetual franchise. A franchise is seldom made perpetual by its terms. 
But if the franchise is silent with respect to its duration and if there are no 
general laws of the state imposing a limitation with respect to their duration, 
the courts may hold the franchise to be perpetual.^ 

Experience with perpetual franchises has amply demonstrated that they 
are contrary to the public interest, especially where reliance is placed upon 
them for the exercise of a regulatory function.^ The perpetual franchise leaves 
the community helpless to insist upon better standards of service or lower 
rates, whatever improvement in technology may occur and however the costs 
of rendering the service may fall. Where the franchise is exclusive as well as 
perpetual, the community is unable to rescue itself from the clutches of a 
recalcitrant utility even through the introduction of a competing service. In 
recent years new perpetual franchises have not been granted, and with the 
decline in the importance of some of the earlier utilities, outstanding per- 
petual franchises have become of less importance. 

The long-term franchise. The long-term franchise sometimes has a dura- 
tion of twenty-five to fifty years. This franchise must be drafted most care- 
fully to protect the community under changing conditions — ^growth in the 
population and area of the municipality, technical improvements in utility 
services, and general economic changes. The advantages of the long-term 
contract center in the greater facility with which the utility can raise capital, 

1 Owensboro v. Cumberland Tel. & Tel. Co., 230 U.S. 58 (1913); Ohio Public Service Com- 
pany V. Ohio, 274 U.S. 12 (1927). 

2 In many states constitutional provisions prohibit irrevocable franchises or limit the term of 
all franchise grants. 
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and in its willingness to undertake relatively long-term investments. The 
dangers of the long-term franchise arise from the indifference of a secure 
management of the public’s requirements and in the inability of the mu- 
nicipality to insist upon changes required by new conditions. 

The long-term franchise may contain a recapture clause, combined with 
a provision for the amortization of the utility’s investment out of its earnings. 
Such a clause requires the management to use surplus earnings for the amor- 
tization of the investment, presumably through the retirement of outstanding 
securities. At the end of the franchise period, the municipality has the right 
to assume title to the utility property on payment of the unamortized invest- 
ment, or the municipality may even have the right to provide for a transfer 
of the property to another corporation, or the right to recapture may be op- 
erative at stated intervals after a designated period. This provision also 
gives the municipal officials an opportunity to insist upon such improve- 
ments in service, or such reductions in cost, as are made possible by changing 
conditions. 

The protection afforded to the municipality under recapture provisions 
depends upon the ability of the municipality to go through with a recapture 
program. The municipality must have the legal power under its charter to 
undertake the operation of the utility enterprise; it must possess the financial 
resources to pay for the property; and it must have the option of either op- 
erating the property itself, or of turning it over to a new utility corporation. 

The short-term franchise. A franchise having a term of ten years or less 
is considered a short-term franchise. Such franchises are ordinarily granted 
with the privilege of renewal for a similar period, and so long as the opera- 
tion of the utility is satisfactory, such renewals are made as a matter of 
course. The theory of the short-term franchise is that the management will 
strive to justify the renewal of the franchise by rendering the best possible 
service. The renewal period also affords the municipality the chance to insist 
upon those changes which new and different conditions make desirable. 

The serious disadvantages of the short-term franchise for the utility deserve 
attention. If there is any doubt that the franchise will be renewed it becomes 
increasingly difficult, if not impossible, to finance the utility’s capital require- 
ments through the issuance of long-term bonds, for investors are unwilling to 
buy obligations that run beyond the expiration of the franchise. If the financ- 
ing is limited to short-term obligations or bank loans the cost of capital is un- 
necessarily high, and the utility is faced with the possibility that it will be em- 
barrassed by an inability to secure an extension of, the credit. Of course, any 
inability to raise new capital may force a sacrifice of service standards and 
would certainly stand in the way of any extensions and improvements in the 
service. 

Since the establishment of state regulation, the short-term franchise is al- 
most as much an anachronism as the long-term or perpetual franchise; and 
certainly the inability of any community to finance the purchase of utility en- 
terprises makes the privilege of recapture of little practical importance either 
as a corrective for a difficult situation or as a threat to hold utility manage- 
ment to high standards of service. 
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The indeterminate permit. The indeterminate permit, or the terminable 
franchise, provides for no definite termination date. The utility continues to 
enjoy the privileges of the franchise until the municipality acts to take over 
the property. In practice this means that the franchise endures as long as the 
service continues to be satisfactory. The terminable permit requires statutory 
authorization, which has been forthcoming in eighteen states.’^ 

If the municipality terminates the franchise it must pay the purchase price 
of the property. It is therefore of crucial importance that the franchise define 
precisely the procedure by which the property shall be valued. The terminable 
franchise may contain specific provisions with respect to the determination of 
the rate base or it may leave the problem of rate regulation to the state commis- 
sion. Where the franchise defines the rate base, the purchase price is normally 
identical with the rate base and both are commonly defined in terms of in- 
vestment. 

The advantages of the indeterminate franchise to the utility are obvious. 
The company is secure in the possession and operation of its property. If its 
service and rates are satisfactory, it has what is in effect a perpetual franchise. 
Negotiations for franchise renewal, with their accompaniment of political 
bickering and controversy, no longer plague the management, and improved 
public relations result. Under these conditions the investment of capital is 
readily induced on favorable terms. Expenditures for improvements and ex- 
tensions are willingly undertaken, since all of the legitimate investment must 
be fully compensated if the municipality decides to take possession of the 
property. Service standards are high, for the management has every induce- 
ment to maintain satisfactory public relations with its clients. 

The advantages of the indeterminate franchise for the municipality and for 
consumers are equally apparent. By inducing the investment of capital on 
favorable terms the cost of service is kept lower than it would be with other 
forms of franchises. Higher service standards are assured. Taking the utility 
question out of local politics is likely to result in higher standards of conduct 
on the part of municipal and utility officials, for when utilities were charged 
with political corruption it was usually forced upon them by the necessity of 
negotiating franchise renewals. It removes the need for setting up amortization 
funds, thus reducing the cost of service to consumers, while making available 
larger dividends to investors. Although relative permanence of operation and of 
service is provided, the municipality retains full control with respect to the 
future conduct of the utility. Since the indeterminate permit gives the mu- 
nicipality the right to purchase the utility property at a fair price, it is pos- 
sible for municipal ownership and operation to be undertaken without the 
prolonged delays involved in holding elections, negotiating with respect to 
the purchase price of the property, and appealing to the courts when differ- 
ences of opinion develop. The very fact that public ownership and operation 
can be instituted so simply gives the management an added incentive to avoid 
the creation of any sentiment favorable to such public ownership, 

•^Arkansas, California, Colorado, Connecticut, Idaho, Illinois, Indiana, Kansas, Louisiana, Mary- 
land, Missouri, Montana, New Hampshire, North Dakota, Ohio, South Carolina, Vermont, and 
Wisconsin. 
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The indeterminate permit has not escaped all criticism. It has been op- 
posed on the ground that it affords the utility a perpetual franchise. If for any 
reason the municipality is without the power to take over the ownership and 
operation of the utility enterprise, this is true. But if the service is so satis- 
factory that there is no sentiment in favor of public operation of the utility 
enterprise, the public interest is not prejudiced by the relative permanence of 
the utility’s right to operate. Under an indeterminate permit the municipality 
surrenders the right to establish a competing plant without purchasing the 
property of the existing utility, but even this objection is not serious if the 
terms of the franchise make it possible for the municipality to acquire the 
property at a reasonable price, for the only justification for a competing plant 
would be the inability to purchase the utility property at a fair and reasonable 
price. 

The expiration of the franchise. The respective duties of the utility and the 
city do not terminate with the expiration of the franchise period; as long as 
the utility continues to render service it is under an obligation to serve ef- 
ficiently, and it is entitled to reasonable co-operation from the municipal of- 
ficials.^ 

The relationship between the city and the utility company can be terminated 
at the will of either party, ^ but both the municipality and the utility are en- 
titled to reasonable notice before either acts to terminate the operation of the 
utility.® As long as it continues to serve the public, the utility is, of course, en- 
titled to reasonable return on its investment.'^ 

Regulatory Functions of the Franchise. Effect of state regulation. Until 
the end of the first decade of the twentieth century the franchise performed 
an important regulatory function. In return for the privileges granted by the 
municipality, the utility was contractually bound to render the service and 
to maintain the stipulated standards. It was customary for the franchise to 
establish maximum rates, but within these limits the utility was free to make 
the maximum possible net income. In some instances the franchise even went 
so far as to define the plant and the physical facilities with which the service 
was to be rendered. 

The weaknesses of the franchise as a regulatory device have been exten- 
sively debated, (i) Fundamentally, the inadequacies of the franchise as an 
instrument for regulation have been attributable to the attempt to deal with 
a dynamic and changing situation in terms of static requirements. ( 2 ) Where 
the franchise fixed maximum rates, changing economic conditions often ren- 
dered the maximum meaningless or harmful: if costs subsequently declined, 
the utility was able to maximize its income without charging rates as high 
as the franchise permitted; but when the future brought an increase in costs 
of operation, insistence upon the franchise rate deprived the utility of the 

-Iowa City v. Iowa City Light and Power Co., go F. (2d) 679 (C.C.A. 8th, 1937). 

Laigbton v. City of Carthage, 175 Fed. 145 (C.C. Mo., 1909). 

^Cincinnati Railway Co. v. Cincinnati, 44 N.E. 327 (1894). 

If the city allows the utility to make valuable improvements and further investments in its 
property the reasonable period of notice may be correspondingly lengthened. {State v. Les Moines 
Railway, i^g Iowa 259, 140 N.W. 437 [1913].) 

" Denver v, Denver Union Water Co., 246 U.S. 178 (1918); Elizabeth City Water & Power Co. 
v. Elizabeth City, t88 N.G, 278 (1924). 
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revenue necessary to render adequate service, to the detriment of the con- 
sumer. (3) The service standards were defined in terms of the technology 
existing at the time when the franchise was granted. Improvements in the 
arts of utility operation made possible a superior type of service, if such ap- 
peared to be economically desirable to the company and if such were permis- 
sible under the terms of the franchise. Where communities experienced rapid 
development, service standards which were satisfactory to the small town be- 
came less than satisfactory for the larger community. Where facilities were 
rigidly defined, the utility was often handicapped in making improvements 
that would be productive of superior service or lower operating costs. (4) The 
political controversies attendant upon the renewal of franchises were respon- 
sible for much of the corruption for which utilities have been blamed; the 
attention of the management was diverted from its own proper function to 
political affairs; uncertainties with respect to the terms of renewal increased 
the cost of capital to the corporation and constituted an obstacle to the invest- 
ment of funds; and the whole atmosphere of controversy was productive of 
ill-will and distrust between the public and the utility. 

The effect of state regulation upon the position of the utility franchise has 
varied with the thoroughness with which the public service commission has 
undertaken to control the activities of utility companies. According to the 
modern principles of regulation, the utility is obliged to render service con- 
forming to contemporary standards and to charge only reasonable and non- 
discriminatory rates. In theory, the commission exercises a continuing super- 
vision over the activities of utility companies and is prepared to investigate 
and issue mandatory orders whenever the public interest requires. Yet com- 
missions are notoriously understaffed; they are often inadequately financed; 
and they are all too often not in a position to take the initiative in safeguard- 
ing the legitimate interests of the consumer. Since this is so, there is still a 
function for the municipality in the protection of the consumer’s interest in 
adequate service at reasonable rates. 

The municipality’s responsibilities with respect to the control of utility com- 
panies can be most effectively realized through the medium of the franchise. 
Also, if the municipality looks forward to the public ownership and operation 
of the local utilities, the granting of the franchise offers a favorable oppor- 
tunity to create conditions that will not obstruct that development. Where 
state regulation is ineffective, the franchise may impose upon the utility certain 
conditions with respect to the determination of the rate base and the estab- 
lishment of rates. These matters can be more satisfactorily discussed in con- 
nection with the specific provisions of the franchises. 

A perplexing jurisdictional question in the regulation of public utilities con- 
cerns the status of franchise provisions following the establishment of state 
regulation through a public service commission. Where the franchise has been 
granted under a statute that was enacted subsequent to the establishment of 
the commission, the franchise presumably takes precedence over the author- 
ity of the commission, unless there are specific statutory reservations with re- 
spect to the commission’s powers. Where the franchise antedates the creation 
of the commission, the statute under which the commission operates may 
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specify that its authority shall supersede that of the municipality, and the 
commission may be charged with the establishment of reasonable rates, fran- 
chise provisions to the contrary notwithstanding. In other instances, the statute 
may specify that the franchise is to continue in effect. The puzzling cases are 
those that involve franchises granted prior to the establishment of the com- 
mission, where the law is silent with respect to the commission’s authority 
relative to franchises. Where this situation prevails, the decisions of the courts 
have been conflicting— some holding that the commission’s authority is su- 
perior to that of the municipality, and others holding that the commission may 
not interfere with the franchise provisions.^ 

The location of utility facilities. Electric, gas, and water utilities are not 
usually restricted with respect to the location of their installations, but are 
allowed to use such streets as are convenient and economical for the rendition 
of service. The telephone and electric utilities may be required to make joint 
use of poles in order that the streets may not be unnecessarily cluttered. The 
municipality may require that wires be placed underground, particularly in 
the central streets, where the use of overhead wires would constitute a fire haz- 
ard or be otherwise objectionable. The city also commonly reserves the right 
to occupy certain of the underground conduits with its wires for purposes of 
fire alarm, police signal, and other public activities. 

The municipal franchises are ordinarily specific with respect to the location 
of the local transit routes, whether by street railways or by buses, and the 
transit company may not use streets other than those so specified. Even where 
the franchise permits the utility to choose its own location originally, the 
company is not free to abandon established lines and relocate them else- 
where,^^ Ordinarily the restriction on the transit company is more formal than 
practical, since municipal officials are usually quite willing to grant requests 
with respect to the location or relocation of routes. 

Rates and charges. It was customary for the early municipal franchise to 
contain provisions fixing the maximum rates which the utility should there- 
after charge, and these rate provisions constituted a contract binding alike 
upon the municipality and the company. 

Franchise provisions with respect to rates are not generally held to suspend 
the power of the state to control rates through its public service commission. 
Under normal circumstances neither the contract clause nor the due-process 
clause has the effect of limiting the power of the state in the proper exercise 
of the police power to undertake regulatory measures.^" 

The principle that the state commission’s authority may supersede a mu- 
nicipal contract with respect to rates was established in cases which arose on 
the initiative of the companies when rising prices and mounting costs threat- 
ened the solvency of the utilities and the continuity of their service. In such 
situations it might be said that the state commission was resuming the author- 
ity which the legislature had previously granted to the municipality and was 
acting in the place of the municipality, so that the contract was modified by 

® This matter has been discussed in some detail in Chapter IX. 

8 Atlantic & Birmingham Ry. v. Kirkland, 129 Ga. 552, 59 S.E. 220 (1907); Brown v. Atlantic 
126 Ga. 248, 55 S.E. 24 (1906). 

10 Atlantic Coast Line R. Co, v. Goldsboro, 232 U.S. 548 (1914). 
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consent of both parties. But the authority of the state commission to super- 
sede contract rates and to require utilities to charge only fair and reasonable 
rates has also been established in instances involving a reduction in contract 
rates. However, despite the fundamental character of the police power, it has 
been held that a state may authorize a municipality to establish rates for public 
utilities by agreement, and thereby to suspend for a term of years the exercise 
of the legislative powers to fix the just compensation for the utilities’ service.^ ^ 
It is the policy of the courts, well-founded in the public interest, to resolve all 
doubts in favor of the continuance of the state’s power to regulate utility 
charges.^” But where the courts find a clear intention to permit for a designated 
term the suspension of the exercise of the legislative control over rates, the 
franchise rate will be sustained however excessive the charges may be or how- 
ever inadequate the utility’s earnings may be.^^ 

The economic wisdom of that doctrine which would permit suspension of 
the state police power even for a limited term of years may be seriously ques- 
tioned. To permit the utility to charge rates which yield more than a reason- 
able return upon its investment is contrary to the first principle of modern 
regulation. On the other hand, it is an essentially fallacious policy which would 
seek to benefit consumers by holding the utility’s earnings at a level insuffi- 
cient to cover the full costs of service; the unfortunate consequences of the 
policy in the form of higher capital costs and a deterioration in the quality of 
service are inescapable. 

One may even go further and say that the wffiole philosophy of a fixed 
franchise rate for utility corporation is an anachronism. Rate regulation is 
satisfactory only when it provides a flexible responsiveness to changing eco- 
nomic conditions. Historically, our experience with fixed maximum rates has 
been quite unsatisfactory. The rates established for the purpose of protecting 
the consuming public have actually served to safeguard unearned increments 
for utility investors, since the rapid development of the industry was accom- 
panied by successive reductions in the cost of performing the service; such at 
least was the situation up to the time of the World War. The rising costs of 
the World War period compelled commissions to step in and suspend the 
rate provisions of franchises in the interest of assuring continuity of the serv- 
ice. 

Under modern conditions, may the franchise serve as an effective instru- 

Detroit v. Detroit Citizens’ R. Co., 184 U.S. 368, 382 (1902); Vicksburg v. Vicksburg Water 
Works Co. 206 U.S. 496, 508, 515 (1907); St. Cloud Public Service Co. v. St. Cloud 265 U.S. 352, 
353 (1924); Railroad Comm. v. Los Angeles Ry. Corp., 280 U.S. 145, 151 (1929). 

The suspension of the legislative power with respect to the regulation of utility rates may be, 
as the courts have noted, for a limited period of time only; but the cases have not been specific 
as to what term of years should be regarded as grossly excessive for the suspension of this funda- 
mental governmental power. 

Railroad Comm. v. Los Angeles Ry. Carp., 280 U.S. 145, 152 (1929). See also Providence 
Bank V. Billings, 29 U.S. (4 Pet.) 514, 561 (1830); Stone v. Farmers’ Loan & Trust Co., 116 U.S. 
307> .325 (1886); Freeport Water Co. v. Freeport, 180 U.S. 587, 599 (igoi); Stanislaus County v. 
San Joaquin King’s River Co., 192 U.S. 201, 210 (1904); Puget Sound Traction Co. v. Reynolds, 
244 U.S. 574, 579 (1917)- 

Detroit v. Detroit Citizens’ R. Co. 184 U.S. 368, 382, 389 (1902); Vicksburg v. Vicksburg 
Water Works Co., 206 U.S. 496, 508, 515 (1907); Home Tel. & Tel. Co. v. Los Angeles, 211 U.S. 
265 (1908); St. Cloud Public Service Co. v. St. Cloud, 265 U.S. 352, 355 (1924); Railroad Comm. 
V. Los Angeles Ry. Corp., 280 U.S. 145, 151 (1929). 
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ment for regulation with respect to utility rates and charges? As long as 
state commission regulation of utility rates is less than completely satisfactory, 
the answer to this question must be in the affirmative. Two effective courses 
of action are open to the municipality. First, it may choose to adopt a full- 
fledged service-at-cost franchise.^^ Secondly, the municipality may take advan- 
tage of the granting of the franchise to bind the utility company to accept a 
rate base defined in the franchise. 

The ineffectiveness of state regulation of utility rates is to be attributed 
largely to disagreements and controversies with respect to the determination 
of the present-fair-value rate base. A municipality might overcome this diffi- 
culty by binding the local utility to accept a rate base defined in terms of the 
actual investment in the property used in the public service. The actual regu- 
lation of rates might still be left to the public service commission. This pro- 
cedure would be most practical in the case of a utility operating largely within 
the municipality in question.^® 

Service. Municipal franchises commonly contain provisions defining the 
service standards which the utility is to observe. With the exception of street 
railways, these provisions have been of little practical importance because im- 
provements in technology have made it possible for the utility to render serv- 
ice superior to that required by the franchise. 

The obligation of the utility to continue service under the terms of its fran- 
chise has frequently been a matter of dispute. In this respect, franchises fall 
into three classes— -the permissive charters, the mandatory franchises, and 
those franchises which are neither clearly permissive nor clearly mandatory. 
Whether the utility will be required to continue its service depends upon the 
court’s interpretation of its franchise contract. Where the franchise imposes 
neither an express nor an implied contract to continue service, the utility is 
free to discontinue operation.^*^' In most states the abandonment or discontinu- 
ance of the utility service requires the formal permission of the commission. 
The Supreme Court has held that the permissive charter does not require a 
company to continue its operations at a loss; hence where it is reasonably cer- 
tain that future operations cannot avoid a loss, the company may cease its 
operations; for if the state were to require it to continue operation at a loss, the 
utility would be deprived of its property without due process of law.'^^ 

If the franchise constitutes cither an express or an implied contract requiring 
the continuance of operation, the utility may not abandon the service or dis- 
continue a part of its operations. The question whether the franchise imposes 
such an expression or implied obligation upon the utility is one for the courts 
to decide. The precedents are clear that the utility will not be allowed to 
abandon an unprofitable branch or part of its service as long as it continues 

The character of these franchises will be discussed subsequently. 

Bauer, Standards for Modern Public Utility Franchises, pp. 19-31. 

Lucking V. Detroit & Cleveland Navigation Co., 265 U.S. 346 (1924). See also Gress v. 
Village of Fort Loramie, 100 Ohio St. 35, 125 N.E. 112 (1919). 

Hubbard v. Colorado Title & Trust Co., 65 Colo. 472 (igi8). 

Railrbad Comm. v. Eastern Texas R.R., 264 U.S. 79, 85 (1924); Georgia Power Co. v. 
Decatur, 281 U.S. 505 (1930). 
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operations under the franchised® Where two or more services are bound to- 
gether in a single contract or franchise the utility may not abandon the un- 
profitable serviced® 

Where the charter is not clear with respect to the utility’s obligation to con- 
tinue the service, that obligation may be implied from certain provisions of 
the contract. A grant of the privilege of eminent domain has been interpreted 
to impose upon the utility an implied obligation to continue the service."^ 
Also, where the state had given the utility a grant of money in aid of construc- 
tion the utility was not permitted to abandon the service without first repay- 
ing the grant. 

The state may, of course, release the utility from its contractual obligation 
to continue service. Such a release from continuance of service would be ap- 
propriate if it appears that the public does not need the service. Where the 
company is operating at a loss, commissions have interpreted the insufficient 
demand of the utility’s service as evidence that the public no longer requires 
the service.-"^ Similarly, a shortage or an exhaustion of the natural-gas supply 
would be a justification for a discontinuance of that service.-'^ As with rates, 
so with continuance of service: contracts are not elective against the sov- 
ereign will of the state, and the utilities may be absolved from their contract 
with the municipality if the commission finds such to be in the public in- 
terest.-*'^ 

Where the utility is required to continue an unprofitable branch or an un- 
profitable service the cost of that continuance probably falls on the consumers 
of the more profitable service, and it is questionable whether public policy 
should require one class of consumers to supply the means wherewith another 
group receives a service for which they fail to pay the full cost. If the un- 
profitable branch or service imposes a scarcely perceptible burden upon a 
large number of consumers, the convenience which the continuance of the 
service affords to a small number of consumers may be a justification. 

Other Franchise Provisions. T/ie transfer of franchises. The early fran- 
chises usually provided that their rights should accrue to successors or as- 
signees of the original holders of the franchise. As a matter of public policy, 
the transfer of a utility franchise should be effective only with the affirmative 
approval of a public authority. In theory, the commission should exercise the 

Fort Smith Traction Co. v. Bowiand. 267 U.S. 330 (1925); Georgia Power Co. v. Decatur, 
281 U.S. 505 (1930). 

20 Georgia Power Co. v. Decatur, 281 U.S. 505 (1930); Spartanburg v. South Carolina Gas & 
Electric Co., 130 S.C. 125, 125 S.E. 295 (1924). 

21 State V. Bullocl{, 78 Fla. 321, 82 So. 866, 867 (1919). 

22 State V. Beaton, igo Iowa 216, 178 N.W. i (1920). 

Re Rockland, South Thornaston & St. George Ry., P.U.R. igi8E, 877 (Me., 1918); Re 
Exeter, Hampton & Ameshury St. Ry., P.U.R. igigB, 251 (N.H., 1919). 

Re Ohio Fuel Supply Co., P.U.R. 1921A, 628 (Ohio, 1920). 

2.^) . . Powers possessed by the legislature may be delegated by it to a municipality, a com- 

mission, or any other creature of the state, for their exercise in the public interest; powers thus 
delegated may in the same manner be withdrawn or modified; and the legislative agent has, in 
pursuance to these powers, entered into agreements with corporations. . . . The undoubted weight 
of authority . . . is that the legislature as the repository of power may, either directly or through 
a commission . . . modify the terms of such agreement. . . .” {Re Belt Line Ry. Co,, P.U.R. 
1919D, 36, 71 [N.Y., 1919].) 
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same critical care in approving a transfer of the franchise that is required with 
respect to the original grant thereof; it should be satisfied as to the ability of 
the new possessor to afford satisfactory service at a reasonable rate, and in 
other ways to fulfill the obligations of a public service corporation. 

Arbitration. Franchises also commonly contain a provision with respect to 
the arbitration of disagreements with respect to interpretation, a recognition 
of the fact that the franchise, however carefully drafted, cannot be so specific 
and definite as to avoid all questions. If no provision is made for arbitration 
and if direct negotiation is unsuccessful, then disputes must be carried to the 
courts. 

Franchise taxes and other forms of compensation. The early franchises were 
assumed to be very profitable privileges, and it was customary for the munici- 
pality to impose certain charges on the utility, either a single lump-sum pay- 
ment or an annual franchise tax.^*^ 

Under modern regulation of public utility rates, with its objective of hold- 
ing charges to the level necessary to cover costs, there is ordinarily no justifi- 
cation for the franchise tax. If regulation is successful in its objective, there 
are no excess profits to be recaptured through the franchise tax. If, neverthe- 
less, the utility is required to pay a tax, the commission must recognize this tax 
as a part of the operating costs to be borne ultimately by the consumer. 

The Local Consent. The responsibility for awarding the certificate of 
convenience and necessity (the modern franchise right to operate as a public 
utility) is lodged with the public service commission. In most states, however, 
the utility is also required to secure the approval of local authorities for the 
occupation of the public streets and ways; such approval or permission is 
called a “local consent.” Since the local authorities might fail to act on a peti- 
tion for a local consent, it is customary to confer upon the commission the 
power to grant such consents where the local authorities have failed to act. 
If the local consent is refused, the utility should have a right of appeal to the 
commission and the latter should have authority to override the municipal 
authority if this appears to be in the public interest. 

Authority to grant a local consent is ordinarily interpreted as carrying with 
it the right to attach conditions to the consent. Very often these conditions are 
burdensome to the company and it is therefore necessary and proper that the 
utility should have the right to appeal from the municipal authorities when 
the conditions appear contrary to the public interest. Conditions with respect 
to the schedules to be observed by the utility company illustrate the kind of 
restriction that might interfere with satisfactory service for other communities, 
and would therefore not normally be permitted to stand by the commission. 
Where the utility operates in more than one municipality it would not be 
appropriate to allow the local authorities to determine the reasonable rate of 
fare to be charged; that responsibility rests with the state commission. Speci- 
fications with respect to the type of equipment to be used would also not be 

In addition, franchises often carried an obligation to render a variety of free services: water 
companies were required to supply free water to public buildings; street railways were required 
to pave between the tracks and sometimes to pave the entire width of the street, and even occa- 
sionally to provide curbs and sidewalks;, electric companies might be asked to provide free street 
lighting. 
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an appropriate matter for local control. In fact, it would appear that the local 
authorities can do little more than specify the public facilities within the 
municipality which the utility shall have the right to use.^'^ The general princi- 
ple would appear to be that the local authorities may not impose any condi- 
tions which would in any way obstruct the utility in rendering service that 
is satisfactory to consumers in other jurisdictions. 

3. THE CERTIFICATE OF CONVENIENCE AND NECESSITY 

The certificate of convenience and necessity is an American contribution to 
the instruments of regulation. All but eighteen states require certificates of 
convenience and necessity before a corporation can enter upon the rendition 
of service as an electric or as a gas utility. The more extensive regulation of 
the motor carrier has increased the importance of the certificate of con- 
venience and necessity, and it is extensively required with respect to motor 
carriers. If all types of utilities be included in the survey, it would be found 
that most of the states make some provision for the use of the certificate of 
convenience and necessity. 

Its Nature. The certificate of convenience and necessity is a revocable per- 
mit to operate as a public utility, granted commonly by the state public serv- 
ice commission.-® Without a certificate of convenience and necessity, entry 
upon the rendition of a public utility service is ordinarily not permitted. The 
recipient of the certificate thereby acquires no property right.^® The posses- 
sion of the certificate of convenience and necessity gives the utility no contract 
with the state.®” Its fundamental objective is the protection of the consuming 
public. It is not the purpose of the certificate to afford protection to the utility 
company as such, although the protection of the consuming public is ordinarily 
interpreted as requiring the protection of the utility from unnecessary and 
wasteful competition.®^ 

In the protection of the consuming public, many subordinate objectives be- 
come significant. The requirement of a certificate of convenience and neces- 
sity may enable the commission to prevent the needless multiplication of 
companies serving the same territory, and at the same time to avoid a wasteful 
duplication of capital facilities, thus keeping the investment at the lowest 
figure consonant with satisfactory service. By protecting the utility from un- 
necessary competition, the risks inherent in utility investments are reduced 
and the cost of capital is thereby kept as low as the conditions of the invest- 

27 Re Eastern Greyhound Line, P.U.R. 1933A, 89 (N.Y., 1932). 

28 Cannonball Traiisporiation Co. v. American Stages, 53 F. (2d) 1051 (S.D. Ohio, 1931). 

23 And since the utility acquires no property right, the certificate does not add to its capital 
assets. Penna. R. Co. v. Comm., 116 Ohio St. 80, 155 N.E. 694 (1927). 

It may be noted that in one instance the Supreme Court has interpreted the certificate of con- 
venience and necessity as a franchise and held that the certificate was a property right within the 
protection of the due-process clause of the Fourteenth Amendment. {Frost v. Corp. Comm., 278 
U.S. 515, 519 f 1929]-) 

83 Roberto v. Dept, of Pub. Utilities, 262 Mas.s. 583, 160 N.E. 321, 322 (1928). 

82 Illinois Power & Light Co. v. Commerce Commission, 320 111 . 427, 151 N.E., 236 (1926), 
Sandpoint Water & Light Co. v. Humbird Lumber Co., P.U.R. 1918B, 535 (Idaho, 1918). With 
respect to the protection of existing utilities from unfavorable competition, see Choate v. Com- 
merce Commission, 309 III. 248, 141 N.E. 12 (1923), 
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ment market permit. The requirement of the certificate also affords the com- 
mission an opportunity to appraise the financial and technical competence of 
the corporation that would undertake the rendition of an essential public 
service. 

When ti-ie Certificate is Required. The certificate of convenience and 
necessity is presumably required both before a corporation may enter upon 
its activities as a utility enterprise and on the occasion of any major extension 
of its service into new territory. With respect to those companies which were 
already operating as public utilities before the enactment of the statute requir- 
ing the certificate, some states required no certificate; other states required 
prior operators to apply for the certificate and it was granted as a matter of 
course.^'^ Even though a utility has operated prior to the enactment of the law 
requiring a certificate of convenience and necessity, if it ceases operation, it 
must thereafter obtain a certificate before it may re-enter the business. Or- 
dinarily the enlargement of the business or the extension of operations on the 
part of the existing utility requires an additional certificate of convenience and 
necessity; although in a number of jurisdictions, a utility may extend its 
service into contiguous territory that is not already supplied with the service 
without the necessity of applying for an additional certificate. Motor car- 
riers are in a somewhat special category and they are customarily required to 
secure an additional certificate of convenience and necessity before they may 
extend their service.'^'^ 

Constitutionality. Long-continued usage as well as the decisions of the 
court have clearly established that the certificate of convenience and necessity 
is a constitutional regulatory device where the business to which it applies is 
affected with the public interest. To require such a certificate of convenience 
and necessity, and to deny it to one who does not meet the standards estab- 
lished by the legislature or the commission, does not constitute a deprivation 
of property without due process of law.**® 

There have been decisions in the Supreme Court which have been restrictive 
of the use of the certificate of convenience and necessity by the state. Such a 
decision was that in Frost, v. Corporation Commission of Ol{lahomaN^ in 
which the court held that the state statute was unconstitutional in not requir- 
ing co-operative cotton gins to secure the same certificate of convenience and 
necessity which was required of privately owned gins that operated for profit. 
In a later decision the Supreme Court refused to allow the State of Oklahoma 
to require a certificate of convenience and necessity as a condition of entry 

California, Rhode Island, Kansas, Maryland, and New Jersey. 

22 Washington, Ohio, Louisiana, South Carolina, Virginia, and Iowa. 

2 'i AV Red Ball Tr mi sport at ton Co. P.U.R. 1923E, 418 (Iowa, 1923); Scranton Taxi Co. v. 
Flan nagan, P.U.R. 19286, 857 (Penna., 1928). 

22 Golden Gate Ferry Co. v. Commission, 259 Pac. 745 (Cal., 1927). 

22 Public Service Co. of Colorado v. Loveland, P.U.R. 1928C, 35 (Colo., 192S). 

21 Gilmer v. Commission, 247 Pac. 284 (1926). See also Price v. Picliwicii Stages, P.U.R. 1922E, 
856 (Cal., 1922). 

22 Willis V. Buck, 81 Mont. 472, 263 Pac. 982 (1928); Barbour v. Walker, 126 Okla. 227, 259 
Pac. 552 (2927); Farmers & M. Co-op. Tel. Co. v. Boswell Tel. Co., 187 Ind. 371, tig N.E., 513 
(1918); Restivo V. West, 149 Md. 30, 129 Atl. 884 (1925); Re Sioux Falls Traction System, 56 
S.D. 207, 228 N.W. 179 (1929); Pirie v. Comm. 72 Colo. 65, 209 Pac. 640 (1922). 

2^ 278 U.S. 515 (1929). 
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into the business of ice manufacture on the ground that the business was not 
affected with a public interest.^'^ Despite the decision, however, it is clear that 
where the business is one that is an appropriate object of regulation, the re- 
quirement of the certificate of convenience and necessity is wholly proper and 
constitutional.'^^ 

State jurisdiction with respect to interstate utilities. The authority of the 
state to require a certificate of convenience and necessity has been frequently 
challenged in connection with utilities operating in interstate commerce. Most 
of these utilities have been motor carriers and other transportation companies. 
While the mere fact that a carrier is operating in interstate commerce does not 
prevent the state from requiring a certificate, that fact limits the scope of the 
state’s authority to refuse a certificate. In general, the dividing line between 
state and federal authority in the matter of interstate commerce may be said 
to be drawn so that the state may seek to promote safety upon the highways 
and conservation in their use by any measures which do not impose a burden 
upon interstate commerce.'^- In short, the state may regulate the matter of the 
use of the highways although it may not regulate the person who may operate 
the utility service. This issue was raised dramatically in a case involving a 
motor carrier proposing to operate in Washington and Oregon. The necessary 
certificate was granted by the State of Oregon but refused by the State of 
Washington on the grounds that the territory was already adequately served 
by other carriers. The matter was carried to the Supreme Court where it was 
held that the refusal of the State of Washington to grant the certificate con- 
stituted a burden upon interstate commerce.*^^ 

Findings Prerequisite to Granting a Certificate of Contonience and 
Necessity. In the fulfillment of their functions with respect to certificates of 
convenience and necessity, commissions have interpreted their powers with 
reference to the objectives sought to be achieved. A broad and inclusive mean- 
ing has been given to the word “public.” Public convenience refers to the con- 
venience in accommodation which the entire community will derive from 
the operation of the utility, not to the advantage which private persons may 
derive from being allowed to operate as a utility.^^ The two words “conven- 
ience and necessity” have generally been construed together. It need not be 

K!ew Slate Ice Co. v. Liebmann, 285 U.S. 362, 278-279 (1932). Justices Brandeis and Stone 
dissented vigorously from the proposition that the federal Constitution guarantees the individual 
an absolute right to enter the ice business however detrimental the e-xercise of that right might 
be to the public welfare. 

It may be recalled that the more recent decisions of the Supreme Court have been much more 
generous in their recognition of the authority of the state to regulate businesses which heretofore 
have not been thought of as included in the public utility category. Sec Chapter I. 

Chambershmg, Greencastle & Waynesboro St. Ry. Co. v. Hardman, P.U.R. ipatC, 628 
(Penna., 1921); E. St. Lotus, Columbia & Waterloo Ry. Co. v. Dingersan, P.U.R., 1924C, 127 ( 111 ., 
1924). 

^3 Bueb. V. Kuykendall, 267 U.S. 307, 315-316 (1925). The courts have not permitted earners 
to use interstate operation as a subterfuge to escape state control. Where the carrier only occa- 
sionally transports an interstate passenger, or where it deliberately plans its route for the purpose 
of crossing a state line, it ha.s been held that the carrier does not thereby become an interstate 
utility beyond the jurisdictional control of state authority. {Grubb Co. v. Comm., 281 U.S., 470 
[1930]. See also Inter-city Coach Co. '^. Atwood, 2X F. [2d] 83 [D.R.I., 1927I; Detroit-Cincinnali 
Coach Line v. Comm., 119 Ohio St. 324, 164 N.E. 356 [1928].) 

Red Star Transportation Co. v. Red Dot Coach Co., 220 Ky. 424* 294 S.W. 419 (1927). 
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established that the service is absolutely indispensable to the public before a 
certificate will be issuedd^ In general, it may be said that the requisite show- 
ing with respect to convenience has been made when the commission is con- 
vinced that there is a reasonable public demand for the service and that the 
service will accommodate the public.'^*’ 

The applicant for a certificate of convenience and necessity is required to 
file with the commission full data with respect to the service to be rendered, 
the facilities to be used, the rates and charges to be observed, and the finan- 
cial status of the applicant. The commission holds public hearings and affords 
an opportunity to all affected by the application to appear. 

All the conditions and circumstances surrounding the operation of the pro- 
posed utility are considered by the commission in determining whether or not 
the certificate should be issued. These circumstances and conditions may be 
summarily reviewed under seven headings. 

(1) The commission must first be assured that there exists an ample de- 
mand for the utility’s service. It must also appear that the service is not being 
adequately supplied by existing facilities and agencies. This requirement is 
appropriate, not only for the protection of the investor, but also in order that 
the utility may have sufficient revenue to be able to provide a satisfactory serv- 
ice.^^ 

(2) The applicant must be qualified to render an adequate service at rea- 
sonable rates. Not to insist upon this condition might deprive the public of a 
more adequate service that might subsequently become available should the 
present applicant not be allowed to enter the field.^^ 

(3) It must appear that the applicant possesses the requisite financial re- 
sources to provide the facilities required for adequate service according to 
modern standards.^® 

(4) The character of the applicant is also a matter for consideration. In 
some states the statutes forbid the issuance of a certificate to other than a do- 
mestic corporation."^* If the applicant has previously possessed a certificate or 
operated as a public utility, his record will be a matter of some significance. 
The skill, experience, and business ability of the applicant may be important 
considerations."’- 

(5) A commission is often confronted with the necessity of choosing be- 
tween two applicants. Priority in the filing of the application will not be con- 
clusive ill determining the commission’s selection."“ However, priority in 

Re Troy Auto Car Co., P.U.R. 1917A, 700, 706 (N.Y., igi6). See also Re Donovan, P.U.R. 
1921D, 488 (Colo,, 1921). 

Abbott V. Comm., 48 R.I. 196, 136 Atl. 490 (1927). 

Re Ritter, P.U.R. 1923B, 530 ( 111 ., 1923); Re Ec\roth, P.U.R. 1926A, 356 (Penna., 1925); 
Billings-Sheridan Bus Line, P.U.R. 19286, 816 (Mont., 1928). 

Union Co-op. Tel. Co. v. Comm., 206 Wis. 160, 239 N.W. 409 (1931); Gilbert v. Comm., 
131 Ohio St. 392, 3 N.E. (2d) 46 (1936); Re Kansas Pipe Line & Gas Co., 30 P.U.R. (N.S.) 321 
(F.P.C.. 1939 ). 

Re Universal Bus Co., P.U.R. 1923B, 90 ( 111 ., 1922); Re Buffalo Jitney Owners Assn. P.U.R. 
19230, 645 (N.Y. 1923); Re Rhoney, P.U.R. 1923D, 623 (N.Y., 1923). 

California, Illinois, Indian.!, Rhode Island. Re Ritter, P.U.R. 1923B, 530 ( 111 ., 1923). 

Re Austin Bros. Transfer Co., P.U.R. 1923C, 220, 222 ( 111 ., 1923). 

State V. Dept, of Public Wor^s, 223 Pac. 1048, 129 Wash, 5 (1924). 
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establishing the service may be important."^ The promise of better service or 
lower rates, or superior financial resources and superior equipment, may de- 
termine the decision between rivals.^^ 

(6) A most difficult question confronts the commission when a utility al- 
ready occupies the field and the granting of the certificate of convenience and 
necessity would set up direct or close competition. The modern theory of regu- 
lation does not contemplate direct competition between utility companies. 
Usually the certificate will be refused where existing companies are provid- 
ing adequate and satisfactory service."" If the existing utility is not charging 
reasonable rates, and if it is not serving satisfactorily the entire territory, the 
commission may decide that the public interest will be advanced by issuing a 
certificate to a new competitor.'^'^ Customarily, however, the existing utility 
will be afforded an opportunity to improve its service,'*’^ and if the commission 
can be persuaded that the causes of past dissatisfactions will be removed, it 
is probably in the public interest that competition be not permitted. The duty 
of the commission to protect the existing companies where adequate service 
is being rendered may extend even to tho.se situations where the applicant 
proposes to render a different type of service, as, for example, where a motor 
carrier proposes to operate parallel to a steam railway. In some instances the 
threat to the financial structure of the railroad has been deemed an adequate 
reason for refusing a certificate to a competing motor carrier.'”’® However, if 
it clearly appears that the existing service is inadequate or unsatisfactory and 
is not likely to become satisfactory, the authorization of a competing service 
is justified.'’’'' 

(7) In order to safeguard the legitimate interests of the various localities in 
which the applicant proposes to render service, the statute may require that 
the prior consent of local authorities be secured. Where such a provision exists, 
it is advisable that there should be a right of appeal from the local authorities 
to the state commission, in order that a service advantageous to several com- 
munities may not be estopped by the refusal of any one community to grant 
the necessary consent.®" 

The final decision as to whether the certificate of convenience and necessity 
shall be granted must rest in the judgment of the commission. No formula 
will enable the commission to translate automatically the various categories of 
evidence here reviewed into a decision with respect to the granting or refusal 
of the certificate. 

Transfer of Certificates. In most states the transfer of certificates of con- 

”3 Re Carlucd, P.U.R. 1919F, 704 (N.Y., 1919). 

Re Sullivcw, P.U.R. 1922C, 731 (Nev., 1922); Re Kralienberger , P.U.R. 1928C, 222 (Wash., 

1927)- 

Portland Taxicab Co./ P.U.R. 1923E, 772 (Me., 1923); Re Sumner, P.U.R. 1927D, 734 
(Utah, 1927). 

Pacific Gas & Electric Co. v. Great Western Power Co., P.U.R. 1922B, 495 (Cal., 1921). 

Choate v. Commerce Commission, 309 111 . 248, 141 N.E. 12 (1923)- 

68 Scott, P.U.R. 1924B, 208 (Pcnna., 1923); Re lossy, P.U.R. 1924B, 420 (Wash., 1924); 

IPfly, P.U.R. 1927D, 305 (N.Y., 1927). 

60 Re Motor Transit Co., P.U.R. 1922D, 495 (Cal., 1922). 

60 We Eastern Greyhound Line, P.U.R. 1933A, 89 (N.Y., 1932), 
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venience and necessity is strictly supervised by the regulatory authorities. The 
holder of a certificate of convenience and necessity usually has no absolute 
right to transfer that certificate.®^ Indeed, in some jurisdictions it has been 
held that the certificate is a personal license and is not transferable.*’" In most 
states, however, a certificate of convenience and necessity is transferable if the 
commission or other regulatory authority is able to make the findings re- 
quired by the statutes; but without the consent of the commission an attempt 
to transfer a certificate of convenience and necessity is illegal and void. 

Certain differences of opinion exist with respect to the matters to be con- 
sidered in determining whether or not a transfer of a certificate of convenience 
and necessity should be approved. Clearly the commission should call for 
evidence that the tran.sfer will not be inconsistent with that public interest 
that is basic to the operation of a utility service.®*^ But most commissions have 
taken the position that an application for approval of a transfer does not raise 
questions with respect to the public convenience and necessity of the service 
itself which were basic to the original grant.*’‘‘ If the public interest is to be 
protected, the commission must satisfy itself with respect to the fitness and 
qualifications of the purchaser.®" Another matter of concern should be the 
price at which the tran.sfer takes place; since a utility has a right to a return 
only on its legitimate investment, the transfer of a certificate from one op- 
erator to another should not effect an increase in that investment. 

The lease of a certificate of convenience and necessity raises questions simi- 
lar to those that must be answered with respect to an outright transfer. Most 
commissions look with disfavor upon a lease, permitting it only under un- 
usual circumstances.®® 

4. SERVICE-AT-COST FRANCHISES 

General. The service-at-cost franchise is an attempt to develop a rate con- 
trol procedure that will provide automatic adjustments in rates and charges 
with changes in the costs of rendering service. The plan is designed not only 
to achieve a flexible rate policy but also to provide the utility with an incentive 
to achieve maximum efficiency. In general, the service-at-cost franchise op- 
erates with a sliding scale: with each unit reduction in the rates charged to 
the consumer, the utility is allowed to earn an enlarged percentage rate of 

Re Calhoun. 51 Wyo. 448, 68 P. (2d) 591 (1937). 

Westhoven v. Comm., 112 Ohio St. 411, 147 N.E. 759 (1925)-, Estahrook v. Comm., 112 
Ohio St. 417, 147 N.E. 761 (1925). 

Re Calhoun, 51 Wyo. 448, 68 P. (2d) 591 (1937); Re So. Cal. Freight Line. 30 P.U.R. 
(N.S.) 514 (Cal., 1939). See also Re Greer. P.U.R. 1922C, 131 (Cal., 1921); Re Blabon. P.U.R. 
1923C, I (Cal., 1922). 

Re Satero, P.U.R. 1926D, 296 (Colo., 1926): Re Colorado Motor Way. P.U.R. 1927B, 569 
(Colo., 1926); Re Kidd, P.U.R. 1928A, 771 (Colo., 1927); Re Anderson Bus Carp., P.U.R. 
1926B, 830 (Ind., 1925); Re Rideout, 41 Cal. R.C.R. 81 (Cal., 1938); llniversity City Transfer 
Co. V. Railroad Comm., 124 Fla. 308, 168 So. 413 (1936). 

Re Pioneer Stages System, P. IKK. 1929C, 136 (Mo., 1929); Re Miller. 25 P.U.R. (N.S.) 437 
(Colo., 1938). 

Pacific Greyhound Lines, P.U.R. 1933C, 166 (Cal., 1933); Re Faha, 12 P.U.R. (N.S.) 
55 (N.Y., 1935)- 
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return; and for each increase in the price of service, the allo-wable rate of re- 
turn to the company is reduced. 

The service-at-cost franchise places utility rates on a contractual basis. 
Though the commission should still retain certain responsibilities with respect 
to utilities operating under a service-at-cost franchise, it may be said that such 
an arrangement is one alternative to the control of utility rates by the state 
commission. 

The history of the service-at-cost franchise, or the sliding-scale arrange- 
ment of regulating utility rates, begins in England in the latter half of the 
nineteenth century. In that country extensive experience with the sliding- 
scale plan has accumulated with respect to both gas and electric companies.*^'^ 
In this country the sliding-scale plan has been applied to gas, electric, and 
street railway companies, with the latter category of service supplying the 
greater number of instances. The sliding-scale program provides a rather more 
rigorous scheme of control than that under ordinary commission regulation; 
it is, therefore, not surprising that utility companies, as long as they are pros- 
perous, have generally preferred to continue under the more conventional 
forms of rate control. The more straitened financial circumstances in which 
the street railway companies have found themselves is perhaps the explana- 
tion of the relatively large number of franchises of this character that they 
have placed in effect. Most of our experience with the sliding scale arose out 
of the financial difficulties encountered during the period of rising prices that 
accompanied and followed the World War. The inability of the utilities to 
get increased rates promptly resulted in some impairment in their credit; and 
those increases in rates which were granted led to widespread criticism and 
opposition on the part of the consuming public. Faced with these difficulties, 
financial and psychological, a number of companies were willing to accept 
the service-at-cost principle.®® The most conspicuous example of the sliding 
scale in this country has been the so-called “Washington Plan” under which 
the Potomac Electric Power Company has operated .since 1924.®® 

There is no single standard pattern for the sliding-scale plan. The plans 
adopted in this country have varied all the way from a very simple agree- 
ment with respect to the sharing of the company’s surplus profits to very 
elaborate schemes for establishing the company’s dividend and depreciation 
policies. The agreement under which the Houston (Texas) Lighting and 
Power Company operated from 1915 to 1934 provided simply that the com- 
pany might earn 8 per cent on its invested capital plus 4 per cent for deprecia- 

Bussing, Public Utility Regulation and the So-called Sliding Scale. 

On this side of the Atlantic a partial chronology of service-at-cost programs would include: 
Toronto, Canada. 1887; Boston, Mass., 1906 (gas); Cleveland, Ohio, 1910; Hou.ston, Texas, 1915; 
Connersville, Ind., 1917; Dallas, Texas, 1917; Westerville, Ohio, 1917; Boston, Mass., 1918 (Boston 
Elevated); Cincinnati, Ohio, 1918; Eastern Massachusetts, 1918 (Bay State Street Railway); 
Montreal, Canada, 1918; Philadelphia, Pa., 1918; Youngstown, Ohio, 1919; Memphis, Tenn., 1920; 
Rochester, N.Y., 1920; Des Moines, Iowa, 1921; Findlay, Ohio, 1921; Pittsburgh, Pa., 1921; 
Toledo, Ohio, 1921; Louisville, Ky., 1921; Fresno, Cal., 1922; Grand Rapids, Mich., 1922; and 
Washington, D.C., 1924. 

Re The Potomac Electric Power Co., 4 Ann. Rep. N.Y Power Authority 81, 89 (1934)- See 
also Bussing, op. at., Chapters Vill and IX. 
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tion, and that any additional earnings should be divided equally between the 
company and the community.'^® 

Since 1897 the Consumers Gas Company of Toronto, Canada, has operated 
under a sliding-scale agreement which is notable for its simplicity. The op- 
eration of the plan began with a reserve fund of $1,000,000 established from 
the premiums paid on the sale of its capital stock. This fund is available only 
for the payment of salaries, dividends at the rate of 10 per cent per year, and 
specified appropriations for the renewal fund, whenever the company’s earn- 
ings are insufficient to cover these items. Should the fund fall below |i,ooo,- 
000, the company is authorized to increase the price of gas. Decreases in rates 
are governed by a special surplus account. All surplus profits after specified 
appropriations to the reserve fund, the plant and buildings fund, and the 10 
per cent dividend on the capital stock, are credited to a special surplus ac- 
count. Whenever the surplus may amount to five cents per thousand cubic 
feet on the quantity of gas sold during the preceding year, the company is re- 
quired to reduce its price for gas at least five cents per thousand cubic feet to 
all consumers.'’’^ It will be noted that the Toronto scheme avoids all the com- 
plications that arise with respect to the determination of the rate base and the 
appropriate rate of return. 

The Boston sliding scale, adopted in 1906, provided that the standard or 
basic price for gas should be ninety cents per thousand cubic feet and that the 
standard dividend rate should be 7 per cent on the par value of its common 
stock; in any year when the company’s maximum net price per thousand cubic 
feet was less than the standard price, the company might declare and pay divi- 
dends exceeding the standard dividend rate in the ratio of 1?^ of i per cent for 
every one-cent reduction in the maximum net price below the designated 
standard price.'^- 

The Washington plan has three elements: (i) On the basic valuation of 
the property the company was originally entitled to a return of 7% per cent; 
(2) the appropriations to the depreciation reserve were designed to produce 
a reserve not in excess of 20 per cent of the value of the property, the amount 
of the annual appropriation for the depreciation reserve varying with the size 
of the reserve; and (3) whenever the company’s earnings should exceed 7% 
per cent on the rate base as defined, the company was required to reduce its 
rates in the following year by an amount calculated to absorb one-half of such 
excess earnings; and on the other hand, an average return of less than 7% per 
cent for five years, or less than 7 per cent for three years, or less than 614 per 
cent for one year, required the commission to increase rates so as to afford the 
7I4 per cent return.'^'’* The earnings of the company under this plan averaged 
approximately 10 per cent during the years between 1925 and 1930, and in 
1931 the commission modified the plan to provide for a basic return of 7 per 
cent on the rate base.'^'* 

Provisions of Service-at-Cost Agreements. The rate base. The first step in 

^0 Bussing, op. ciu, p. 95. _ 7i Bussing, op. cit., p. 64. 

22 Ann. Rep. Bd. of Gas &• Electric Light Comrs. (1906), Appendix C, p. clxxxvi. 

Bussing, op. a/., pp. 119-121. 

Re Potomac Electric Power Co., P.U.R. 1931E, 446 (D.C., 1931). 
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the establishment of a service-at-cost agreement is usually a determination of 
the rate base upon which the utility is entitled to earn a return. This rate base 
may be established by an inventory of the utility’s property and a valuation of 
its assets according to the methods described in Chapters XI to XIV, or the 
rate base may be calculated from the company’s books on the cost cjf its prop- 
erty or on its investment. However the initial rate base is determined, the rate 
base thereafter will be kept current through accounting adjustment. Addi- 
tional investments will increase the rate base and the retirement of property will 
correspondingly decrease the rate base. 

It is, of course, possible to avoid the problem of the rate base altogether by 
basing the utility’s right to earnings upon the outstanding securities. Refer- 
ence has already been made to the very simple plan which has operated in 
Toronto. This arrangement, however, is advisable only where the capitaliza- 
tion of the utility has been under the continuing supervision of a public serv- 
ice commission. 

The rate of return. Different service-at-cost franchises have shown quite 
wide variations in the definition of the basic fair rate of return. Since it is the 
purpose of the plan to provide an incentive to increases in efficiency, and since 
any reduction in costs and rates allows the company to enjoy a higher rate of 
return, the basic rate of return should be established at that minimum which 
is just sufficient to attract capital to the company. If the plan operates accord- 
ing to expectations, any economies realized will be shared by the consumer 
and the company. If the initial rate of return is established at too high a level, 
the incentive feature will be less compelling and the plan will probably be 
the object of much unfavorable criticism by consumers. Since the typical serv- 
ice-at-cost plan makes no distinction between efficiency profits and those which 
arise from such circumstances as an increase in consumption, a reduction in 
the price level, or savings in cost due to technological changes beyond the 
scope of the management of the particular utility, and since all of these in- 
creased profits are available to the company, it is not altogether inappropriate 
that the initial rate of return should be established at a relatively modest level. 

Expenses. The whole service-at-cost program may break down, unless the 
regulatory authorities are able to supervise the expenses which the company 
claims. It is possible to stipulate the permissible expenses only within rough 
limits; and hence continuity of supervision is required. This control may take 
the form of passing upon the reasonableness of the expenditures after they 
have been incurred. Or the utility may be required to submit a budget of its 
prospective expenditures, and to secure the approval of the regulatory au- 
thority before it may proceed to incur these expenses. 

The critical items with respect to the regulation of utility operating ex- 
penses involve officers’ salaries, appropriations to depreciation expense, and 
payments made to affiliated companies or to a holding company.'^^ In the 
Washington plan the problems associated with depreciation were met by 
establishing a sliding scale of depreciation rates varying according to the 
amount of the reserve which the company had accumulated. It was provided 
that the reserve should not accumulate in excess of 20 per cent of the rate base. 

75 gge Chapter XVIII. - 
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Where the depreciation reserve fell below 15 per cent of the rate base, the 
annual credit to depreciation was set at 2.3 per cent of the rate base; the ac- 
crual rate diminished to 1.3 per cent of the rate base when the depreciation 
reserve should be 19, but less than 20 per cent of the rate based‘s Probably the 
matter of depreciation accruals can be cared for most satisfactorily, in the 
ordinary case, by providing for the accrual of the reserve on the straight-line 
or on the sinking-fund method with provision for a revision of the rates by 
the commission on the basis of periodic reviews of the company’s experience 
under the existing accrual rates. 

The fundamental assumption upon which the service-at-cost plan rests 
is that by relating the rate of return to reductions in the charges to consumers 
it is possible to persuade the management to identify their interests with the 
interests of the consumers in lower rates. This basic assumption has proved 
fallacious in certain instances where the company has been controlled by a 
holding company. A holding company may find it to its advantage to ac- 
cept the basic rate of return without striving to obtain a bonus return through 
reductions in rate and may seek to realize its profits through charges made to 
the operating company for services and materials furnished to it, especially 
as these charges to operating expenses are presumably recognized in calcu- 
lating the rates under the plan. The abandonment of the service-at-cost ar- 
rangement with respect to the Boston Consolidated Gas Company in 1926 is 
credited in part to the fact that this company was controlled by a holding com- 
pany which preferred to take its profits in the form of earnings realized on 
intercompany transactions.'^'^ With the development of more elective control 
over the holding company, it is possible that the service-at-cost franchise might 
operate satisfactorily even in such a situation. 

Barometer funds, A desirable feature of any service-at-cost agreement is a 
provision for a special reserve or “barometer fund” to which the excess earn- 
ings of the company are credited. The accumulation of the fund to a desig- 
nated total would be the signal for an automatic reduction in the rates, and 
should the fund fall to a designated percentage of the rate base or the utility’s 
annual budget, there would be an automatic increase in rates. The inclusion 
of a provision for a barometer fund would avoid the necessity of fret^uent 
small changes in rates to adjust to variations in costs. By providing additional 
assurance that the utility would be able to pay the expected return on its 
outstanding securities, the cost of capital would presumably be reduced in 
proportion to the diminution in risk. 

Supervisioft and regulation. The adoption of a service-at-cost program for 
the control of rates should not be looked upon as suspending all supervision 
and control on the part of the regulatory authorities. Such supervision and 
control should be continued by the state public service commission, or it may 
be entrusted to a special board of supervisors set up by the franchise. It should 
be the responsibility of the regulatory authority to undertake at least annually 
a review of the experience of the company under the contract. Such a body 
might review an annual budget if the company were required to submit it. 
The commission might also consider whether changing conditions with re- 

P.U.R. 1931E, 446, 448 (D.C., 1931). 77 Bussing, op. cit., pp. 84-86. 
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spect to cost made it necessary to adopt a new base price. Or a change in the 
conditions of the investment might require a consideration of whether the basic 
rate of return would suffice to preserve the credit of the company. It is like- 
wise necessary that somewhere there reside responsibility for determining 
whether or not the company is fulfilling its obligations with respect to the 
quality of the service which it is rendering. And finally, it is necessary for the 
supervising authority to undertake an annual audit of the company’s invest- 
ment in order to ascertain that the rate base has been accurately determined. 

Revisions. Not all service-at-cost franchises have made adequate provision 
for the orderly review of the effects of operations and for revisions when such 
appear to be in the public interest. Experience with regulation has revealed 
many instances where revisions with respect to the standards of rate control 
have been necessary. An increase in the operating costs might require an up- 
ward revision in the scale of charges to consumers; but under the provisions 
of the ordinary sliding scale, an increase in the cost of service to the consumer 
would be accompanied by a reduction in the percentage rate of return w'hich 
the company would be allowed to earn.’’*^ Where conditions beyond the con- 
trol of the management have compelled an increase in rates, and where there 
follows in consequence an automatic reduction in the rate of return, the util- 
ity company may find its investment standing seriously impaired. Such an 
impairment in the credit of utility companies is, of course, contrary to the best 
interests of the consumer. Similarly, a change in the conditions of the invest- 
ment market may render the basic rate of return insufficient to attract capital 
under the new conditions; or in the reverse situation the ability to raise capital 
on a more favorable market may make it unnecessary for the company to 
continue to pay the stipulated basic return in order to attract ample invest- 
ment funds. In order that necessary adjustments in the service-at-cost scheme 
may be made without the necessity of securing the formal approval of the two 
parties to the contract, it is necessary that the service-at-cost agreement state 
explicitly the principles that should be determinative of the basic schedule of 
rates and of the basic rate of return, and that the adaptation of the rate schedule 
and rate of return to changing conditions should be the continuing respon- 
sibility of the public service commission or other regulatory body. 

Amortization. Service-at-cost franchises have not made extensive use of 
amortization provisions for writing down the utility’s investment and thereby 
decreasing the future rate base upon which consumers need provide a re- 
turn. In those instances where amortization provisions have been included, 
they have generally been concerned with the writing off of intangible ele- 
ments of value, such as franchise values and development costs (losses in- 
curred in the early years of operation). 

Provisions inappropriate to the service-at-cost franchise. The service-at-cost 
franchise brings home to consumers the direct relation between the costs im- 
posed on the utility company and the rates paid. It is not, therefore, customary 
to find in a service-at-cost franchise provisions imposing onerous responsibil- 

It might almost be said that in die past most service-at-cost contracts have been made upon 
the assumption that the costs of operation would not increase and that they would probably 
decrease with the passage of time. 
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ities on the utility. Provisions calling for free service to the municipality, the 
paving of streets, or the assumption of other expenses not directly connected 
with the rendition of the utility’s service, are usually absent. Similarly, the 
adoption of a service-at-cost agreement may end the imposition of special 
taxes on the public utility, although there is no reason why the utility com- 
pany should not pay all of those taxes which would be imposed upon any cor- 
poration owning property and doing business in the community.'^'-’ 

Municipal purchase. In the discussion of municipal franchises generally, it 
was noted that it was customary in some instances to include in the franchise 
contract, particularly if it should be an indeterminate franchise, a provision 
with respect to the terms on which a municipality might acquire title to the 
utility property. Every franchise should contain an explicit agreement con- 
cerning the terms upon which the appropriate public authorities may succeed 
to the ownership and operation of the enterprise, but there is certainly no 
more reason to include such provisions in a service-at-cost franchise than in 
any other franchise. To the extent that the service-at-cost agreement is success- 
ful in. reducing rates to consumers, the pressure for public ownership or for 
the substitution of a new company is likely to be weakened. 

Advantages. Numerous advantages are claimed for the service-at-cost fran- 
chise, for under favorable conditions it may operate with benefit both to the 
consumers and to the investors, (i) The sliding-scale arrangement provides 
for a flexible adjustment of the rates to changes in costs. (2) By reaching an 
explicit agreement with respect to the respective rights and privileges of the 
consumers and the company, the delays and costly litigations that commonly 
accompany the valuation and the determination of the rate base are avoided. 
The adjustment of utility rates becomes almost automatic, and where the 
service-at-cost agreement takes advantage of the barometer fund, the decision 
with respect to rate policy is limited to the ascertainment of the facts upon 
which rate changes must rest, (3) The service-at-cost arrangement provides a 
more positive incentive to increased efficiency and to reductions in cost than 
is provided by conventional commission regulation. (4) The consumers may 
have any service which they are willing to pay for. The negotiation of the 
service-at-cost agreement affords an opportunity to reach an explicit under- 
standing with respect to the quality of the service. If the consumers demand 
a more costly service, the company is in a position to ask for higher rates. (5) 
The company has the assurance that it will be permitted to charge such rates 
as may be necessary to cover the cost of service, and that changes in cost will 
be accompanied by appropriate changes in the scale of charges. Though in- 
creases in rates to cover enlarged costs of operation may be accompanied by 
a reduction in the rate of return, the company may be confident that it will be 
able to cover costs (providing consumers are willing to purchase the service at 
the price), and that it will have a return with which to meet its fixed charges. 
(6) Where conditions are favorable, the inauguration of a service-at-cost fran- 
chise may lead to progressive rate reductions and to liberal earnings. Where 
the plan sets up a special reserve or barometer fund, the company has a further 

this connection it may be noted that the provisions of the Houston contract described 
above are not in the best tradition of service-at-cost agreements. 
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incentive to experiment with rate reductions that may promote increased con- 
sumption. 

Weaknesses, (i) One criticism of the service-at-cost franchise is theoretical: 
the incentive to efficiency should operate with respect to those individuals who 
are responsible for management and who by their efforts may influence the 
cost of the service; under the service-at-cost franchise, the rewards that follow 
increases in efficiency and reduction in rates are payable to the stockholders, 
although the stockholders are usually without any active voice in the manage- 
ment and without any direct influence on efficiency. If the purpose of the 
service-at-cost franchise is to promote increased efficiency, then it would be 
highly desirable to provide some direct reward for management. (2) The 
service-at-cost franchise may be criticized or its failure to distinguish between 
efficiency profits and those profits which arise from circumstances and factors 
beyond the management’s control. The company should not be penalized for 
an increase in cost due to circumstances beyond its control, and, similarly, it 
should not be entitled to enlarged profits simply because external circum- 
stances have produced a fall in costs. Similarly, managements can usually 
claim no credit for technical improvements developed by those not associated 
with the utility In a similar category would be those increases in sales and 
the large profits that arise from a growth of the community; while the pres- 
ence of a progressive utility service is a factor favorable to the development of 
a community, it could scarcely be argued that the growth of the community 
is to be attributed in any very considerable measure to the efficiency of the 
utility. (3) In the past, service-at-cost franchises have failed to provide ade- 
quate supervision of operating expenses. It has generally been assumed that 
management’s interests are identical with the interest of the consumer in keep- 
ing operating expenses at a minimum. The expansion of the holding company 
has proved that this assumption is erroneous, and certain service-at-cost pro- 
grams have failed following the acquisition of a local company by a holding 
company. Supervision over the operating expenses of the utility can presum- 
ably best be accomplished through the submission of a budget for commission 
approval. (4) The service-at-cost franchise has often failed to make provision 
for changing operating costs due to factors beyond the control of the manage- 
ment. (5) The typical service-at-cost franchise fails to make adequate pro- 
vision for changes in the cost of capital. Changing conditions of the in- 
vestment market, or even the growth and maturity of the individual utility 
company, may alter its relation to the investment market. (6) Service-at-cost 
agreements have not given sufficient attention to the necessity of continuity of 
supervision and regulation with respect to the operation of the plan. All of these 
difficulties can be avoided if the franchise be properly drafted. 

Most of the technical advance in the electric industry, for example, should be credited to the 
manufacturers whose research efforts have made possible new services and reductions in the costs 
of old services. 



CHAPTER VIII 


ACCOUNTING AND ITS REGULATION. 

I. THE IMPORTANCE OF ACCOUNTING CONTROL 

Early Neglect and Present Extent of Regulation. The control of utility 
accounts is one of the cornerstones on which the contemporary scheme of 
regulation is built. All of the federal commissions and forty-two of the state 
commissions possess a substantial measure of control over the accounting prac- 
tices of utility corporations.^ 

Objectives of Accounting. For the corporation, the most important func- 
tion of accounting is to inform the management. The large modern corpora- 
tion, with its many departments and subsidiaries, would be incapable of satis- 
factory management without the business records and reporting that assemble 
the pertinent information for those responsible for policy-making and ad- 
ministration. Reliable accounting records are also essential for investors. The 
accounting records serve not only to determine the various equities and in- 
terests in the enterprise, but also to guide present and prospective investors in 
their decisions to invest or to liquidate their holdings. The creditors of the 
corporation, the banks and commercial houses with which the business has 
dealings, depend upon the financial reports of the corporation in their deci- 
sions to extend or withdraw credit from the business. 

Accounting data are also necessary for the administrative work of govern- 
mental departments. The requirements of the ta.xing authorities are obvious. 
The state corporation commissions, as well as the Securities and Exchange 
Commission, devote a large share of their attention to the accounts and 
reports of corporations subject to their jurisdictions. Thus all corporations of 
sufficient importance to offer their securities to the general investing public 
must maintain adequate and accurate accounting records. But in the case of 
the utility enterprises accounting and its regulation are matters of even greater 
import. 

Relation of Accounting to Public Utility Regulation. Accounting con- 
trol is indispensable to all phases of public utility regulation. In the regulation 
of rates, the first step is the analysis of income and expenditure; the invest- 
ment and the requirements with respect to fixed charges must be determined; 
the proper allocation of joint expenditures raises difficult questions; at all steps 
in cost analysis and rate setting, the commission and the company are de- 
pendent largely on financial records. Similarly, in the supervision of security 
issues and capitalization, the commission’s determinations with respect to the 
propriety of the issue, the amount of capital to be raised, the price at which 
the security shall be sold, and the reasonableness of the underwriting and sell- 
ing costs, are all derived from accounting records. The problems presented by 
petitions to approve plans for stock acquisitions, mergers, and reorganizations, 

^ Utility Regulation Chart, Chapter VI, pp. 205-217. See also p. 187. 
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and by intercorporate relations, must be resolved largely on the basis of data 
supplied by the accountants. 

2. GENERAL PRINCIPLES 

The general principles which underlie all accounting practice have been 
largely developed by the accounting profession. But at every point where 
accounting records come in contact with the judicial or the aclministrative 
processes of the government, there have been established precedents which 
have been instrumental in reshaping accounting principles and practices. For 
all corporations subject to any considerable measure of governmental regu- 
lation, accounting practices have been further defined by the uniform ac- 
counting systems prescribed by governmental authority. What are the basic 
principles of good accounting that underlie these formal governmental re- 
quirements } 

The keeping of accounts and the preparation of reports are not concerned 
solely with objective factual materials; judgment enters where business re- 
quirements and accounting conventions necessitate an adjustment of historical 
facts to present conditions. A typical judgment problem is the determination 
of the rates at which the cost of fixed assets is charged ofl; to depreciation ex- 
pense. In this and all similar instances, the assumptions on the basis of which 
judgments are reached should be explicitly stated so as to minimize the op- 
portunities for misunderstanding. There is a real need for the development 
of an accounting equivalent of the “probable error” which statisticians attach 
to their determinations. 

All accounting records are based upon the assumption that the business 
is a going concern. Assets are valued (and depreciated), and income and ex- 
penses are determined on the theory that the normal operations of the business 
will continue. In the utility field this assumption has been responsible for 
certain departures from good accounting practice, notoriously in the valuation 
of intangible assets, and sometimes fixed assets too, on the assumption that 
the existing earnings, even when excessive, will continue undiminished; and 
similar departures from sound accounting practice have been found in pros- 
pectuses prepared for mergers. 

The fundamental accounting equation, Assets = Liabilities + Proprietorship, 
represents the major premise on the basis of which all accounting transactions 
are analyzed. Yet it is not the primary purpose of this analysis simply to as- 
sure an equivalence between the totals of the assets and the claims of creditors 
and owners against them; rather, the primary objective is to assure a proper 
allocation of the equities and interests of the different parties, creditors and 
owners, in the assets of the business. There must be no confusion of the priority 
of the claims of different creditors, and the creditors’ claims must be clearly 
and explicitly set forth as superior to the claims of those who are owners in 
the enterprise. And since the creditors depend for their protection on the 
equity which the owners have in the business, there must be no ambiguity 
as to the amount and nature of those equities. 

The proper allocation of income and expense to the appropriate period 
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is fundamental to sound accounting. The accounts for any period should 
reflect all of the income earned during that period; and the income of each 
period should be charged with all expenses attributable to the earning of that 
income, even though some of the expenses were incurred before the opening 
of the accounting period or after its close. This principle may be stated in 
terms of the preservation of clear distinctions between capital and income, 
between capital expenditure and operating expense, and between investment 
or capital increment and income. 

Accuracy constitutes another guiding principle for accounting. The im- 
portance of accuracy, both in the analysis of individual transactions, and in the 
preparation of the composite statements of the financial position and results 
of the business, requires no demonstration. It is largely in the interests of 
accuracy and certainty that the convention prevails of recording all transactions 
at cost. And the standard for cost is the cash cost; hence, where assets are 
acquired for other than a cash consideration, it is necessary to express the 
consideration in its current cash equivalent. 

The accounts and reports must contain no misrepresentations and, so far 
as possible, they must be free from all ambiguities that might be misleading. 
This necessitates a high degree of lucidity and clarity, full explanations of all 
questionable items, and explicit statement of the assumptions and methods 
that have been followed in deriving all figures. 

The amount of information that should be presented is closely related to 
the avoidance of misleading implications in the presentation of accounting 
data. The appropriate amount of information depends on the purposes for 
which the accounting reports are being prepared and the persons to whom 
they will be presented. All of the facts disclosed must separately and jointly 
convey a true and correct impression to those who have occasion to examine 
the reports and accounts. All “material” information should be presented, and 
this requirement is satisfied only with the disclosure of all information which 
could alter the conclusions that might be drawn from the accounting state- 
ments. 

Finally, the form and manner in which accounting data are presented merit 
mention. The organization of the material for presentation should aid in 
conveying clearly and correctly the true position of the business,' and should 
show such detail as not to conceal significant and material facts in broad 
general categories. It requires that all items should be accurately labeled. It 
requires that the accepted terminologies be employed with their conventional 
meanings, and that any departures therefrom be duly noted and carefully 
explained. 

3. COMMISSION REGULATION OF ACCOUNTS 

The Necessity of Regulation. The dependence of effective regulation upon 
commission control over utility accounting has been noted. It has been re- 
marked that the regulation of rates, operating expenses, security issues and 
capitalization, mergers and reorganizations, and intercorporate relations all 


ACCOUNTING AND ITS REGULATION 245 

depend upon factual data which must be derived from the accounting records 
of the utility corporations. Long experience with regulation has also demon- 
strated that corporations generally, and utilities specifically, cannot be relied 
upon to adhere to proper accounting standards in the absence of supervision 
by public authorities. A further reason for commission control of utility ac- 
counts is that much of the essential data would not be available in the ab- 
sence of the affirmative requirements of the regulatory authorities. Much of 
the information which the commission requires may be of little or no sig- 
nificance to management, and would not be worth the cost of assembling 
and preserving, in the absence of legal compulsions. Finally, the importance of 
uniformity in accounting justifies governmental regulation. It enables the 
interpretation of accounts and reports without elaborate preliminary inquiry 
into the meaning and significance of the items constituting the report. The 
possession of uniformly prepared reports facilitates comparison of the operat- 
ing and financial experience of different enterprises, making it possible to use 
other companies as a standard in judging the success of a particular company. 

Scope and Content of Commission Authority. Commission control over 
the accounting practices of utility corporations did not develop concurrently 
with regulation of rates. It was not until the Hepburn Act of 1906 that the 
Interstate Commerce Commission obtained adequate regulatory powers with 
respect to railroad accounting. The regulation of accounts by state commission 
also dates for the most part from 1907. 

Commission control over the accounts of regulated enterprises begins with 
the authority to require annual and special reports. To make this authority 
effective, the commission must have power to prescribe the manner in which 
reports shall be prepared and to require specific answers to any cpiestions 
on which it requires information. Some statutes do not leave the content of 
such periodic reports to the discretion of the commission, but attempt to 
specify in detail the information to be furnished, usually reserving to the 
commission the right to require additional pertinent data." It is interesting 
to note that the Public Utility Holding Company Act of 1935 provides that 
the Securities and Exchange Commission may require that such reports “shall 
be certified by an independent public accountant.” ^ 

A fundamental accounting control is the provision that the commission 
shall prescribe a uniform system of accounts. Referring again to the Public 
Utility Act of 1935, the companies are required to “make, keep, and preserve 
for such periods, such accounts, cost-accounting procedures, correspondence, 
memoranda, papers, books, and other records as the Commission deems neces- 

“ Thus the Interstate Commerce Act specifies that “such annual reports shall show in detail 
the amount of capital stock issued, the amounts paid therefor, and the manner of payment for 
the same; the dividends paid, the surplus fund, if any, and the number of stockholders; the funded 
and floating debts and the interest paid thereon; the cost and value of the carrier’s property, fran- 
chises, and equipments; the number of employees and the salaries paid each class; the accidents 
to passengers, employees, and other persons, and the causes thereof; the amounts expended for 
improvements; the earnings and receipts from each branch of business and from all sources; 
the operating and other expenses; the balances of profit and loss; and a complete exhibit of the 
financial operations of the carrier each year, including an annual balance sheet.” (Sec. 20 [i].) 

® Sec. 14. 
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sary or appropriate in the public interest.” ^ The Commission is authorized 
to prescribe uniform systems of accounts and thereafter it is made unlawful 
for any person to keep any accounts other than those prescribed by the Com- 
mission or in any other manner than that approved by the Commission.^ A 
more recent statutory power provides that the commissions may determine 
the accounts in which particular outlays and receipts shall be entered and 
the amounts for such entries, and if any item is challenged, the burden of 
proof to justify that entry rests with the company. 

If accounting regulations are to be effective, it is necessary that commissions 
engage in a certain amount of policing. It is therefore customary for the public 
utility statutes to provide that the commission and its authorized agents shall 
have free access to all books, accounts, and other records of the utility com- 
panies. The accessibility of corporate records is also essential for such special 
investigations as the commission may choose to conduct through its own staff. 

Judicial Review of Accounting Orders. In the federal courts, the account- 
ing orders of commissions have been considered “legislative orders,” and 
not conclusive of any of the substantive rights of the utilities. In effect, so 
long as a commission acts fairly and reasonably within the grant of power con- 
stitutionally conferred by the legislature, the commission’s accounting orders 
will not be subject to judicial review. This position was cogently summarized 
by Mr. Justice Cardozo: 

“. . . This court is not at liberty to substitute its own discretion for that 
of administrative officers who have kept within the bounds of their admin- 
istrative powers. To show that these have been exceeded in the field of action 
here involved, it is not enough that the prescribed system of accounts shall 
appear to be unwise or burdensome or inferior to another. Error or unwisdom 
is not equivalent to abuse. What has been ordered must appear to be ‘so en- 
tirely at odds with fundamental principles of correct accounting’ as to be the 
expression of a whim rather than an exercise of judgment.” ® And the Supreme 
Court is not easily persuaded that accounting orders are “so unreasonable 
and arbitrary as to constitute an abuse rather than an exercise of the powers” 
delegated to public service commissions. 

The Legal Validity of Accounting Control. There is no specific con- 
stitutional authority for the regulation of the accounting practices of utility 
companies, but the courts have recognized that the power to regulate the 
rates carries with it the power to engage in such ancillary regulatory activities 
as may be necessary to make rate control effective. The effiorts of the com- 

^ Sec. 15. 

5 While provisions that companies shall keep only those reports prescribed by the commissions 
have been commonplace, and are still thought advisable in order to assure that the official accounts 
shall contain full and accurate information on all matters pertaining to the business, the re- 
quirement has sometimes been modified where the company is subject to two or more regulatory 
authorities. Thus the Federal Power Act of 1935, while permitting the Federal Power Commis- 
sion to prescribe the accounts and the forms in which such accounts shall be kept, also provides 
that no company shall be relieved from keeping any accounts that may be required by any state 
authority. (Sec. 301.) 

Am. Tel. & Tel. Co. v. V.S., 299 U.S. 232, 236-237 (1936). 

"^Kansas City So. Ry. Co. v. U.E, 231 U.S. 423, 444 (1913). 
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panics to challenge the accounting regulations of the commissions have, in 
general, met with little success. 

The first case to reach the Supreme Court, a challenge to the Interstate 
Commerce Commission’s jurisdiction over water carriers operating on the 
Great Lakes, found the Court taking a realistic view of the necessity for com- 
prehensive accounting supervision over all aspects of the carriers’ business. 
This was clearly expressed by Mr. Justice Day: 

. . The object of requiring such accounts to be kept in a uniform way 
and to be open to the inspection of the Commission is not to enable it to 
regulate the affairs of the corporations not within its jurisdiction, but to be 
informed concerning the business methods of the corporation subject to the 
act that it may properly regulate such matters as are really within its jurisdic- 
tion.” ® 

Commission regulation of accounting practices has been attacked as an un- 
constitutional delegation of legislative authority. This challenge to the ac- 
counting regulations of the Interstate Commerce Commission, though rejected 
in the Goodrich Transit case, was repeated in the Kansas City Southern case.® 
The railroad objected particularly to the Commission’s distinctions between 
operating accounts and property accounts, not only as an exercise of author- 
ity not conferred by Congress, but also as an unconstitutional interference 
with the internal affairs of the corporation. To this, Mr. Justice Pitney re- 
sponded with a defense of the principle of uniform and prescribed accounts: 

. . The very object of a system of accounts is to display the pertinent 
financial operations of the company, and throw light upon its present con- 
dition. If they are to truly do this, the form must correspond with the sub- 
stance. In order that accounts may be standardized, it is necessary that 
the accounts of the several carriers shall be arranged under like headings or 
titles; and it is obviously essential that charges and credits shall be allocated 
under the proper headings — the same with one carrier as with another. . . . 
So far as such uniformity requirements control or tend to control the conduct 
of the carrier in its capacity as a public servant engaged in interstate com- 
merce, they are within the authority constitutionally conferred by Congress 
upon the Commission. There is no direct interference with the internal affairs 
of the corporation; and if any such interference indirectly results, it is only such 

8 l.C.C. V. Goodrich Transit Co., 224 U.S. 194, 21 1 (1912). 

Indeed, jurisdiction respecting accounting data has been held to extend to all of the activities 
of companies directly subject to commission control. In tlie Wichita Gas case, the right of the 
State Corporation Commission of Kansas to be informed respecting the cost to an interstate pipe- 
line company of the natural gas sold to a local distributing utility was recognized to the extent 
of upholding an order directing the local utility to cease recording as an expense more than 30 
cents per thousand cubic feet. (290 U.S. 561 [i934]-) 

^Kansas City So. Ry. Co. v. V.S., 231 U.S. 423 (1913). 

The Kansas City Southern Railway, in relocating its right of way, had made an expenditure 
of $629,399.74. The Commission’s order permitted a net addition to its capital accounts of only 
$234,747.74, requiring that $386,484 be written out of the capital accounts for properties con- 
temporaneously abandoned. The railroad, having issued bonds to pay for the improvement, wished 
to charge the entire expenditure to capital account; and if it had spent the same amount in the 
improvement of the existing right of way, the accounting rules of the Commission would have 
permitted the entire sum to appear as a capital addition. 
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as is incidental to the lawful control of the carrier by the Federal authority 
and to this the rights of stockholders and bondholders alike are necessarily 
subject.” 

The plea that accounting regulations have effected a deprivation of property 
has met with scant success. Referring again to the Kansas City Southern case, 
the railroad argued that compliance with the Commission’s accounting order 
would deprive the preferred stockholders of a considerable part of their non- 
CLimulative dividends, since the net earnings would appear smaller than 
under the company’s proposed treatment of the entire expenditure as a charge 
to capital accounts. The Court, however, assumed “that the improvements are 
necessary to the general welfare of the company, and will result in its in- 
creased prosperity, and therefore make better the assurance of dividends for 
the preferred stockholders in the future.” And it further added that if the 
carrier, “as a servant of the public,” were not unwarrantedly injured or de- 
prived of its property, the accounting regulations could “not be restrained 
on the ground of agreements made by the stockholders amongst themselves 
for apportioning profits.” As a matter of fact, it is extremely difficult to 
establish any deprivation of property as a result of an accounting order under 
the principles of judicial review followed by the Supreme Court, for it has 
been consistently held that accounting orders are not caftclusive of the rights 
of the utility with respect to rate, or other substantive, regulations.^^ 

In some instances it has been argued, either explicitly or implicitly, that the 
utility has a legal right to adopt fair and reasonable methods of accounting. 
The official answer to this contention has been that the utility has “no right to 
a particular form of accounting as such.” In substance this complaint was 
presented in the American Telephone and Telegraph Company case. The 
Federal Communications Commission, in adopting a new system of accounts 
for telephone companies, required that “Telephone Plant in Service” be car- 
ried at “original cost,” and defined “original cost” as “the actual money cost 
of (or the current money value of any consideration other than money ex- 
changed for) property at the time when it was first dedicated to the public 
use, whether by the accounting company or by a predecessor public utility.” 
The company wanted to show as the. original cost the investment cost to the 
accounting company itself, arguing that the accounting regulations would 
prevent the companies from earning a fair return and from recovering de- 
preciation expense on the investment cost if the property had a lower cost 
to a predecessor company. However, the Court found ample justification for 
such an accounting rule in the intercorporate relations that prevailed in the 
industry.^'^ 

From the federal cases, it may be concluded that the authority of the federal 
commissions to prescribe the specific entries for particular transactions, both 
the accounts in which the transactions shall be entered and the amounts that 
shall be recorded, is firmly established. When related questions were presented 
to the New York Court of Appeals, the authority of the state commission fared 

440-441. /&■</., 453. 

Norfolk, &■ Western Ry. v. U.S., 287 U.S. 134, 141-142 (1932). 

143.. 14 Am. Tel. & Tel. Co. v. V.S., 299 U.S. 232, 239 (1936). 
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badly. The Iroquois Gas Corporation case arose from an appeal to be relieved 
of a condition which the Public Service Commission had attached to an order 
permitting the purchase of a natural-gas plant. The purchase price was more 
than either the depreciated book cost or the reproduction cost less depreciation, 
and the Commission imposed the proviso that the acquisition might be ejected 
if the company would charge $40,000 of the purchase price to surplus, reduc- 
ing by the same sum its charge to plant investment. The Court of Appeals 
set aside the condition imposed by the Commission as an unconstitutional in- 
vasion of the company’s rights, and permitted the acquisition to become ef- 
fective without the condition.^'’’ 

Ill New Yor/( Edison Company v. Maltbie, the Public Service Commis- 
sion suffered an even more serious curtailment of its accounting controls at 
the hands of the New York courts.^® The litigation involved the protest of 
many New York utilities against the new system of accounts promulgated 
by the Commission. After ruling that the instructions in the accounting 
system were “more than general administrative or legislative rules,” and hence 
subject to judicial review, the Court of Appeals affirmed the lower court’s 
decision which held some of the critical features of the uniform system of ac- 
counts invalid under both federal and state constitutions. These invalid orders 
were concerned with the accounting for fixed property on an original-cost 
basis, the writing off of any difference between original cost and the cost, 
or book, value to the accounting corporation, the provision for depreciation 
on the “straight-line” basis, and the writing off of regulation expense and 
capital stock expense. 

4. THE UNIFORM SYSTEM OF ACCOUNTS 

The Development of Uniform Systems. Although accounting controls 
go back to the beginnings of state regulation of utilities, the real development 
in the use of uniform accounting systems has come largely since 1907. By 
1940, all but ten of the states had imposed uniform systems on the utilities 
operating within their jurisdictions.’^^ 

Responsibility for the promulgation of uniform accounting systems rests 
with the commission of each state. The work has been provided with leader- 
ship by the accounting regulations of the federal commissions, originally the 
Interstate Commerce Commission, and more recently the Federal Power 
Commission and the Federal Communications Commission. The association 
of utility companies, such as the former National Electric Light Association 
and its successor, the Edison Electric Institute, and the American Gas Associa- 
tion, have naturally been much concerned with the problem. The professional 

Iroquois Gas Corp. v. Comm., 264 N.Y. 17, 21, 2 P.U.R. (N.S.) 448, 451 (1934)- 
9 P.U.R. (N.S.) 155-163; 281 N.Y. Supp. 223-232 (1935); 15 P-U.R. (N.S.) 143-147; 271 
N.Y. 103-112 (1936). _ _ _ 

The Massachusetts Board of Railroad Commissioners was directed to prescribe a unitorm 
system of accounts as early as 1876 {Acts of i8y6, c. 185), and the Board of Gas and Electric Light 
Commissioners was given similar power with respect to gas and electric companies in 1886 and 
1887, respectively {Acts of 1886, c. 346; 1887, c. 382). 

IS Chapter VI. 
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associations of accountants and engineers, and especially the National Associa- 
tion of Railway and Utilities Commissioners, have been active in the promo- 
tion of uniformity in the accounting systems adopted by state commissions. 

General Characteristics. The uniform system of accounts is prescribed 
by the commission in order that it may have assurance of the sufficiency and 
accuracy of the accounting records of the companies subject to regulation. 
It is customary for commissions to classify the companies according to the type 
of activity in which they are engaged and according to size, and to prescribe 
a system of accounts for each category and class of utility. The refinements 
and details which are economical and desirable for an accounting system de- 
pend somewhat on the size of the company; the larger companies may be 
required to adhere to more elaborate systems, while the smaller companies 
are spared this expense and permitted to employ simpler methods. In its ac- 
counting regulations, the Federal Power Commission recognizes four classes 
of electric utilities: Class A, those having operating revenues of 1750,000 or 
more, or an investment (original cost of electric plant) of $4,000,000 or more; 
Class B, operating revenues of more than $250,000 but less than $750,000, and 
an investment of less than $4,000,000; Class C, operating revenues of more 
than $100,000 but less than $250,000; and Class D, operating revenues of more 
than $25,000 but less than $100,000, 

The uniform accounting system lists and describes the accounts in terms of 
which all transactions are to be recorded, and supplies general instructions, 
both in the form of general principles and detailed requirements for the treat- 
ment of accounting problems. Where the general rules do not apply, it is 
customary to require the approval of the commission before the matter is finally 
closed. 

The objectives of the uniform system are not limited to securing accuracy; 
indeed, in the absence of active supervision, the uniform system is no assurance 
that accuracy will be attained. The advantages of the uniform classification 
in facilitating comparison between different companies has already been noted. 
But fundamentally, the uniform system affords the commission an opportunity 
to determine in advance the types of information which shall be available, 
and if thereafter accounting systems fail to provide the essential data, the fault 
is with the regulatory authorities rather than the companies. 

The preparation of the uniform system of accounts is primarily the responsi- 
bility of the commission, but it is usually carried out in consultation with rep- 
resentatives of the industry. The commission is primarily concerned with the 
type and extent of the information which it believes requisite and the most 
effective ways of acquiring these data; the company representatives consider 
the cost aspects of the system and its usefulness in furnishing the data which 
management wants, both to guide its own decisions and to publish as formal 
statements for investors. When the system is finally adopted, it is promulgated 
as a commission order and the companies are required to give effect to the new 
system. 

A uniform system of accounts consists of four elements : definitions, general 
instructions, the balance sheet accounts, and the income and expense accounts. 

Definitions. The definitions are primarily concerned with the avoidance 
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of confusion and misunderstanding, but in a few instances the definition is 
significant in determining questions of policy, and hence may become a source 
of dispute between the commission and the utilities. In recent years, such dif- 
ferences of opinion have involved the definitions of “depreciation” and “orig- 
inal cost.” 

General Instructions. The general instructions are a vital part of the pre- 
scribed accounting system. It is, of course, a basic rule that all charges to 
either capital or operating accounts shall be just and reasonable. It is the duty 
of the utility so to keep its accounts as to be able to furnish readily full in- 
formation as to any entry appearing on its books. Since the larger organiza- 
tions may want more detailed information than is rec]uirecl by the commission 
with respect to particular classes of property, it is customary to permit the 
company to subdivide any account provided there is no impairment of the 
integrity of the prescribed accounts. The companies are instructed to submit 
all doubtful items for the consideration and decision of the commission. 
Finally, no utility may destroy any books or records without the permission 
of the commission. 

In general, the accounting period adopted is the calendar year, but with 
increasing frequency companies are instructed to keep their books on a 
monthly basis. 

With the growth in complexity of corporate organization and the increasing 
number of companies operating two or more plants, it has become necessary to 
provide refinements and safeguards. Thus, it is advisable to require the utility 
to keep quite detailed information with re.spect to all transactions with affiliated 
interests, and to assemble such information in appropriate clearing accounts. 
Likewise, where the company operates more than a single plant, its income 
and expense accounts, as well as its property accounts, should show the opera- 
tions of each plant separately. And even more important for these companies 
engaging in two or more utility services, or in ancillary activities, is the careful 
segregation of each branch of the business. 

The Balance-Sheet Accounts. The section of the prescribed system deal- 
ing with the balance-sheet accounts consists of general instructions, a listing 
of the account titles, and detailed descriptions and instructions with respect to 
each tide. In the case of the plant accounts and the earned surplus accounts, 
it is customary to provide for additional detail. 

The purpose of the balance sheet is to disclose the financial condition of the 
utility as of a given date by showing its, assets and other debits, and its lia- 
bilities, reserves, and proprietorship items. It is not enough that each item 
be recorded; the purpose of the statement is to present a logical and significant 
classification. The broad outlines of the balance sheet adopted by the Federal 
Power Commission for electric utilities exhibits the classification on page 252. 

It is the ultimate purpose of accounting control to make rate regulation more 
efficient and effective. Thus accounting data are increasingly in demand to 
supply more exact information as to the costs of particular classes of service. 
In so far as possible, therefore, the accounts, both capital and income, should 
be so organized as to facilitate cost-finding inquiries by management and reg- 
ulatory authorities. 
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BALANCE SHEET ACCOUNTS 
(As prescribed by the Federal Power Commission) 


Assets and Other Debits 
Utility Plant 
100. Electric Plant. 

107. Electric Plant Adjustments. 

108. Other Utility Plant. 

Investment and Ftmd Accounts 
no. Other Physical Property, 
ni. Investments in Associated Companies. 

112. Other Investments. 

113. Sinking Funds. 

114. Miscellaneous Special Funds. 

Current and Accrued Assets 

120. Cash. 

1 21. Special Deposits. 

122. Working Funds. 

123. Temporary Cash Investments. 

124. Notes Receivable. 

125. Accounts Receivable. 

126. Receivables from Associated Companies. 

127. Subscriptions to Capital Stock. 

128. Interest and Dividends Receivable. 

129. Rents Receivable. 

130. Accrued Utility Revenues. 

13 1. Materials and Supplies. 

132. Prepayments. 

133. Other Current and Accrued Assets. 

Deferred Debits 

140. Unamortized Debt Discount and Ex- 

pen.se. 

141. Extraordinary Property Losses. 

142. Preliminary Survey and Investigation 

Charges. 

143. Clearing Accounts. 

144. Retirement Work in Process, 

146. Other Deferred Debits. 

Capital Stock Discount and Expense 

150. Discount on Capital Stock. 

15 1. Capital Stock Expense. 

Reacquired Securities 

152. Reacquired Capital Stock. 

153. Reacquired Long-Term Debt. 


Liabilities and Other Credits 
Capital Stock 

200. Common Capital Stock. 

201. Preferred Capital Stock. 

202. Stock Liability for Conversion. 

203. Premiums and Assessments on Capital 

Stock. 

204. Capital Stock Subscribed. 

205. Installments Received on Capital Stock. 

Long-Term Debt 

210. Bonds. 

2 1 1 . Receivers’ Certificates. 

212. Advances from Associated Companies. 

213. Miscellaneous Long-Term Debt. 

Current and Accrued Liabilities 

220. Notes Payable. 

221. Notes Receivable Discounted. 

222. Accounts Payable. 

223. Payables to Associated Companies. 

224. Dividends Declared, 

225. Matured Long-Term Debt. 

226. Matured interest. 

227. Customers’ Deposits. 

238. Taxes Accrued. 

229. Interest Accrued. 

230. Other Current and Accrued Liabilities. 

Deferred Credits 

240. Unarnortized Premium on Debt. 

241. Customers' Advances for Construction. 

242. Other Deferred Credits. 

Reserves 

250. Reserve for Depreciation of Electric 

Plant. 

251. Reserve for Amortization of Limited- 

Term Electric Investments. 

252. Reserve for Amortization of Electric 

Plant Acquisition Adjustments. 

253. Reserve for Depreciation and Amortiza- 

tion of Other Property. 

254. Reserve for Uncollectable Accounts. 

255. Insurance Reserve. 

256. Injuries and Damages Reserve. 

257. Employees’ Provident Reserve. 

258. Other Reserves. 

Contributions in Aid of Construction 
265. Contributions in Aid of Construction. 


Surplus 

270. Capital .Surplus. 

271. Earned Surplus. 

^9 Federal Power Commission, Uniform System of Accounts Prescribed for Public Utilities and 
Licensees, Jan. i, 1937. PP- r6 and 17. 
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It is a characteristic of recently adopted uniform systems to require more 
detailed information with respect to the utility plant accounts. The summary 
electric-plant accounts adopted by the Federal Power Commission are: 

100. Electric Plant. 

100.1 Electric Plant in Service. 

100.2 Electric Plant Leased to Others. 

100.3 Construction Work in Progress. 

100.4 Electric Plant Held for Future Use. 

100.5 Electric Plant Acquisition Adjustments. 

100.6 Electric Plant in Process of Reclassification, 

107. Electric Plant Adjustments. 

The purposes of this classification of plant accounts are apparent. Each 
utility is required to classify its plant in accordance with the accounts pre- 
scribed. The original cost of the plant which is used and useful in the public 
service is given as Electric Plant in Service, and this original cost is defined 
as the cost incurred by the person who first devoted the property to the utility 
service, not necessarily the cost of the present owner. Discrepancies between 
cost to the present owner and original cost are recorded in Account 100,5, Elec- 
tric Plant Acquisition Adjustments; other write-ups over original cost are 
included in Account 107, Electric Plant Adjustments; and the balances in both 
accounts are to be disposed of as the Commission shall direct. In the case of 
acquisitions, the utility is instructed to obtain and preserve all existing records 
relating to the property. The components of construction costs are itemized in 
detail, and specific instructions provide for the treatment of all overhead 
costs. In the matter of buildings, for example, the Federal Power Commission 
provides for some thirty-eight separate items of cost. 

The electric plant accounts are further classified into intangible plant, pro- 
duction plant (with separate classifications for steam, hydraulic, and internal- 
combustion production), transmission plant, distribution plant, and general 
plant.-'’ Each account is further subdivided to the individual identifiable 
physical units of property.-^ 

The Income Accounts. The income accounts present an analysis and sum- 
mary of the sources of revenue and the directions of expenditure. In the lan- 
guage of the “Uniform System,” “they are designed to show the operating 
revenues and expenses, the other income, the income deductions, the net in- 
come, the miscellaneous reservations of net income, and the amount of income 
or loss remaining for transfer to earned surplus.” 

In accounting for income it is extremely important to distinguish between 
those receipts which are genuine income and those which constitute either 
a contribution to, or a return of, capital. It is equally important, if the accounts 
are to show income and expense accurately, that all items be allocated to the 
proper accounting period. The detail in which accounts are prepared will 

20 Ibid., 54-55. 

As illustrative of the detail involved, consider the simple account of Poles, Towers, and Fix- 
tures (No. 354) which contains eighteen items (Ibid., 73-74.) 

22 87. The Federal Power Commission’s classification of income accounts is indicative of 

the nature of the information which the accounting system seeks. (Ibid., 88.) 
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depend upon how significant it is to know precisely the income and expense 
attributable to each category of service. Since utility operations are carried 
on under conditions of joint costs (that is, many of the costs apply to all of 
the services rendered rather than to a single identifiable service), cost analysis 
will always necessitate some arbitrary allocations. To supply detailed informa- 
tion is more feasible for revenues, since each consumer is billed separately; 
but even here it is seldom practical to classify the consumer’s bill according 
to the time when and the purposes for which the service is used. And on 
the cost side, only the most general allocations of expense appear in the ac- 
counting records. 

The operating expense accounts fall into six groups. Production, transmis- 
sion, and distribution expenses are further subdivided as operation, main- 
tenance, and miscellaneous expenses. Other operating expenses include cus- 
tomers’ accounting and collecting expenses, sales promotion expenses, and 
administrative and general expenses. The Federal Power Commission’s enu- 
meration of operating expense accounts includes provision for 185 named 
accounts, and it still falls short of providing that detail which would be ideally 
desirable for cost-finding purposes. 

It is customary for uniform systems of accounts to make provision for clear- 
ing accounts. These accounts assemble in one place the information per- 
taining to particular expenses when the specific transactions are properly and 
necessarily recorded in several different accounts. Recent criticism of the re- 
lations between operating utilities and affiliated organizations has led to such 
a summary of all payments between associated companies. Laboratory ex- 
penses, shop expenses, merchandising expenses, and transportation expenses 
are other instances that may call for the introduction of such clearing accounts. 

5. PROBLEMS IN ACCOUNTING CONTROL 

Enforcement Procedure. The inadequacy of commission budgets often 
prevents accounting control from extending beyond the prescribing of uni- 
form systems of accounts and the receiving and filing annual reports. For 
even the more active commissions, the enforcement of the accounting regu- 
lations is confined to the analysis of the periodic reports which the companies 
file and to the study of such special reports as may occasionally be required. 
In the past, the annual reports of the companies have not contained such in- 
formation as would make this procedure an effective instrument of control. 

Accounting control should provide a most satisfactory procedure for the 
continuous and effective regulation of utility enterprises. Yet, if accounting 
controls are to be effective, there must be a systematic policing of the company’s 
books. This policing cannot be accomplished simply through inquiries arising 
out of an examination of the reports submitted by the companies. It is es- 
sential that there be field examinations of the books and records of the com- 
panies, conducted on the same basis and with the same thoroughness that 
characterizes federal bank examinations. Under existing regulatory practice, 
field audits occur, if at all, as an incident in a rate investigation or as a part 
of the inspection of physical property that sometimes accompanies the ap- 
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proval of security issues. Here surely is a place where modest expenditures 
would do much to heighten the effectiveness of utility control. 

Depreciation. The problem. Wherever the problem of depreciation arises, 
whether in accounting, in the regulation of operating expenses, or in the de- 
termination of the rate base, it is a source of controversy. These difficulties are 
not unexpected with a matter as complex as depreciation, involving consid- 
erations of fact and of policy, and calling upon the disciplines of accounting, 
economics, engineering, and the law. The difficulties antedate the concern of 
regulation with the problem; they are grounded in the divergent and some- 
times inconsistent practices of the utilities. Both the courts and the legislatures 
have been hesitant to adopt explicit principles; conflicting and ill-considered 
pronouncements by these branches of government have been matched by com- 
mission policies which have failed to meet all the issues involved. 

The importance of sound depreciation policies and practices to both utilities 
and consumers requires no demonstration. Upon the soundness of their de- 
preciation policies depends the ability of the utilities to maintain the integrity 
of their investments and to attract necessary capital in the future. For the 
consumer the importance of depreciation can be measured in his bill : accord- 
ing to the statistics assembled by the Federal Power Commission for electric 
utilities, approximately ten cents in every dollar that is paid for electric service 
is allocated to depreciation.^^ And of course, the consumer has a significant 
stake in safeguarding the adequacy of service and the availability of cheap 
capital funds. 

Two fundamental problems of rate regulation center in depreciation. To 
what extent should the past depreciation, the so-called accrued depreciation, 
be deducted in arriving at the rate base for determining a utility’s net earnings ? 
What provision shall be made for current, or accruing, depreciation in making 
allowance for the operating expenses of the utility company .f* The answer to 
each of these questions can be simplified or complicated by the character of 
accounting for depreciation which the utility follows. 

The nature of depreciation. Much confusion exists as to the nature of de- 
preciation. To some extent this confusion arises out of misunderstandings 
as to the meaning of depreciation and the concepts associated with it; to some 
extent it is the result of irreconcilable conflicts of interest. The extreme opposi- 
tion to the generally accepted and conservative view concerning depreciation 
and its treatment comes from those who deny the existence of depreciation in a 
well-maintained utility property and oppose all recognition of it either in 
accounting or in rate regulation.-'^ So successful has this opposition been that 
some regulatory authorities have permitted the word “depreciation” to be 
exorcisecl from their vocabularies in favor of the vague and supposedly in- 
nocuous “retirement expense.” 

23 Statistics of Electric Utilities in the United States, 1937. 

24 The railroads have been particularly strenuous in their opposition to the adoption of de- 
preciation accounting by the Interstate Commerce Commission. The carriers insisted that the ac- 
counts should reflect only definitely ascertained facts and that depreciation accounting would in- 
troduce “assumed facts which are based upon speculation as to the future,” and that the prospective 
service lives of equipment cannot be estimated with sufficient accuracy. (Depreciation Charges of 
Telephone Companies and Steam Railroad Companies, 177 I-C.C. 351, 382—383 [i 93 i]-) 


256 ECONOMICS OF PUBLIC UTILITY REGULATION 

In terms o£ the Federal Power Commission’s classification of accounts, de- 
preciation is “the loss in service value not restored by current maintenance, 
incurred in connection with the consumption or prospective retirement of 
electric plant in the course of service from causes which are known to be in 
current operation and against which the utility is not protected by insurance.” 
As defined, depreciation is applied to the fixed assets of the utility. But the 
theory also applies to current assets. Nearly all of the assets of a utility are 
subject to ultimate exhaustion and retirement. In the case of the coal pile, the 
asset may be used and replaced many times in the course of a single year. 
But the service life of most “fixed” assets is also limited, though it may ex- 
tend over many accounting periods, and each such asset will ultimately have 
to be retired from service. The losses in service value,- for example, in the one 
instance the burning of the coal and in the other the wearing out of the boiler, 
are both costs of operation and both could be called depreciation. Such dif- 
ferences as exist are the product of dividing the life of the business into ac- 
counting periods. The asset that is purchased and consumed within the ac- 
counting period is reported only in operating expenses; the asset whose useful 
service extends over more than a single accounting period is “depreciated.” 
It is sometimes useful to employ the term current depreciation to identify that 
loss in service capacity, measured in terms of book cost, which is attributable 
to the operations of the current period, and accrued depreciation to describe 
the accumulated depreciation present in the property which is still on the 
books of the company. Accrued depreciation, measured on the basis of the 
cost of the property, is the difference between the original service value of 
the new unit of property and the service value which the unit still possesses 
(both on a cost basis). 

To achieve clarity, the technical terms employed in discussing depreciation 
should be clearly understood. The cost of an asset to a utility is generally 
greater than the sum paid for it, for purchasing and installation costs must 
be included; the total cost of the unit in place and ready for service is its boo\ 
cost. When an asset is ultimately retired from service it is not often devoid 
of all value; if no other market is available, it can be sold as junk; but the 
sum for which it is sold, its gross salvage value, is diminished by the costs 
of removal and perhaps reconditioning, leaving the utility to realize only the 
salvage value (or the net salvage value). The cost to the utility for the use 
of an asset is its service value, the difference between the book cost and the 
salvage value. And the period of time between the installation of the unit 
and its retirement for accounting purposes is its service lifer'‘ Service capacity 
is less capable of precise description; there is theoretically a certain quantum 
of service which a capital instrument is capable of rendering during its use- 
ful service life; this capacity may be a function of time (as hours, days, months, 
or years) or it may be a function of output. The service capacity of a lead 

These relations may be illustrated with a hypothetical unit of property which cost $ioo to 
purchase and |io to install; its book cost was therefore $iio. If it was installed at the beginning 
of 1930 and retired at the end of 1939, its service life was 10 years. If on retirement its gross 
salvage value as junk was $20 and it cost $10 to remove, the salvage value was only $10. Thus 
the difference between the book cost of $110 and the salvage value of $10, or $100, was its service 
value. Depreciable value is sometimes used as synonymous with service value. 
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pencil or a tallow candle is palpable and measurable; but the electric light or 
the vacuum tube, or any other instrument, has an equally real, if less meas- 
urable, service capacity, and if the service life of each is 2,000 hours, 1,000 hours 
of use will leave them depreciated by 50 per cent even though the quality of 
their performance be in no way impaired. The Interstate Commerce Com- 
mission has used the expression condition per cent to describe the service 
capacity still inherent in a capital instrument. Thus if a unit of property orig- 
inally had a service capacity of 100 units and 20 have been exhausted, its con- 
dition per cent is 80.^“ 

Depreciation may arise from many causes. Some types of property commonly 
wear out in service, as is usual with vehicles, motors, and storage batteries. The 
service capacity of other assets is commonly terminated by exposure to the 
elements; such are railroad ties, pole lines, and structures generally. Deprecia- 
tion resulting from these causes is sometimes called physical depreciation, for 
the physical capacity of the asset to render service is reduced or terminated. 
In the past the rapid growth of demand and technical advances have resulted 
in retirements which were due principally to junctional depreciation; that is, 
it was no longer economical to continue using property which was still physi- 
cally capable of rendering the service for which it was originally acquired. 
Functional depreciation may result from inadequacy, obsolescence, or a change 
in regulatory requirements. Depreciation from inadequacy arises when the 
growth in the scale of operations makes necessary the installation of units 
with greater capacity. Thus, an electric utility may find it advisable to install 
larger generators rather than add to the number of small generators; a water 
or a gas utility company may find it necessary to replace small mains with 
larger ones. Obsolescence is a function of technical progress, and arises when 
an existing unit is retired before it has exhausted its service capacity because 
an opportunity exists to substitute a unit so much more efficient that it is eco- 
nomical to absorb the cost of prematurely retiring existing equipment. Thus 
in the development of communication, new transmitters with higher fidelity 
replace older units, new cables capable of carrying many messages replace 
those with smaller capacity, and dial exchanges replace manual exchanges. 
Utilities are especially exposed to public demands for unremunerative im- 
provements : telephone and power companies have had to place overhead wires 
in underground conduits, street railways have substituted busses for trolley 
cars, and railroads have purchased more luxurious passenger equipment. These 
expenditures are likely to take place without waiting for the existing equip- 
ment to reach the stage of retirement, and necessitate a rate of depreciation 
more rapid than was originally contemplated for the discarded equipment. 
Which of these factors is controlling in the retirements will depend upon the 
circumstances of the particular case; all may be operative with respect to dif- 
ferent parts of the utility plant. In the past, the functional causes of deprecia- 
tion have been dominant; some authorities have attributed as much as 80 per 
cent of utility retirements to functional depreciation.-'^ 

Having considered some of the things which depreciation is and on which 

Texas Midland R., 75 I.C.C. i, 125 (1918). 

27 Nashi Economtcs of Public Utilities, p. 88. 
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it depends, there may be some gain in a brief consideration of some of the 
concepts which commonly introduce confusion into depreciation accounting. 
It is often urged that there is no depreciation in a plant which is capable of 
continuing its original service; so might the Deacon have argued about his 
masterpiece, the wonderful one-horse shay, that “ran for a hundred years to a 
day” and then “went to pieces all at once.” Though the candle gives as much 
light as the last inch burns, it would be absurd to argue that it is undepre- 
ciated; and what is true of the candle is true of any unit of property whose 
service life is not without limit. The accruing of depreciation is not to be 
identified with any loss of efficiency in operation. Moreover, depreciation is 
no necessary function of the use to which the property has been placed; a 
completely idle capital instrument may depreciate from the mere passage of 
time or from exposure, and it is, of course, susceptible to depreciation from 
functional causes. Finally, depreciation is not proportional to earnings; an 
increase in gross earnings through an increase in the price of the service or 
product produced does not increase the amount of depreciation accruing in 
the physical property, nor can the amount of depreciation be diminished 
through a reduction in gross earnings attendant upon rate reductions. It is 
hardly necessary to add that depreciation, the inexorable march of the capital 
instrument to the scrap heap, is independent of the accounting devices which 
are used to reveal or conceal the facts of depreciation. 

It should, however, be noted that there is a significant relation between de- 
preciation and maintenance. A generous program of maintenance cannot halt 
the inevitable accumulation of depreciation, as some of the opponents of de- 
preciation accounting have insisted; but failure to provide adequately for 
maintenance may result in a more rapid destruction of the potential service 
capacity of the capital. 

The purpose of depreciation accounting. Much of the confusion respecting 
the legal status of depreciation accounting and its regulation by public author- 
ities is attributable to erroneous conceptions as to the purposes of depreciation 
accounting. The matter can best be opened by noting briefly that certain ob- 
jectives are not properly the goal of depreciation accounts. 

(1) It is not the purpose of depreciation accounting to maintain the plant 
at a high level of efficiency. Efficiency in operations is an engineering matter 
and has little relation to depreciation accounts. Efficiency is more closely re- 
lated to the adequacy of the maintenance policy, for a failure to maintain the 
property may result in unnecessary and costly interruptions for repairs or 
lead to premature retirement of capital equipment. 

(2) It is not the purpose of depreciation accounting to accomplish the re- 
tirement or amortization of outstanding securities. If there are no better ways 
of employing the funds retained in the business through depreciation account- 
ing, it may appear advisable to invest them in the company’s owm securities.^® 

(3) It is not the purpose of depreciation accounting to provide a fund for 
the financing of capital improvements. Where a utility is expanding and re- 

n may be observed that some publicly owned projects prefer to substitute amortization of out- 
standing securities for a policy of accumulating depreciation funds. This procedure is not incon- 
sistent with the purposes of depreciation accounting. ■ 
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quires new capital funds, it is the part of wisdom to employ its depreciation 
funds in such financing. But the provision to be made for depreciation has 
no relation to the program of capital expansion. 

(4) It is not the function of depreciation accounting to protect the credit of 
tlie utility or to enable it to raise new capital funds more advantageously, 
though these advantages are associated with adequate depreciation policy. 

(5) Finally, it is not the purpose of depreciation accounting to maintain 
unimpaired the present value of the utility’s property, or even to preserve the 
integrity of its investment. If the present value of the utility’s property is 
thought to fluctuate with changes in the level of construction costs, there is 
no guarantee that the appropriations for depreciation can be so adjusted as to 
offset the fluctuations in the general level of prices. 

Turning from negative to positive considerations, it is the purpose of de- 
preciation accounting (i) to achieve a correct allocation of costs to the differ- 
ent accounting periods, and (2) to provide for the retirement costs of assets 
whose useful service lives have been exhausted. 

(1) There is no possibility of providing a correct statement of the costs of 
operation and the net income for any accounting period if due recognition be 
not given to depreciation. The decline in service capacity of fixed assets, 
whether from wear and tear or from functional causes, is as much a cost of 
the services rendered in a particular period as the sums paid for fuel and 
labor. To postpone recognition of such costs until the service capacity of the 
equipment is exhausted, overstates the costs of the period when the et|uip- 
ment is retired and replaced, and overstates the net income for all of those 
periods when an insufficient allowance was made for the declining service 
capacity of the ec|uipment in use. Not simply fairness as between consumers 
and investors, but also the avoidance of discrimination between consumers 
at different periods in the company’s history requires provision for deprecia- 
tion in each and every accounting period. 

(2) That it is one of the purposes of depreciation accounting to provide for 
retirement costs, but not necessarily for replacement, requires explanation. 
When an asset is retired, it may not be replaced; or if it is replaced, the re- 
placement may cost more, or less, than the unit which is retired. To make 
no provision for depreciation because the unit is not being replaced would 
result in an impairment in the utility’s capital. Similarly, to measure the 
amount of depreciation by the replacement cost when that cost is less than 
the cost of the retired unit would result in a proportional impairment in in- 
vested capital. On the other hand, should depreciation be measured by re- 
placement cost when the latter is above the cost of the retired unit, present 
consumers would be required to provide part of the capital funds for serving 
future consumers. The purpose of depreciation accounting, then, is not to 
provide a fund sufficient to finance the replacement of the unit of property 
being retired; its purpose is to recover the cost of that unit in current use which 
is facing ultimate retirement. 

The theory of depreciation. It is the theory of depreciation that the company 
should reserve from earnings during the useful service life of each unit of 
capital equipment a sum sufficient to offset its cost of retirement (to write 
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down the asset account) when its use terminates. In principle, this cost of re- 
tirement is one of the costs of operation and should be recognized as an oper- 
ating expense during each accounting period. The assets which depreciation 
accounting records as in use in the business should at any given moment be 
equivalent to the difference between the aggregate service capacity of all the 
existing capital when new and the diminution in service capacity recorded for 
all capital units in use. Finally, when any unit of property is retired from active 
service, its book cost should be deducted from the appropriate asset account 
and the difference between its book cost and salvage value should be deducted 
from the reserve for depreciation. 

The depreciation accounts. The facts with respect to depreciation are to be 
found in the Depreciation Expense Account, in the Reserve for Depreciation, 
and in the fixed asset accounts. Depreciation is recorded by periodic charges 
(debits), probably monthly, to the Depreciation Expense Account, and by 
offsetting credits to the Reserve for Depreciation. The credit balance in the 
Reserve for Depreciation is the measure of the extent to which provision has 
been made, at any moment of time, for past or accrued depreciation. Utility 
corporations commonly carry the Reserve for Depreciation on the liability side 
of the balance sheet, although accountants prefer to show the reserve as a 
deduction on the asset side. If provision for depreciation has been accurately 
made, the total charges for depreciation expense (increased by the interest on 
the reserve if the sinking-fund method is employed) should, at the expiration 
of normal service life, be equivalent to the original cost of the property, plus 
costs of removal, less any salvage value.-^ 

Unit versus group depreciation. The provision for depreciation may be 
made on the basis of the individual unit or on the basis of a group of homo- 
geneous, or nearly homogeneous, units. In the past, there has commonly been 
a single blanket allowance for depreciation with no detailed analysis of the 
requirements with respect to the different categories of property. The unit 
method of analysis is naturally followed in the case of structures such as 
buildings, bridges, dams, et cetera; while for ties, poles, wire, cables, trans- 
formers, and the like, the group procedure is appropriate. There are, of course, 
some classes of property, of which land is the conspicuous example, which are 
essentially nondepreciable.^'* 

The base for depreciation. The methods of accounting followed by utility 
organizations, especially in their measure of the losses occasioned by retire- 
ments, will not always bear critical inspection. One such method is the rule-of- 
thumb practice of appropriating lo per cent of gross earnings for retirement 
expenses. Any increase in earnings, whether from an increase in rates or an 
increase in the volume of business, provides more fully for depreciation, and 

This is a generalized picture of “depreciation accounting.” Those companies using retirement 
accounting would usually have accounts entitled Retirement Expense and Reserve foi Retirements, 
and the amount and regularity of the provision for retirements would be determined by managerial 
discretion. The details of this and other accounting methods are discussed below. 

The heavy losses which some utilities, notably the raiiroad.s, have experienced in disposing 
of real-estate holdings no longer required for utility service, suggest that some provision for de- 
preciation on land investments would not be inappropriate when the prospect of discontinuing the 
use of particular parcels of real estate arises. 
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any decrease in gross earnings has the opposite effect. Since depreciation is a 
function of the existence and use of physical property, the measure of depre- 
ciation cost should be the fixed capital itself rather than the revenue which 
that property yields. 

Three bases related to the physical capital have received consideration as 
appropriate for the measurement of depreciation cost: the original cost, the 
replacement cost, and the present fair value of the depreciable property. 

(1) The original-cost base. The original cost of depreciable property is the 
base which is approved by the weight of authority, (i) Original cost is the 
sound basis for measuring depreciation; it is in accord with the fundamental 
purpose of depreciation accounting, namely, to recover the costs of retirement 
rather than to provide for the costs of replacement. Other expenditures in- 
curred by the utility in the service of the public are reimbursed on the basis 
of cost, and there is no reason why the expense of providing the physical 
capital should not be recovered on the same cost basis, (ii) The original-cost 
base is just and equitable for both investors and consumers. Consumers pay 
the cost of the service, including the cost of capital. To ask the consumers to 
pay more than cost, is to make them contribute to the capital of the enterprise. 
To charge the consumers less than the cost of the capital consumed is to de- 
prive the investors of the return of their capital to which they are entitled even 
more surely than to a return on their capital, (iii) The original-cost base has 
marked advantages for accounting administration. It is simple and definite. 
The original cost of the asset is known; its replacement cost can be only a 
doubtful prediction; while its present fair value, even when determinate 
for the day, is uncertain as of the retirement date. The adoption of the original- 
cost base permits a scheduling of depreciation charges with reasonable cer- 
tainty throughout the service life of the capital instrument, (iv) The original- 
cost base is the conventional measure supported by long-established business 
usage and by governmental regulations.^- 

As a weakness of the original-cost base it is sometimes urged that, in a 
period of rising costs, the company must have a sufficiently enlarged deprecia- 
tion allowance to permit the maintenance of the physical plant intact despite 
the higher level of replacement costs. On the contrary, it should be recognized 
that it is no function of the depreciation reserve to meet the hazard of rising 
prices. 

(2) The replacement-cost base. Whenever rising costs are experienced there 
is a demand for the use of replacement costs in the calculation of depreciation 
allowances The theory on which this base is urged assumes that depreciation 
should provide the means of financing the new property with which the old 
is replaced. 

A consideration of replacement cost will reveal many and serious faults in 
its use as a base for the calculation of depreciation allowances, (i) A quite 
fundamental objection is the perversion of depreciation accounting from its 

This is especially true where the asset is not replaced by an exactly equivalent unit, the usual 
situation where technical progress occurs. 

Mr. Justice Brandeis has as.sembled the evidence on this point in his strong dissent in United 
Ry. & E. Co. V. West. 280 U.S. 234, 265-288 (1930)- 
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primary purpose of recording as operating expense the costs resulting from 
the consumption of property in service, (ii) An equally serious objection is 
that, for many categories of property, replacement in kind is the exception 
rather than the rule, (iii) Theoretically, depreciation is unrelated to replace- 
ment. To argue the extreme case, depreciation certainly occurs whether or 
not the property is replaced, and it would certainly be imprudent of manage- 
ment and unfair of regulatory authorities to make no provision for deprecia- 
tion simply because it was not proposed to replace the depreciating property. 

Other difficulties arise if the possibility of fluctuating prices be considered, 
(iv) If prices are rising, the use of the replacement-cost base would compel 
consumers to provide additional capital for the utility, at least to the extent that 
replacement costs were above the cost of the depreciating equipment. Con- 
sumers would thus be in the position of involuntary investors, though with 
no right to a return on their investment; and what is even worse, they would 
thereafter be asked to provide a fair return and depreciation allowance on 
capital they had contributed. Obviously, consumers’ obligations end when 
they have paid the cost of service, including the cost of the capital assets used 
and exhausted in rendering that service, (v) The assumption of falling prices 
illustrates the capacity of the replacement-cost base to injure investors. The 
injustice in this instance is similar to that when no replacement is made; con- 
sumers are paying less than the cost of their service; they are being subsidized 
at the expense of investors, (vi) Finally, the replacement-cost base for depre- 
ciation accounting is administratively impossible. The necessity of estimating 
the replacement cost would introduce new opportunities for errors in provid- 
ing for depreciation. Every change in the prospective replacement cost would 
require a revision of the annual allowance for depreciation expense and a re- 
view of the present adequacy of the existing reserve. The annual depreciation 
allowances would be subject to fluctuations exceeding (in percentage terms) 
the variations in replacement cost, causing disturbing fluctuations in net 
earnings. 

(3) The fair-value base. The use of fair value as the base for depreciation 
accounting has been urged by some. This method is advocated on the theory 
that the utility has a right to a reasonable return on the fair value of its prop- 
erty and also to a return 0/ the fair value of that property. This method would 
probably never have been accorded serious consideration had it not received 
the support of the Supreme Court in United Railways & Electric Cotn-pany v. 
WestP'^ ■ 


Mr. Justice Sutherland spoke for the majority: 

“The allowance for 'annual depreciation made by the Commission was based upon cost. The 
court of appeals held that this was erroneous and that it should have been based upon present 
value. The court’s view of the matter was plainly right. One of the items of e.'tpense to be ascer- 
tained and deducted is the amount necessary to restore property worn out or impaired, so as con- 
tinuously to maintain it as nearly as practicable at the same level of efficiency for the public 
service. The amount set aside periodically for this purpose is the so-called depreciation allowance. 
Manifestly this allowance cannot be limited by the original cost, because, if values have advanced, 
the allowance is not sufficient to maintain tlie level of efficiency. The utility ‘is entitled to see that 
from earnings the value of the property invested is kept unimpaired, so that at the end of any 
given term of years the original investment remains as it was at the beginning.’ Knoxville v. 
Knoxville Water Co., 212 U.S. i, 13-14. This naturally calls for expenditures equal to the cost of 
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Examination of the present-fair-value base will reveal that it is afflicted with 
all the infirmities that beset the replacement-cost base. It possesses one addi- 
tional disadvantage in that the determination of present fair value involves 
even more conjecture than is required for the prediction of replacement cost, 
so that even greater errors are probable in the calculation of depreciation 
charges. The adoption of either of these methods of calculating depreciation 
would require radical changes in the accounting classifications in current use; 
either method is inconsistent with recording capital assets at cost in the ac- 
counts of utility companies. 

Reserve methods of accounting for depreciation. There are two distinct 
schools of thought on the subject of depreciation accounting for utilities. One 
holds that utility corporations should accumulate depreciation reserves during 
the service life of the property sufficient to recover the total cost or service 
value. The other would provide for the replacement of the property (rather 
than its retirement) through charges to operating expenses at the time of re- 
placement (or even through the accounting periods following replacement), 
and would accumulate reserves only to the extent necessary to care for markecl 
inequalities in the annual charges for replacements.'*'’^ Though there are many 
varieties of the reserve method, the essential characteristics of all can be ex- 
plored through an examination of the three common applications of the 
method: the straight-line, the sinking-fund, and the annuity methods. 

(i) The straight-line method. The straight-line method of accounting for 
depreciation is the simplest and, in the past, the most widely used. It can be 
understood best in terms of the assumptions upon which it rests, (i) It accepts 
current depreciation as an operating expense to be charged regularly against 
income, (ii) It recognizes that, although no cash outlay for retirements is 
required initially, cash equivalent to retirement costs will ultimately be neces- 
sary. (iii) It requires the prior determination, within workably accurate limits, 
of the service life and salvage value of all depreciable property, (iv) While it 
does not necessarily assume a uniform periodic loss of service value, it does 
assume that it is proper to provide for the loss of service value through uniform 


the worn-out equipment at the time of replacement; and this, for all practical purposes means 
present value. It is the settled rule of this Court that the rate base is present value, and it would 
be wholly illogical to adopt a different rule for depreciation. As the Supreme Court of Michigan, 
in Utilities Commission v. Telephone Co., 228 Mich. 658, 666, has aptly said: ‘If the rate base is 
present fair value, then the depreciation base as to depreciable property is the same thing. There is 
no principle to sustain a holding that a utility may earn on the present fair value of its property 
devoted to public service, but that it must accept and the public must pay depreciation on book 
cost regardless of present fair value. We repeat, the purpo.se of permitting a depreciation charge 
is to compensate the utility for property consumed in service, and tlie duty of the commission, 
guided by experience in rate making is to spread this charge fairly over the years of the life of the 
property.’” (2S0 U.S. 234, 253-254 [1930].) 

The Court was divided. In addition to Mr. Justice Sutherland, the majority was composed of 
Justices Van Devanter, McReynolds, Butler, and Sanford. Mr. Justice Brandeis wrote a vigorous 
dissenting opinion in which Mr. Justice Holmes joined. Mr. Justice Stone also dissented. _ 

The preceding discussion of depreciation should serve to reveal the serious fallacies in Mr. 
Justice Sutherland’s argument. See also the report of the Interstate Commerce Commission relative 
to Depreciation Charges of Telephone Companies and Steam Railroad Companies, 177 I.C.C. 


351. 379 (1931)- 

The latter procedure 
counting for Depreciation 


: is discussed subsequently under the heading “Other Methods of Ac- 
.” They are not usually classified as “Reserve Methods.” 
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periodic (annual or monthly) charges to operating expenses and correspond- 
ing credits to the reserve for depreciation, (v) The straight-line method per- 
mits the earnings on assets retained through the operation of the depreciation 
reserve to accrue as income to the company. 

The determination of the periodic charge for depreciation is quite simple. 
The service value of the depreciable property (that is, the cost less the salvage 
value), divided by the number of accounting periods, indicates the charge to 
depreciation expense. For example, if a unit costing $1,000 and having no 
salvage value has a prospective service life of 10 years, the depreciation charge 
under the straight-line method would be $100 per year.-'^ 

The reserve for depreciation arises through periodic credits, with offsetting 
charges to depreciation expense. When property is retired, the book cost is 
subtracted from (credited to) the asset account for the property, the salvage 


The calculation of the periodic depreciation charge and the reserve according to the straight- 
line method may be indicated by the following formulae: 

Adopting these symbols and definitions: 

D = The charge for Depreciation Expense for the accounting period (one year or one month), 

C = The Original Cost of the unit of depreciable property (including the costs of installation), 

.S = The Net Salvage Value, 

7j = The predicted Service Life of the unit (in accounting periods). 

Then, the uniform charge for depreciation for each accounting period is 


If 

A = The accumulated credits to the Depreciation Reserve, and 

/( = The specific period (month or year) within the predicted Service Life of tine unit. 

Then, 

A = /((^). 

If 

R = The Fair Return, and 
/ = The Fair Rate of Return, 

Then, 

liE = D-]-R, 

Then, 

E=[C-(/(-i)(^)]/ + ^. 

The application of these formulae to the above example follows: 

If a unit costing $i,ooo installed has no net salvage value and is e.xpected to last 10 years, then 
C = 1,000, 5 = 0, n = 10; hence, the annual depreciation charge is 


D = — = |ioo, 

10 

If the accumulated charges at the end of 5 years. A;,, is sought, then 
^5 = 5 ( ^°°° - ° ) =$500. 

The fair return on the original investment in the fifth year, J?5, assuming a fair rate of return, 
i, of 6 per cent is 

= [ 1 000 - (5 - 1 ) (— -T - ) ] .06 = (1000 - 400) .06=136.00. 

And the total of depreciation expense, Ds, plus the fair return, i?5, in the fifth year is E5. 

- =36+ 100 = $136. 


10 
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value is added (debited) to cash or other asset account (as materials or equip- 
ment), and the difference between the book cost and the salvage value is 
deducted from (debited to) the reserve for depreciation. When a unit is re- 
tired before the end of its normal service life, it is customary to deduct the 
full retirement cost from the depreciation reserve even though full deprecia- 
tion has not been accumulated on the particular unit.^® 

The reserve for depreciation is largely the creation of the early years of a 
company’s life. Unless a company continues to expand, the time comes when 
annual retirements are approximately equal to the annual charges for depre- 
ciation, and the reserve will thereafter tend to be stabilized. The reserve for 
a mature property approximates 50 per cent of the value of its depreciable 
property. 

The assets which are retained in the business through the accumulation of 
the depreciation reserve are not normally held as idle funds. If the company is 
expanding, it is both customary and proper to invest such funds in additions 
to plant or working capital. When the depreciated property is retired and re- 
placed, it may be necessary to finance the replacement through the issuance 
of additional securities; but if the company has previously built up the total 
of its assets, through the reinvestment of its depreciation funds, there will be 
ample assets to justify the enlarged capitalization. The earnings on property 
acquired through the investment of the depreciation funds are merged with 
the general income of the corporation. 

The advantages of the straight-line method begin with its simplicity. The 
calculation of the depreciation charge is extremely simple, and the accounting 
work is free from complexities. When experience requires frequent revision 
of life estimates and depreciation provisions, the simplicity of the straight-line 
method is particularly apparent. The fundamental advantage, however, lies in 
the soundness of its assumptions: the recognition of depreciation as an expense, 
and the relatively liberal charges to operating expenses which permits a rapid 
accumulation of the reserve. The larger the reserve for depreciation, the greater 
the protection against losses associated with premature retirements resulting 
from functional depreciation.'^'^ 

The straight-line method has been criticized on several scores, (i) By those 
opposed to all reserve methods, the impossibility of absolutely accurate fore- 
casts of either the service life or the salvage value of long-lived equipment is 
stressed. It is, or course, true that absolute accuracy in such forecasts may not 
be expected, but since some provision for depreciation is an essential of sound 
finance, the objection is not convincing. It is interesting to note that the utili- 
ties most susceptible to the onsets of functional depreciation, the telephone 
companies, have been in the forefront of those using and supporting the re- 
serve methods of accounting for depreciation, (ii) It is also objected that the 
service capacity of equipment is not exhausted by equal annual sums. Again 
the criticism is strained, for the soundness of the straight-line, or any other 

In such a situation the depreciation allowance would presumably continue until full de- 
preciation for tliat group of assets has been charged into operating expense. 

There should, of course, be assurance that liberal provisions for depreciation w'ill not lead 
to inflation of the rate base. . 
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reserve, method is not dependent upon a coincidence between the annual loss 
in service capacity and the annual increment to the reserve; it is only necessary 
that, applying the law of averages, there shall be a suflicient reserve to cover 
the costs of retirement when retirement becomes necessary.^® (iii) The fixity 
of the annual appropriations for depreciation expense is a target for criticism 
on two scores: first, the earnings of the utility in the early developmental pe- 
riod may be inadequate to support large depreciation allowances and the at- 
tempt to make full provision may prevent the payment of dividends essential 
to the establishment of the company’s credit; and secondly, it is possible that 
even after the utility has reached maturity the short-term earnings may be 
insufficient to permit both the depreciation allow'ance and the continuance of 
established dividends, and in this situation it is said that directors should he 
free to waive provision for depreciation in years of lean earnings. This double 
argument for flexibility in depreciation provisions assumes an extreme of fore- 
sight in management, the ability to discern whether the inadequacy of earnings 
is temporary and whether there will be an opportunity to make good a defi- 
ciency in depreciation accumulations before retirements draw upon the reserve. 
It is significant that the more conservative and responsible the management, 
the less likely is a decision to skimp depreciation provisions even in periods of 
inadequate earnings, (iv) The straight-line method is criticized by the advo- 
cates of sinking-fund accounting for its failure to make allowance for the earn- 
ing power of the reserve. A later comparison will reveal that the costs to the 
consumer are the same under either the straight-line or the sinking-fund 
methods (assuming that the sinking fund is invested in the utility property), 
so that this objection is reduced to a question of accounting formality. 

(2) The sin\ing-jund method. Several of the assumptions on which sink- 
ing-fund accounting for depreciation is based are identical with those of the 
straight-line procedure: that current depreciation is an operating cost; that no 
cash outlay is required immediately; that commensurate provision in cash 
will ultimately be required for the service value of the plant retired; and that 
it is possible to forecast with reasonable accuracy the service life and salvage 
value of depreciable property. The sinking-fund method differs from the 
straight-line in two respects: the annual allowances credited to the deprecia- 
tion reserve are accumulated at compound interest throughout the service life 
of the property; hence the earnings on the assets represented by the deprecia- 
tion reserve are credited to the reserve instead of being unappropriated income 
for the corporation. In substance, the sinking-fund method assumes that the 
owners are not to be reimbursed for property consumed in service until the 
property is actually retired. 

The determination of the annual allowance for depreciation expense is more 
complicated than with the straight-line method. The annual charge is that 
sum which, at compound interest,^-’ will accumulate a fund equal to the service 

Mr. Justice Brandeis’s answer to a similar objection in the United Railways and Electric case 
deserves notice. (280 U.S. 234, 262-264.) 

The rate of interest .i,ssumed for sinking-fund purposes may be less than the fair return 
being earned by the utility. Such difference in interest rates, if it exi.sts, may be thought of as the 
remuneration to management for the administration of the depreciation funds. 
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value of the depreciable property when the date arrives for its retirement^” 

The administration of the reserve under the sinking-fund procedure may 
vary with the utility. If the utility has need for additional capital funds, the 
depreciation funds will presumably be invested in its property. The earnings 
on the leseive acciue as a credit to the reserve; hence it is not customary with 
sinking-fund accounting to deduct the accrued depreciation in determining 
the rate base.' ' If the utility has no need for additional capital, the depreciation 
funds may be invested in its securities or in readily marketable securities. 

The sinking-fund method possesses most of the advantages of the straight- 
line method; it lacks the extreme simplicity in the calculation of the deprecia- 
tion allowance and in the management of the reserve that characterizes the 
straight-line method. It is said that it possesses the further advantage of recog- 
nizing the earning power of money, but this is largely a matter of spreading 
the burden of depreciation dilTerently throughout the life of the depreciable 
property. 1 here are two real advantages inherent in sinking-fund accounting, 
in the early developmental year.s, the sinking-fund method* imposes a smaller 
burden on operating expenses. The .second advantage is associated with rate 


‘io The following formulae illu.stratc the sinking-fund metliod of computing depreciation 
charges. 

The symbols used are identical with those of the straight-line formulae, /«/r« at page 264. In 
addition, 

r = the rate at which the sinking-fund is compounded. 

The depreciation charge for each accounting period is 

(i -t Y)n - T 

Similarly, the accumulated credit to the Depreciation Reserve at the end of the /d“ period is 


[i'— ^ 

( I -1- /•) 71 - 
simply by 


rll 






The Fair Return is computed 
R = C i. 

Finally, the total for Depreciation, including interest, and for the Fair Return is 

The application of these formulae to the example in Tabic 30 may clarify the situation. 

By assumption, C = 1000, S = o, h = 10, = 5, f = 6%, and we shall also take f = 6 %. 

The annual depreciation charge is then computed: 

^ (1000-0) .06 _ 60 

(1.06)^^*- 1 .79084770 

The total of the accumulated credits to the Depreciation Reserve at die end of the fifth year is 

_ r (iooO"0) .0^ 1 1 (THlllizTi = r >0 .338^2558 

(i.o6i'>_i .0(5 .79084770^^ .06 _ 

In addition, during the fifth year, the Reserve is increased by a credit representing the interest 
earned (I) on the balance in the Reserve at the end of the fourth year. 

, , , r(tooo-o).o6 (i.o6)‘i-- 

U, = A,(.oG) = [r ,T ^ xToT~ ]r 


= I427.67. 


~] (.06) =3519.91 


'^(1.06)10-1 .06 

The Fair Return, uniform for each of the ten years of service life, is 
A’ = 1 000 (.06) = 3560.00. 

The sum of tlic Fair Return, the depreciation charge, and the interest accumulated for the fifth 
year is the total annual expense, 

(iooo-o).o6 ^(1000 - 0) .06 ^ (i.o6)'‘ - ’ 

Er, = iooo(.o6) + ~ ^ ^ 


.06 


-].o 6 = 35155-78 


For a discussion of the problems relative to die deduction of accrued depreciation, see Chapter 
XIll, Sec. 6. To anticipate the later di.scussion, it may be said that it is customary to deduct accrued 
depreciation in reaching the rate base, except when the sinking-fund method is followed, unless 
unusual circumstances make die deduction unfair to the company. 
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regulation; adherence to sinking-fund accounting relieves the commission of 
the necessity of determining accrued depreciation for deduction from the rate 
base. 

The disadvantages of the sinking-fund method are largely identical with 
those of the straight-line method. In comparison with the straight-line method, 
sinking-fund accounting is more complicated, and where revised predictions 
with respect to service life necessitate a recalculation and readjustment of the 
reserve, the operation is slightly more burdensome. Where functional depre- 
ciation causes premature retirements the slower accumulation of the sinking- 
fund reserve, especially for the longer-lived units, leaves a greater spread be- 
tween service value and accumulated reserve than would result with the 
straight-line method. 

(3) The annnity method. The annuity method is more complicated than 
the sinking-fund procedure. It rests on the same assumptions as the other re- 
serve methods: that depreciation is a cost; that a reserve equal to the service 
value of the depreciable property should be available at the time of retirement; 
and that it is possible to forecast service life and salvage value with sufficient 
accuracy to make prior provision for financing retirements. 

The annuity method is founded upon the assumption that the value of 
property is a function of its capacity to produce income. In the case of any 
property, its income consists of two elements: an amount equal to the loss in 
the value of the property attributable to the year’s operations, and a profit or 
fair return on the value of the property. The loss in the value is made the 
measure of the depreciation allowance, and consists in the loss of the capacity 
to produce income as of the retirement date. If a unit of property has a service 
life of 10 years, the first year must be charged with the loss of capacity to pro- 
duce income 10 years in the future; the second years, with the loss of capacity 
to produce income 9 years hence, and so on. Thus the allowance for depre- 
ciation becomes greater as the loss of income-producing capacity is more 
imminent. 

The application of the annuity method involves the determination of a 
uniform annual sum equal to the combined return and depreciation allowance 
for the property. The return element shrinks annually in proportion to the 
loss in value of the property; the difference between the total annual sum and 
the amount required to realize the appropriate return on the depreciated value 
of the property, is the depreciation allowance which is credited to the reserve. 
For a property having a cost of |i,ooo, a service life of 10 years, and no salvage 
value, assuming the fair return and the annuity rate both to be 6 per cent, the 
earnings should be I135.87 annually; in the first year, the fair return is |6o, 
and the depreciation charge, I75.87; in the second year, the return is $55.45 
[,06(1000-75.87)] and the depreciation charge, $80.42 [135-87-55.45], and 
so on.^- 

There are no differences between the sinking-fund and the annuity methods 

^2 xiie formula for the total annual expense is 
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that would make the latter significantly more, or less, advantageous than the 
former. On the theoretical level, it has been suggested that the assumption of 
the annuity method, that the value of property is derived from its earning 
capacity, is an assumption dangerous for regulatory authorities to accept. The 
added complexities of calculation make it less popular than the sinking-fund 
and straight-line methods. 

(4) A compariso?2 of the reserve methods of accounting for depreciation. 
The reserve methods of accounting for depreciation all proceed upon the as- 
sumption that it is possible to forecast with reasonable accuracy the future 
incidence of retirement costs, and that it is both possible and desirable to make 
provision in advance for the costs of retiring depreciable property. They differ 
in the methods of calculating the annual charge for depreciation expense, and 
in the rates of accumulation of the reserves. Under any of these methods it 
would presumably be desirable to administer the reserve funds in the same 
manner; that is, either to employ such funds for additions and improvements 
to the physical facilities of the company, to retire outstanding bonds, or to 
invest in readily marketable securities. What is not so readily apparent is that 
the total net cost to consumers and the total of the funds made available to 
investors should be identical under each of the three reserve methods. These 
relations can be brought out by reference to Table 30. 

The analysis of the results of the reserve methods of depreciation accounting 
begins with the assumption that the depreciable property has a service value of 
$1,000 (or that its cost is $1,000 and it had no salvage value) and a service life 
of 10 years. For simplicity, the interest rate on the sinking fund or annuity is 
assumed to be the same as the fair rate of return, 6 per cent. The second 
column {b) shows the value, or rate base, on which the fair return (g) is cal- 
culated, The amount of the depreciation expense (c) should be observed: it 
is uniform under the straight-line and sinking-fund methods, but under the 
annuity method it increases gradually through the life of the unit; the annual 
charge is greater under the straight-line than under the sinking-fund method; 
the total charges for depreciation expenses are $1,000 for either the straight- 
line or the annuity method, but amount to only I758.70 for the sinking-fund 
method. The difference in sinking-fund method is made up from the interest 
(d) credited to the accumulating depreciation reserve. 

When the depreciation reserves (e) are compared it is observed that each 
method accumulates $i,ooo, the service value of the depreciable property, and 
that this sum is available only at the end of 10 years. It is important to notice 
the rate at which the depreciation reserves accumulate under the three meth- 
ods. The rates of accumulation are identical for the sinking-fund and annuity 
methods, but both build up more slowly than the straight-line reserve. This 
discrepancy in the rates of accumulation may be highly significant if there is 
the possibility of premature retirements from functional factors — obsolescence, 
inadequacy, or changing regulatory requirements — and under the sinking- 
fund and annuity methods, the longer the service life the greater the possible 
deficiency in reserve. 

In considering the behavior of the fair return factor, it will be observed that 
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the fair return on the original investment (g) declines in proportion to the 
theoretical decline in the value of the depreciable property for the straight-line 
and annuity mediods, but that the return is undiminished if the sinking-fund 
accounting is used. This difference has already been explained; accrued depre- 
ciation is not deducted in determining the rate base when the sinking-fund 
method is used because the interest on the accumulating reserve is required to 
build up the reserve balance at the requisite rate (d). By contrast, the earnings 
of the reinvested depreciation reserve under the straight-line and annuity 
methods (h) are treated as a part of the fair return available for distribution 
as dividends, so that the total of the fair return (z) is |6o per year for all three 
methods. Likewise, the total of the charges for depreciation plus the fair 
return (/') are alike over the life of the depreciable property, aggregating 
$i,6oo. As in the case of the depreciation expenses, however, there is an im- 
portant difference in the distribution of this total income through succeeding 
years. The total of depreciation charge and return is uniform at |i6o for the 
straight-line method; but for the other two methods, the total increases from 
I135.87 in the first year to |i88.i8 in the tenth year. This difference may be 
significant for a utility which is just beginning business and experiencing dif- 
ficulty in earning a satisfactory income. If this difficulty of the early years can 
be overcome, there are good reasons for preferring the straight-line method. 

(5) The transition to reserve accounting. The present tendency of regula- 
tory authorities is to favor the adoption of reserve accounting for depreciation 
in place of the renewal and retirement accounting generally followed in the 
past by other than telephone companies. The adoption of reserve accounting by 
a mature utility will not result in the accumulation of a depreciation reserve 
equivalent to the accrued depreciation present in its properties unless the 
annual depreciation charges are thereafter in excess of the sum that would 
be required to cover the depreciation costs currently accruing. To approve this 
enhanced accrual rate would impose on present consumers a part of the costs 
of the service to an earlier body of consumers and would be to that extent 
discriminatory and undesirable. If the utility has accumulated a sufficient 
earned surplus, it may be possible to establish a reserve commensurate with 
the then accrued depreciation through a charge against the surplus and a cor- 
responding credit to the reserve for depreciation. If no such surplus is available, 
it may be possible to create a capital surplus through a reduction in the stated 
value of the outstanding stock, though this procedure might appear too drastic 
if the utility had been conservatively managed in the past. A third alternative 
which shifts most of the burden of creating the reserve to the stockholders is 
to require that the deficiency in the reserve be made good gradually through 
appropriations from net earnings otherwise available for the payment of div- 
idends. Finally, it would be possible to prescribe reserve accounting for depre- 
ciation without attempting to make good the deficiency in the reserve except 
to the extent that future excess earnings permitted additional appropriations 
to the reserve. 

Other methods of accounting for depreciation. Many utilities have opposed 
the use of the reserve methods of accounting for depreciation, preferring the 
greater managerial freedom to be found in certain substitute procedures. Only 
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three of these alternatives will be considered: the renewal method, the retire- 
ment-expense method, and the amortization-o£-debt method. 

(1) The renewal method. The renewal method operates without the use 
of a reserve. Whenever an existing unit of property is replaced, the cost of the 
replacement is charged to current operating expenses. If property is retired 
without replacement, there is the possibility that its cost may continue undis- 
turbed in the asset accounts of the company. 

The renewal method has been popular with the steam railroads in the past, 
and is still widely used for road accounts (ties, rail, et cetera). This is a 
permissible method of handling retirements only where the depreciable prop- 
erty consists of a multitude of practically homogeneous units, each relatively 
inexpensive. Under such conditions, it is said that the renewal method possesses 
distinct advantages. Since such properties tend to develop a relatively uniform 
rate of retirement, it is not unreasonable to treat replacement expense as a re- 
curring operating expense, and there is no necessity for the accumulation of 
unnecessary depreciation reserves. Since it is usually possible to time replace- 
ments for the years of good earnings, it allows management a measure of 
flexibility in the administration of corporate income. 

There are several disadvantages and dangers inherent in the renewal method, 
especially when applied to properties not composed of many relatively small 
units or when retirements are not reasonably constant from one year to an- 
other. From the accountant’s point of view, the renewal method results in an 
improper allocation of costs as between different accounting periods, over- 
looking the costs of depreciation when it is not convenient to make replace- 
ments. It is also conducive to erratic fluctuations in operating expenses, result- 
ing in overstating net income in poor years and understating it in good years. 
Similarly, it may be noted that when the replacement costs are either more 
or less than the unit of property retired, the asset accounts no longer accurately 
record the cost of the property in use. A related objection is that replacements 
may not be in kind. Under such circumstances, the users of the service are 
required to supply part of the capital with which the utility operates, and of 
course, to pay a return on that capital. The most serious practical objection is 
the probability that the company will find itself without sufficient funds at a 
time when replacements are urgently needed. Adherence to the renewal 
method exposes the company to an unfavorable decision with respect to its 
rate base if it should ever appeal to the courts from a commission rate order 

(2) The retirement-expense method. The retirement-expense method of 
handling depreciation has been popular with those who have objected to re- 
serve accounting. The basic assumption on which the advocates of retirement- 
expense accounting rest their case is that no depreciation exists in a well- 
maintained and efficiently operating property. They look to the going concern, 

43 Prior to the Interstate Commerce Commission’s requirement of depreciation reserve account- 
ing for equipment, it was customary for the railroads to handle equipment replacements on a 
renewal basis. 

The Supreme Court has held that accrued depreciation should be deducted in determining 
the rate base; hence a failure to build up assets equivalent to the accruing depreciation may lead 
to a permanent impairment in the rate base of the company. The courts do not inquire into the 
reasons for the inadequacy of the depreciation reserve. See Chapter XIII, Sec. 6 
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not to the individual units of depreciable property, and if there is no deferred 
maintenance — that is, if it would not be economically desirable to make ex- 
penditures for replacements and repairs— they contend that the plant is unde- 
preciated for operating purposes. Retirement-expense accounting has been 
widely used by electric and gas utilities, and was approved by an early sys- 
tem of accounts adopted by many of the state commissions. 

Though there is no uniformity in the application of the retirement-expense 
procedure, this accounting for depreciation may be described in general terms. 
The charges for retirernent expense and the appropriations from surplus are 
treated as matters of executive, rather than accounting, responsibility; that is, 
the charges for retirement expenses and the appropriations from earned surplus 
or surplus earnings to the retirement reserve are matters of policy to be de- 
termined by the management. The function of the retirement reserve is lim- 
ited to equalizing fluctuations in annual retirement costs, and no attempt is 
made to accumulate a reserve equal to the accrued depreciation. The reserve is 
built up in years when retirement costs are light or when earnings are large; 
in years when earnings are small, there may be no provision at all either for 
retirement expenses or retirement reserves; and in years when retirement 
costs are high, a part of the expenditures may be covered by the current charges 
to retirement expenses and a part may be charged against the retirement- 
reserve account. It is generally thought that a retirement reserve of lo to 20 
per cent of the investment in depreciable property is sufficient. 

Those who advocate retirement-expense accounting claim many advantages 
for this procedure. It is contended that the reserve methods accumulate sums 
far in excess of any that will ever be used in financing depreciation. If not 
burdened with unnecessary reserve requirements, the company, it is said, is 
in a better position to seek an enlarged market through promotional rates, thus 
benefiting consumers. It is also argued that the company, being relieved of 
rigid depreciation requirements, can adopt a more intelligent policy in the 
administration of income, establishing and maintaining a stable dividend pol- 
icy without awaiting the accumulation of a large surplus. Much of the case 
for retirement-expense accounting rests upon an alleged weakness of the re- 
serve methods: it is asserted, with abundant illustrations, that it is impossible 
to predict accurately either the service life or the salvage value of depreciable 
property, and it is claimed as an advantage of the retirement-expense method 
that it avoids the necessity for such fallacious and inaccurate forecasts.'^^ From 
the consumers’ point of view it should be noted that retirement accounting 
results temporarily in smaller average charges for depreciation, especially for 
an expanding utility. 

There are what appear to be serious objections to the reliance upon retire- 
ment-expense accounting, (i) Its basic fallacy is ignoring the inescapable fact 
that depreciation is an operating expense, accruing irrespective of corporate 
earnings and the exigencies of financial policy, (ii) The experience of many 
utilities has demomstrated that the replacement costs do not in fact exhibit 

The case for retirement accounting has been effectively presented by Nash, The Economics 
of Public Utilities, pp. 75-90. 
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that uniformity which is so often assumed by advocates of retirement-expense 
accounting. The reserve methods provide much better insurance against un- 
usual concentrations of replacement costs, (iii) The retirement-expense pro- 
cedure must result in an inequitable distribution of depreciation costs among 
consumers of different periods. In contrast, reserve depreciation attempts to 
allocate as accurately as practicable the costs of retirement to the consumers 
who benefit from the use of the depreciating property, (iv) The adoption of 
retirement accounting provides both the temptation and the opportunity for 
management to engage in manipulation of earnings. Although there is no 
reason why management should not make use of the same life tables and ad- 
here to the same policies that the accountants use in estimating depreciation 
according to the reserve methods, the fact is that retirement provisions are 
frequently manipulated to give a false appearance of stability to the earnings 
of the corporation, (v) The postponement of recognition of losses from depre- 
ciation may be extremely dangerous for the company. A failure to make ade- 
quate provision for depreciation through the accumulation of sufficient re- 
serves exposes the company and its consuming public to the possibility of a 
deterioration of service and an impairment of credit which might increase 
the cost of capital to the utility, (vi) Finally, the failure of the retirement- 
expense method to provide a reserve equivalent to the accrued depreciation 
exposes the company to the danger of an adverse finding tvith respect to the 
fair value of its property, if it should be necessary to seek a review of a com- 
mission rate order in the federal courts. 

(3) The retirement-oj-debt method. In the discussion of the reserve methods 
of providing for depreciation it was pointed out that depreciation funds are 
commonly invested in additions ancl improvements to the property of the 
company, and that in such circumstances it is customary for the company 
to issue new securities “to reimburse the corporate treasury” when replace- 
ments are to be financed. There is no reason why this plan may not be 
applied in reverse; that is, the corporation may retire its outstanding debt 
(or even some of its preferred stocks if it has no debt) as an offset to accruing 
depreciation and then reissue securities to finance replacements. This pro- 
cedure would provide the company with the funds requisite for replacements 
and also avoid any overcapitalization, since the outstanding securities would 
never exceed the value of the corporate assets. 

The practical operation of retirement-of-debt plan may be studied in 
the operations of municipal and other publicly owned utilities. It is customary 
for public enterprises to follow a vigorous policy of debt retirement; and if the 
debt retirements keep pace with the accruing of depreciation, there is no neces- 
sity to make additional provision for retirements and replacements. Some 
publicly owned utilities are so successful that they have not only retired out- 
standing obligations and provided for capital expansion out of earnings, but 
they have also accumulated large depreciation reserves. 

(4) Amortization. Amortization is a procedure whereby the costs of assets 
are retained in the accounts, presumably earning a return, until they have been' 
“written off” by debits (additions) to operating expenses and deductions from 
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(credits to) the asset accounts. As applied to depreciation accounting, it is a 
method o£ charging the capital cost of an asset to operating expenses after the 
service life of the asset has terminated. 

The amortization method might be presented as the logical extreme for 
those who protest against the uncertainties of predicting the service life and 
salvage value of depreciable assets. The charges for the exhaustion of the asset 
are delayed until there is absolute certainty with respect to such costs. How- 
ever, the amortization procedure is seldom adopted deliberately. The resort 
to amortization is usually forced by the inadequacy of the depreciation reserve 
to carry the costs of retirements. Rather than deduct the full cost of the re- 
tired asset from the capital accounts when the reserve is insufficient, which 
might show an impairment in the capital of the corporation, the undepreciated 
balance of the asset account is either continued in the asset account or it is car- 
ried as a “suspense item” on the asset side of the balance sheet. Thereafter the 
undepreciated balance of the asset is charged to operating expenses (or amor- 
tized) as the earnings of the corporation permit. Amortization may be justi- 
fied when the retirement of the property was unforeseen or when the earnings 
of the corporation were insufficient to permit the establishment of adequate 
reserves. For the most part, however, regulatory authorities look with disfavor 
on continuing the charges for an asset that is no longer in use, and a heavy 
burden of proof rests on the company to defend the amortization of the un- 
depreciated balance of retired property. 

The disadvantages and dangers of the amortization method can be presented 
quite briefly. Amortization results in an inequitable distribution of the costs 
of depreciation, placing on consumers of a later period the cost of capital used 
in serving an earlier body of consumers."^*^ There is always the possibility that 
the future earnings of the company may be insufficient to amortize past capital 
losses and still provide a reasonable return on capital currently employed. The 
financing of replacements by new security issues will result in a discrepancy 
between the value of the company’s assets and its capitalization, a discrepancy 
which may impair its credit. The ultimate outcome may be losses to investors 
and deterioration of service for consumers. Amortization is in no sense a 
satisfactory way of meeting the regular costs of depreciation. 

Revisions and “Write-ups.” A very perplexing problem of accounting con- 
trol survives as the by-product of the holding-company finance of the 1920’s. 
Many operating companies, as well as the holding companies, still record asset 
valuations based on the prices at which properties and securities were acquired 
as part of the empire-building of the holding companies or which were written 
into the accounts as the result of an appraisal of operating-company prop- 
erties on the basis of the reproduction costs of the 1920’s. The manner in 
which these “write-ups” occurred and their effects on consumers and investors 
have been described as part of the story of the holding company 

Write-ups present the following problems: Shall utility corporations be re- 

Utilities have sometimes argued that, where the premature retirement of property has re- 
sulted in the introduction of more efficient and less costly methods, it is appropriate to recover 
the costs of amortization from subsequent earnings. See Pacific Gas & Electric Co. v. San Francisco, 
265 U.S. 403, 407-410 (1924). 

47 Chapter rV. 
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quired to correct their books to eliminate the write-ups that recorded existing 
assets at a sum greater than their original cost when first devoted to utility 
service ? What efiects shall such reappraisals have on other aspects of regula- 
tion — the control of rates, securities issues, et cetera ? 

The uniform system of accounts promulgated by the Federal Power Com- 
mission and the Federal Communications Commission have sought to secure 
a statement of all utility assets at their original cost, which is defined as the 
cost at the time the assets were first devoted to the public service. Though the 
mere adoption of such accounting rules does not determine the status of 
write-ups, it does permit a clear analysis of the problem with respect to the 
particular utility. It is highly desirable that the state commissions should fol- 
low this lead in securing a restatement of the capital accounts to reflect orig- 
inal cost. When, in the normal course of regulation, instances of write-ups 
have come to the attention of regulatory authorities, the companies have some- 
times been ordered to make corrections.'*® Certainly such corrective measures 
may be required before permission is granted for further increases in cap- 
italization. 

It is impossible to generalize as to the significance of write-ups on other than 
the accounting phases of regulation. In one instance where the individual 
members of the Securities and Exchange Commission had occasion to discuss 
the problem, write-ups of $7,000,000 having been found in a total capitalization 
of $21,000,000, the tenor of their opinions was that write-ups should not be- 
come the basis for security issues."*® The reorganizations under Section ii of 
the Holding Company Act of 1935 offer an opportunity to reverse these write- 
ups in the accounts of the holding companies, and many of the plans which 
holding companies have submitted in partial compliance with that require- 
ment have eliminated some of the write-ups. At the moment, the more serious 
problem centers in the correction of the accounts of the operating companies. 

Non-utility and Multiple-Utility Activities. Many operating utilities en- 
gage in activities which are not, properly speaking, a regular part of their utility 
service. In some instances, these activities are associated with the wider de- 
velopment of the market, as in the sale of appliances and merchandise to con- 
sumers, or the activity may pertain to the improvement of the service and par- 
take of the character of research and experimentation; in other instances, the 
activity may be quite unrelated to the regular conduct of the utility, as when a 
company engages in real-estate or industrial operations. 

The function of accounting control, where a utility engages in several activ- 
ities, is to secure the most accurate segregation possible of both the capital and 
income accounts for each activity. Each activity should be distinct, without 
support or burden from the other activities. It is especially important that 
utility consumers shall not be asked to carry part of the costs of less profitable 
or more speculative ventures. The segregation costs should be carried to the 
point of providing a breakdown for all joint costs, as rent, interest, and execu- 

'Nevada, C. &■ O. Teleg. & Teleph. Co.. P.U.R., 1929D, 43 (Cal., 1929); Re Vincennes 
Water Supply Co., No. 9036, April *20, 1928 (Ind.); Re Wisconsin Fuel & Light Co., P.U.R. 1927D, 
748 (Wis., 1927). . 

Central Illinois Electric & Gas Co., 5 S.E.C. 115 (1939) • 
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tive officers’ salaries. As a matter of public policy, the utility should probably 
he under a heavy burden of proof to justify entry into businesses other than its 
principal public service, and if accurate allocation of costs is not possible it 
may be the part of wisdom to forbid non-utility activities to public service 
companies. 

The Continuous-Inventory Plan. The continuous-inventory plan is the 
adaptation of accounting and engineering techniques to the valuation process 
in rate regulation. An unanswerable criticism of public utility regulation has 
been its excessively time-consuming and costly valuations causing rate cases to 
extend over months and even years. The virtue of this plan lies in making 
continuously available the so-called valuation elements — original cost, repro- 
duction cost, accrued depreciation, and other data essential to the determina- 
tion of the fair-value rate base — so that proceedings involving the level of utility 
charges may be promptly completed. 

The popularization of the continuous-inventory idea is largely due to its 
practicality as demonstrated by the experience of the Interstate Commerce 
Commission. On the basis of its preliminary work in this direction, the Com- 
mission, in the petition for a 15 per cent increase in freight rates in 1931, was 
able within a period of six weeks to prepare and present all of the studies, 
records, and data necessary for the consideration of the value of the railroads 
as a whole and by recognized rate-making groups.'"’® The increasing pressure 
for the more expeditious disposition of rate cases has caused state authorities 
to explore the possibilities of the method, and New York and Wisconsin have 
been among the leaders in adopting the technique.''*^ 

The basic principles of the continuous-inventory plan are not new, nor are 
they original with the utility industries. The practice has long been common- 
place in the inventory accounting of industrial and commercial enterprises. 
In the utility industry, the adoption of similar methods was delayed by the 
complexity of the fixed capital records and the high costs of installing and 
maintaining such a system. Its practical use by utilities depends upon the 
classification of fixed assets, especially those of relatively minor importance in 
influencing the final result, in such a way as to economize time and expense.®^ 
Flexibility in the adaptation of the plan to the requirements of the individual 
corporation is also essential to a satisfactory program. 

It is the objective of the plan to supply the commission and management 
with data with respect to the “valuation elements,” The contemporary prin- 
ciples of rate regulation call for information as to (i) the original or historical 
cost of the properties. (2) the cost of the properties to the present utility owner, 
(3) the cost of reproduction as of the date of inquiry, (4) the accrued deprecia- 
tion, and (5) the working capital of the corporation. Proof of the existence of 
property and of its use in the public service must also be presented. 

The administration of the plan involves five operations, each of which pre- 

46 Ann. Rep. I.C.C. 90 (1932). See also 50 Ann. Rep. I.C.C. 103 (1936). 

New York, PtiMic Service Law, Chap. 287, Sec. 114 (Laws of 1934). Ayres, “The Wisconsin 
Commission’s Continuous Inventory Plan.” Public Utilities Fortnightly, 13:755-761; 14:20-27 
(1934). The Wisconsin plan was inaugurated in June, 1933. 

It has been estimated that the Wisconsin plan would entail a cost of $2 to $4.50 per thousand 
dollars of gross additions and retirements. (Ayres, op. crL, p. 758.) 


ACCOUNTING AND ITS REGULATION 279 

sents its characteristic problems, (i) The development of the haAc inventory 
is the first step in the establishment of the plan. The inventory may be pre- 
pared specifically for the inauguration of the plan or inventories developed in 
conjunction with previous valuations may be revised. 

The first operation in the preparation of the inventory involves the choice 
of the units for recording the property. The inventory should conform to the 
Uniform Classification of Accounts. The units in which the property is re- 
ported will be determined by their appropriateness for the recording of addi- 
tions and retirements and for pricing; wherever possible it is desirable that 
the units for recording retirements and the units for pricing should be identical. 
The choice of the units for the inventory will be determined by the degree of 
detail to be observed in the administration of the continuous-inventory plan. 
A substantial measure of detail is justifiable where errors with respect to certain 
categories of property would have significant effects upon the validity of the 
final valuation figures; on the other hand, refinements in detail may reasonably 
be foregone where any resulting error is insignificant. 

(2) The basic inventory is supplemented by plant measurement records. 
These records provide proof of the existence of the property. It is the purpose 
of these records to supply all the descriptive information that is required, 
including the detailed engineering specifications and cost records. 

(3) Original-cost records are uniformly adopted as the basis for the continu- 
ous-inventory plan. If the original-cost figures are not available, historical-cost 
estimates may be substituted. As the plan becomes more mature, the process of 
retirements and replacements will supply an increasingly reliable record of the 
actual original cost of the property in use. Although in its original valuation 
work it was often unable to determine the actual cost of railroad properties, 
the Interstate Commerce Commission reported in 1933 accurate original- 
cost figures were then available for 70 per cent of the railroad properties. 
The more recent uniform systems of account provide that original cost shall 
be recorded in terms of cost to the owner who first devoted the property to 
the public service, but provision is also made for recording the original cost 
to the present utility owner. 

(4) The integrity of the plan is dependent upon careful records of retire- 
ments, replacements, and additions. Retirements should be accounted for on 
the basis of the cost figures at which the assets are recorded in the capital 
accounts, but where an account is composed of a multiplicity of small units 
so that the identity of the individual unit cannot be preserved without excessive 
expense it is permissible to use average costs or some similar short-cut device. 
For all important units of property, the actual cost of each particular unit will 
be known and used. 

(5) The pricing operation is necessary because the present-value method is 
thought to require the consideration of reproduction cost. The reproduction- 
cost estimate is determined by the application of appropriate index numbers 
to the basic inventory which is recorded in terms of original cost. As the 
method is usually applied, the index numbers are developed with specific 
reference to the experience of that particular type of utility in that section of 

47 Ann. Rep. I.C.C. 73 (1933). 
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the country, and may even be based upon the actual cost experience of the 
company whose rate base is being determined. 

Some fifteen states now require utilities to maintain “continuing property 
records.” The legality of the method has yet to be tested in the highest federal 
court, but in a skirmish in the New York courts a challenge to a commission 
order prescribing continuous-inventory accounting was rejected.''''* 

Only a tentative judgment may be pronounced on the continuous-inventory 
plan until fuller experience has demonstrated whether it will fulfill the proph- 
ecy of its proponents. If satisfactory administrative procedures are evolved, 
it is probable that the usually expensive and contentious valuations will be 
unnecessary in fixing a rate base. And certainly the procedure for establishing 
rates will be rendered more definite and efficient. To the consumers and reg- 
ulatory authorities the plan holds out the possibility of adjusting rates promptly 
to changing conditions, the promise of a quicker disposition of rate cases, and 
a reduction in the costs of regulation. To the companies the same advantages 
are significant, and with the reduction in the amount of rate litigation the 
companies may hope to benefit from the evaporation of the suspicion and dis- 
trust with which the utility companies are so often regarded. 

Budget Control. The preparation of budgets for both operations and con- 
struction has become an increasingly important instrument of managerial 
control by all corporations. Advanced planning with respect to operations and 
construction is more important for utility companies than for other businesses, 
since the utility is under obligation to furnish adequate service at all times. 
Yet the construction of additional capacity often requires months or even 
years, and the capital funds for additions and improvements can seldom be 
drawn from earnings, but require the sale of new securities to the public. The 
preparation of the utility’s budgets is based thus upon a forecast of the demands 
for the utility’s product or service, the drawing of plans for addition and im- 
provements and estimates of their costs, and the preparation of financing plans. 

The preparation of construction budgets offers an exceptional opportunity 
for increasing the effectiveness of commission control over expansion and 
capitalization without imposing on the utility companies enlarged expenses 
in complying with regulatory requirements. It is, therefore, highly advisable 
to call upon utility companies to furnish the commission with construction 
and financing budgets for not less than a year in advance. If any utilities are not 
already preparing such hudgets, this requirement will work an improvement 
in their management by assuring that such fundamentally important matters 
will be planned and considered in advance. 

The preparation and submission of an operations budget would supply an- 
other instrument for increasing the effectiveness of regulation. The annual 
budget of income and expenditures would list the estimates of income from 
various categories of service, the requirements with respect to taxes, deprecia- 
tion, interest, and dividends, and the details with respect to operating expenses. 
Such budget estimates would make commission regulation of operating ex- 
penses really effective, since supervision might come before, rather than after, 

®*]V.y. Edison Co. v. Maltbie, 2^4 App. Div. 685, 693, 281 N.Y. Supp. 223, 232 (1935); 
affirmed 271 N.Y. 103 (1936). 
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*e utility has made the expenditure. Under a statutory provision of 19,, 
Oregon has pioneered with the requirement of an annual budget filed on 
November i for the calendar year beginning with January i == 

Cost Finding One of the ultimate objectives of accounting control is the 
more accurate determination of the costs at which particular services are 
rendered. In the past, utility accounting systems have been designed to do 
little more than supply the facts with respect to the overall costs of operation; 
they have not attempted the refinements requisite for more precise cost findinv. 
Though the accounting classifications that have been more recently promul- 
gated require more detail, they also may be criticized for failing to maximize 
the opportunities to gain additional information with regard to the costs of 
different services. 


Oregon, Lams of 1933, Chap. 441. See also Re Pacific Tel. & Tel Co 2 
(Or., 1933). New Jersey and Washington also require die advance submission 


P.U.R. (N.S.) 384 
of budgets. 
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RATE REGULATION 

I. INTRODUCTION 

Rate regulation, or the authoritative control of the prices charged by public 
utilities, is the central problem and ultimate objective of all utility control. 
The prescription and supervision of accounts, the control of capitalization and 
security issues, the regulation of holding companies and intercorporate rela- 
tions, have all been added to the responsibilities of the modern commission 
in order to render its control of rates more effective. Many regulations relating 
to service — the specification of service standards, the issuance of certificates of 
convenience and necessity, control of extensions and abandonments — are de- 
signed either to assure that the public receives service comparable to the price 
paid or to prevent the utility from pursuing policies w^hich might impair its 
ability to maintain adequate service at a reasonable price. 

The term “rate” or “rates” is used in a comprehensive sense to denote any 
price or charge, measured in terms of some specified unit or standard, for a 
commodity or service supplied to the public by a public service corporation. 
The process of rate regulation begins with a definition of the unit or standard 
in terms of which the good or service is to be sold, imposes certain formalities 
upon the company in quoting the prices for its services, and specifies the cir- 
cumstances under which designated public authorities are required to ap- 
prove or to modify the rates of companies subject to their jurisdiction. The 
immediate objectives of rate regulation are twofold: to assure that the gen- 
eral level of charges and the charges for each category of service are “reason- 
able,” and to eliminate and prevent any discrimination between different 
classes of consumers. While ultimate responsibility and authority for the reg- 
ulation of public utilities rests with the legislative branches of the state and 
federal governments, courts, commissions, and municipal agencies all par- 
ticipate actively in the tasks of rate regulation, though the bulk of the work is 
done by state and federal commissions. 

The demand for rate regulation arises from the nature of the relations be- 
tween consumers and the utility corporation. The absence of competition 
places the consumer at a disadvantage which he does not encounter in nor- 
mal business transactions where he is free to give or withhold his patronage 
according to his satisfaction with the price and quality of the good or service 
offered. Nor can the situation be improved by a restoration of competition. 
As experience has amply demonstrated, competition in the rendition of utility 
services usually results in economically wasteful duplication of capital facil- 
ities, temporary price cutting and impairment' of service, and finally, financial 
failure, restrictive agreements or combination and merger, followed by high 
rates to recoup earlier losses. 

The dissatisfaction of the consumer with high rates and poor service is not 
the gravest of the evils to be expected from either unregulated competition or 
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monopoly in the utility field. The undue restriction of the market for utility 
services, a consequence either of unnecessarily high prices or of a failure of 
the corporation to extend the physical facilities needed to bring the service to 
more people, may cause the whole community to suffer a deterioration in 
standards of health and of social and economic welfare. Poor sanitary condi- 
tions, insufficiency of heat and light, a lack of refrigeration, inadequate trans- 
portation facilities causing crowded slums— all of these conditions represent 
costs to the community in terms of increases in disease and poor health, of 
lowered efficiency of workers, and of a stimulation to lawlessness and disorder. 

Rate regulation in terms of preventing excessive charges or limitations on 
the availability of the service does not embrace the whole case for a regulation 
of utility charges. Equally important to the business community is the as- 
surance that there shall be no undue discrimination in charges of service. 

Finally, there are situations where the regulation of the minimum charges 
may be essential. Thus where two or more corporations are serving the same 
community, price competition between them may assume a destructive char- 
acter, leading to a dissipation of the investors’ properties and an impairment 
in service. 

Rate regulation involves a dual problem: (i) there is the control of the 
total income derived by the utility from all its service, and (ii) there is the 
question of the extent to which each customer or class of customers should con- 
tribute to this total income. The first is the problem of the general level of 
charges or the “fair return,” and is the subject of this chapter. The second is 
the problem of rate structures, and will be considered in Chapter X. 

2. LEGAL BASIS FOR RATE REGULATION 

The Police Power. The legal foundation for the regulation of the rates or 
charges of public service corporations and other “businesses affected with a 
public interest” is inherent in the power of sovereign governments.^ Except 
for the federal government, a government of limited and enumerated powers, 
the existence of such power is not dependent upon any specific grant in the 
constitution of the state, but is a part of that undefined residue of sovereign 
authority commonly referred to as the “police power.” 

Utility regulation is a function of the legislative branch of the government. 
It is commonly exercised both directly by the legislature through the enact- 
ment of specific statutory requirements, and indirectly through delegation 
of authority to some subordinate branch of the government, as to a municipal 
council or a regulatory commission. This power to regulate has been recog- 
nized in every leading case that has come before the courts since 1877.“ 

^ Chapter I. 

^Mtmn V. Illinois, 94 U.S. 113 (1877); Chicago, B. & Q. R. Co. v. Iowa, 94 U.S. 155 (1877); 
Fieli V. Chicago & N. W. R, Co., 94 U.S. 164 (1877); Spring Valley Water Works v. Schottler, 
no U.S. 347 (1884); Stone v. Farmers’ Loan & Trust Co., 116 U.S. 307 (1886); Dow v. Beidel- 
man, 125 U.S. 680 (1888); Georgia R. & Banking Co. \. Smith, 128 U.S. 174 (1888); Chicago & 
G.T.R. Co. V. Wellman, 143 U.S. 339 (1892); Budd v. New York, i43 U.S. 517 (1892); Brow v. 
N.D.,T^S U.S. 391 (1894); Covington & L. T. Rd. v. Sandford, 164 U.S. 578 (1896); Smyth 
V. Ames, 169 U.S. 466 (1898); Lake Shore & M. S. R. Co. v. Smith, 173 U.S. 684 (1899); German 
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Freedom in choice of form of regulation. In general, it may be said that 
where the power to regulate exists, the legislature is free to adopt whatever 
form of regulation appears appropriate to remedy the evils encountered. In 
the light of recent pronouncements of the Supreme Court, it would seem that 
the implications of certain earlier decisions — to the effect that the regulation 
of the price charged for a good or service was a more serious interference with 
the rights of property than other forms of regulation and would be permitted 
only for businesses “affected with a public interest” ^ — have been superseded. 
This at least would seem to be the force of Mr. Justice Roberts’s opinion in 
upholding the constitutionality of the New York Milk Law, in 1934.^^ 

The State Legislature’s Power. Rate regulation is generally considered 
a legislative function, whether undertaken by the legislature directly or by 
some subordinate body, for it involves the making of rules and regulations to 
govern the future conduct of the utility.^ 

The legislative character of rate regulation has been uniformly recognized 
by the courts in decisions denying that the judiciary possessed the power to 
establish rates and holding that the courts might interfere with rates estab- 
lished under legislative authority only when the legislature had acted beyond 
its jurisdiction, or had violated rights protected by the Constitution.® 

Limitations on state legislature’s power. The power of the legislature in the 
regulation of the rates and charges of utility corporations is subject to limita- 
tions of both an economic and a legal character. So long as utility service is 
supplied by private corporations whose ability to serve is dependent upon addi- 
tional investments by individuals, both the industry and the regulatory au- 
thorities are limited by the necessity of maintaining a satisfactory investment 
standing for utility securities. Likewise, to enlist the requisite skills and abil- 
ities, the industry must be in a position to pay salaries that render employment 
therein at least as attractive as employment in other undertakings. While these 
economic limitations are frequently overlooked, they are more inexorable than 


Alliance Ins. Co. v. Kansas, 233 U.S. 389 (1914); Nebbia v. Netv York., 291 U.S. 502 (1934); 
Townsend v. Yoemans, 301 U.S. 441 (1937); Olsen v. Nebraska, 313 U.S. 236 (1941). 

2 Tyson & Brother v. Banton, 273 U.S. 418 (1927); Ribnik v. McBride, 277 U.S. 350 (1928); 
Williams v. Standard Oil Co., 278 U.S. 235 (1929). 

^Nebbia v. New York, 291 U.S. 502, 531, 532, 539 (1934). 

® Some writers have urged that rate regulation by a public service commission under delegated 
authority from the legislature be regarded as an “administrative” or “ministerial” function. Some- 
what more useful is the suggestive distinction between rate regulation as a legislative function 
when a governmental agency is given power to fix and determine rates without the necessity 
of securing the concurrence of the utility, and rate regulation as a contractual function when it 
is one of the conditions of a franchise granted by a municipality or other political subdivision. 

When regulation is concerned with the reasonableness of past rates, as when the Interstate 
Commerce Commission seeks to determine whether reparation should be awarded for excessive 
rates collected in the past, the regulation is of a judicial character; but when the Commission turns 
to the establishment of rates for the future it is functioning in a legislative capacity. Baer Bros. 
Mercantile Co. v. Denver S' R. G. R. Co., 233 U.S. 479 (1914); Great Northern Ry. Co. v. Mer- 
chants Elevator Co., 259 U.S. 285 (1922); Arizona Grocery Co. v. Atchison, T. & S. F. Ry. Co., 
284 U.S. 370 (1932). 

^ Smyth V. Ames, 169 U.S. 466 (1898); San Diego Land &• Town Co. v. Jasper, 189 U.S. 439 
(1903); Stanislaus County v. San Joaquin & King's River Co., 192 U.S. 201 (1904); Knoxville v. 
Knoxville Water Co., 212 U.S. i (1909); Willcox v. Consolidated Gas Co., 212 U.S. 19 (1909); 
Minnesota Rate Cases, 230 U.S. 352 (1913); Pacific Gas Gr E. Co. v. San Francisco, 265 U.S. 403 
(1924). 
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legal and constitutional restrictions, and no escape from them exists so long 
as the industry continues in private ownership. 

The legal limitations on the powers of the legislatures have attracted more 
attention than the economic. The limitations on the powers of commissions, 
courts, and municipalities will be considered when their respective functions 
in the regulation of utility rates are discussed. For the moment, the analysis 
is confined to the powers of the state legislatures. In the exceedingly broad 
terms of the Supreme Court’s decision in Nehbia v. Neu/ Yor{, “a state is free 
to adopt whatever economic policy may reasonably be deemed to promote 
public welfare, and to enforce that policy by legislation adapted to its pur- 
pose.” But this apparent freedom of action is limited by the powers which 
reside in the federal government. First, the states may do nothing which will 
interfere with the powers conferred upon the federal government. Secondly, 
the constitution itself forbids many activities to the states; e.g., treaties with 
foreign countries, the passage of ex post facto laws, or the impairment of 
the obligations of contract. And finally, the courts have so interpreted the 
Fourteenth Amendment as to impose limitations in the name of preventing the 
state from depriving “any person of life, liberty, or property, without due 
process of law” or from denying “to any person . . . the equal protection of 
the laws.” Similar limitations are also imposed by most of the state constitu- 
tions. Each of these limitations merits brief description. 

(1) Among the first group of limitations it is only the exclusive jurisdiction 
of the federal government over interstate and foreign commerce that consti- 
tutes any serious interference with the regulatory functions of the states. Thus 
the regulation of the steam railroad has passed largely into the hands of fed- 
eral agencies, and a similar tendency is manifest with respect to highway 
carriers. From its inception, the radio industry has been subject solely to 
federal jurisdiction. And the development of the holding-company system in 
the telephone, electric, and gas industries has seriously hampered the efficiency 
of state control and has resulted in federal legislation. 

(2) Of the activities forbidden to the states by the federal constitution, the 
prohibitions against ex post facto laws and the impairment of the obligations 
of contract have most frequently been cited to challenge regulation by the 
states. Under a wide variety of circumstances, businesses placed under state 
control have sought an immunity from control in the plea that the particular 
regulations “impaired the obligations of contract” as embodied in corporate 
charters, franchises, and contracts generally. The charter of a corporation is 
a contract between the state and those who form the corporation, and comes 
within the protection of the constitutional prohibition against impairing the 
obligations of contracts.^ It should be noted, however, that the charter is not 
protected by the constitution, but only the contract that may be contained in the 
charter. The right of a utility corporation to regulate its own rates and charges 
may be embodied in a charter in such terms as to constitute a contract immune 
from subsequent impairment by the legislature, but all such grants of special 
privileges and immunities are subjected to the strictest interpretation by the 


291 U.S. 502, 537. 

^Dartmouth College v. Woodward, 17 U.S. 


(4 Wheat.) 518, 627 (Feb. term, 1819). 
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courts.*’ Thus a simple grant of a right to collect rates and fares will not be 
interpreted as preventing the state from subsequently regulating the charges 
of a utility corporation.’® It may also be noted that a charter provision that 
rates shall never exceed a certain amount has not been held to constitute a 
contract by which the state agrees that rates shall never be reduced below that 
amount.” Following the decision of the Supreme Court in the Dartmouth 
College case, it became customary for states to provide in the charter itself, 
in the co-nstitution, or in the general incorporation laws, that all charters sub- 
sequently granted should be deemed to reserve to the state the power of 
amendment; and such reservations have been recognized by the courts as fully 
safeguarding the right of the state to undertake the regulation of the rates or 
other aspects of a corporation’s business.’- 
Thus it may be concluded that a state may regulate the rates and charges 
of any public utility, unless restrained by some clear and positive provision 
in the charter; that the state may grant a corporation power absolutely to fix 
its own charges, and where such is the case, any subsequent attempts at reg- 
ulation of its charges impairs a contractual obligation; but that any such grant 
of power must be in clear, explicit, and unmistakable language; and that if 
any reasonable doubt exists, the courts will resolve all such doubts in favor 
of the continuing existence of the state’s powers of regulation.’*’ 

The significance of private contracts between utility companies and other 
corporations or individuals may be disposed of quite briefly. The general 
principle is that such contracts constitute no limitation to the exercise of 
regulatory powers by the state or its subordinate agents, that such contracts 
are in no way binding upon regulatory authorities, and that any statutory 
enactments by the legislature or orders by its commissions are not an un- 
constitutional impairment of the obligations of contract.’^ The presumption is 

^ Knoxt'ille v. Knoxville Water Co., 200 U.S. 22, 37-38 (1906). Sec also Chicago, B. & Q. 
R. Co. V. loiva, 94 U.S. 155 (1877); P/V4' v. Chicago & N. W. R. Co., 94 U.S. 164 (1877;; 
Winona &■ St. Peter R. Co. v. Bial(e, 94 U.S. 180 (1877); Ruggles v. Illinois, 108 U.S. 526 ( 1883^ 
Georgia R. &• Banking Co. v. Smith, 128 U.S. 174 (1888); Norfolk & W. R. Co. v. Pendleton, 
156 U.S. 667 (1895); People’s G. L. & C. Co. v. Chicago, 194 U.S. i (1904); Terre Haute & 
Indianapolis R. Co. v. Indiana, 194 U.S. 579 (1904). 

Stone V. Farmers’ Loan & Trust Co., 116 U.k 307, 329-330 (1886). Also Chicago M. & St. 
P. Ry. V. Minn., 134 U.S. 418 (1890); Southern Pacific Co. v. Campbell, 230 U.S. 537 (1913). 

Chicago, B. &■ Q. R. Co. v. Iowa, 94 U.S. 162 (1877); Pie^ v. Chicago & N. W. R. Co., 94 
U.S. 176 (1877); Beer Co. v. Mass., 97 U.S. 25 (1878); Stone v. Farmers’ Loan & Trust Co., iiG 
U.S. 325 (1886); Georgia R. & Bantfing Co. v. Smith, 128 U.S. 174 (1888); Chicago, M. & E. P. 
Ry. V. Minn., 134 U.S. 418 (1S90); Minneapolis Eastern R. Co. v. Minn., 134 U.S. 467 (1890); 
Covington &■ L. T. Rd. v. Sandjord, 164 U.S. 578 (1896). 

^'miller V. New Yorf, 15 Wall. (82 U.S.) 478 (1873); Holyofe Co. v. Lyman, 15 Wall. 
(82 U.S.) 500 (1873); Chicago, B. &• Q. R. Co. v. Iowa, 94 U.k 155 (1877) ; Shields v. Ohio, 95 U.S. 
324 (1877); Spring Valley Water Worfs v. Schottler, no U.S. 347 (1884); Denny v. Bennett, 
128 U.S. 489, 495 (1888); Hamilton Gaslight Co. v. Flamihon City, 146 U.k 258, 270 (1892); 
Adirondack R. Co. v. New Yorli, 176 U.S. 335 (1900); Lool{er v. Maynard, 179 U.S. 46 (1900); 
Bienville Water Supply Co. v. Mobile, 186 U.S. 212 (1902); Berea College v. Kentucky, 211 U.S. 
45(1908). _ _ 

In addition to the ca.ses cited immediately above, see Stone v. Farmers' Loan & Trust Co., 
116 U.S. 352 (1886); Louisville & N. R. Co. v. Ky., 183 U.S. 503 (1902); Stanislaus County v. 
San Joaquin & King’s River Co., 192 U.S. 201 (1904); Louisville & N. R. Co. v. Garrett, 231 U.S. 
298 (1913); Milwaukee Elec. R. & L. Co. v. R. R. Comm., 238 U.S. r8o (1915). 

Union Dry Goods Co. v. Georgia Public Serv. Corp., 248 U.S. 372 (1919); Producers Trans. 
Co. V. Railroad Comm., 251 U.S. 228, 232 (1920); Ft. Smith Spelter Co. v. Clear Creek Oil & Gas 
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that all such contracts were negotiated with a recognition of the continuing 
power of the state to control the rates charged by public service corporations. 

Of even greater practical significance is the recognition of the right of reg- 
ulatory commissions to set aside contracts between utility corporations when 
such contracts interfere in any way with the proper performance of the duties 
of the Litilities.^^ With the growth of holding-company systems and the in- 
creasing frequency of contracts between affiliated interests, states have found 
it desirable to amend their utility laws to give their commissions specific au- 
thorization to disapprove or set aside contracts which operate contrary to the 
interests of the public.^*^ As a further example of this trend, the Public Util- 
ities Act of 1935 confers upon the Securities and Exchange Commission 
and the Federal Power Commission the authority and the responsibility 
to deal directly with all such contracts and to nullify any that are contrary to 
the public interest. 

(3) The most serious and pervasive limitation on the exercise of the state’s 
powers of control over public utilities is to be found in the Supreme Court’s 
interpretation of the Fourteenth Amendment,’ The development of the right 
of judicial review of the rates established by the legislature or its agent has 
been set forth,"’’ and the evolution of the “present fair value” as the test of 
the propriety of rates established by legislative authority is traced in detail 
in a subsequent chapter.^’ At this point it is sufficient to note that this inter- 
pretation of the Fourteenth Amendment has seriously interfered with the 
freedom of the legislature in the choice of the appropriate instrumentalities and 
procedures for regulation, and has conferred on the judiciary veto power in 
virtually all matters pertaining to the control of the rates and charges of reg- 
ulated enterprises. As a consequence, regulation is not primarily an economic 
problem to be solved simply by the application of economic remedies; rather, 
it has become in a very fundamental sense a legal problem, the only solution 
to which must be economic; and the economic solution must come within a 
judicially prescribed framework,’’’’ 

In addition to this “substantive due process” of the Fourteenth Amendment, 
the courts have been constant in their insistence that the requisites of “pro- 

Co., 267 U.S. 231 (1925); Suiter Butte Canal Co. v. Railroad Comm., 279 U.S. 125, 137-138 
(1929) ; Midland Realty Co. v. Kansas City P. & L. Co., 300 U.S. 109, 113 (1937). 

Portland R. L. & P. Co. v. Railroad Comm., 56 Or. 468, 105 Pac. 709, 109 Pac. 273 (1910); 
Ol{la. G. &■ E. Co. V. Okla. Nat. Gas Co., 85 Okla. 25, 205 Pac. 768 (1921). 

The right of the commi.ssion to set aside utility contracts which interfere with the performance 
of their dutie.s may be none.xistent where such action is interpreted to be an interference with inter- 
state commerce. {Public Utilities Comm. v. Attleboro Steam &■ Elec. Co., 273 U.S. 83-93 [i 927 ]-) 
One of the first of these statutes may be found in New York, Laws of 1930, c. 760, Sec. 
110(3). 

1 '' 49 Stat. 803, Title I, Sec. 12 (f) and (g) and Sec. 13. 

^8 49 Stat. 847, Title II, Part II, Sec. 206. 

18 “All persons born or naturalized in the United States, and subject to the jurisdiction thereof, 
are citizens of the United States and of the State wherein they reside. No State shall make or en- 
force any law which shall abridge the privileges or immunities of citizens of the United States; 
nor shall any State deprive any person of life, liberty, or property, without due process of law; nor 
deny to any person within its jurisdiction the equal protection of the laws.” 

20 Chapter VI. 21 Chapter XI. 

22 The full consequences of this situation can be developed only after a study of the details of 
rate regulation. See Chapter XVI. 


288 ECONOMICS OF PUBLIC UTILITY REGULATION 

cedural due process” be observed by the commissions in all their activities. The 
procedure to be observed by the commission is usually specified in considerable 
detail in the statutes, and the minimum requirements have often been enu- 
merated by the Supreme Court, A commission must act only on proper no- 
tice, and only after a full and fair hearing. The evidence must be presented in 
open hearing with opportunity for all parties to rebut any testimony. All 
commission orders must be supported by adequate evidence, though the judg- 
ment of the commission as to the significance of the evidence cannot normally 
be attacked successfully. A failure to observe any of these requirements has 
been held sufficient to justify invalidating a commission’s order.-^ 

(4) The powers of the legislature of each state are also circumscribed by the 
limitations set forth in the state constitution, and in all of the states except 
Oregon, there is specific constitutional prohibition against the taking of prop- 
erty without due process of law.^^ 

The Federal Government’s Jurisdiction. Since the federal government is 
a government of “limited and enumerated powers,” authority for any exercise 
of federal regulatory control must be found within the scope of those powers 
specifically conferred by the constitution or must be reasonably derived from 
those powers.^'" Though excursions into the realms of regulation and control 
have been undertaken by the federal government under diverse clauses of the 
constitution — control over coinage and money, the mails, bankruptcies, copy- 
rights and patents, the war power, and the versatile power of money spent for 
subsidies — the principal foundations for the exercise of federal regulatory con- 
trol have been the tax power and the power to regulate interstate and foreign 
commerce. 

3. POWERS AND JURISDICTION OF COMMISSIONS 

Delegation of Powers. The active regulation of the rates and charges of 
utility companies is, under almost all circumstances, a function of a specially 
created public service commission. The powers which the legislatures possess 
in the regulation of businesses affected with a public interest may be delegated 
in part or in whole to an appropriately constituted administrative agency 

23 /.C.C. V. Louisville & N. R. Co., 227 U.S. 88 (1913); Chicago, M. & St. P. Ry. Co. v. Poll, 
232 U.S. 165 (1914); Chicago Junction Case, 264 U.S. 258 (1924); U.S. v. Abilene &• Southern Ry. 
Co., 265 U.S. 274 (1924); Northern Pacific Ry. Co. v. Dept, of Public Works, 268 U.S. 39 (1925); 
Chicago, M. & St. P. Ry. Co. v. Public Utilities Comm., 274 U.S. 344 (1927); West Ohio Gas Co. 
V. Comm. {No. /), 294 U.S. 63 (1935); West Ohio Gas Co. v. Public Utilities Comm. {No. 2), 
294 U.S. 79 (1935); St. Joseph Stock yards Co. v. U.S., 298 U.S. 38 (1936) ; Morgan v. U.S. 298 
U.S. 468 (1936); Ohio Bell Tel. Co. v. Comm., 301 U.S. 292 (1937); Railroad Comm. v. Pacific 
Gas & Electric Co., 302 U.S. 388 (1938); Morgan v. U.S., 304 U.S. i (1938). 

21 The language of the New York Constitution is representative of that found in the majority 
of the states: “No person shall be subject to be twice put in jeopardy for the same offense; nor 
shall he be compelled in any criminal case to be a witness against himself; nor be deprived of life, 
liberty or property without due process of law; nor shall private property be taken for public 
use without just compensation.” (Art. I, Sec. 6.) 

. . Let the end be legitimate, let it be within the scope of the Constitution, and all means 
which are appropriate, which are plainly adapted to that end, which are not prohibited, but con- 
sistent with the letter and spirit of the Constitution, are constitutional." (Mr. Chief Justice Marshall, 
in McCulloch v. Maryland, 4 Wheat. 316, 421 [1819].) 

23 Supra, Sec. 2. Also, Wyman v. Southard, 10 Wheat, i (Feb. term, 1825). 
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The propriety of the legislature’s delegation to administrative boards of the 
power to fix rates and charges has been upheld both for the state legislatures 
and for the Congress."^ While the legislature may not delegate its “purely 
legislative power” to a subordinate agency, the delegation is properly made if 
the legislature prescribes appropriate rules, standards, and procedures for the 
commission; and having established appropriate general rules and standards, 
the legislature may instruct the commission to make the necessary investi- 
gations and findings of fact, and to apply the general principles prescribed to 
the particular situation.-® But if the legislature is not sufficiently precise and 
definite in the powers and duties conferred on the administrative agency, if 
the standards which the commission applies are vague, and if the occasions 
for the exercise of commission authority are uncertain, the delegation of power 
by the legislature may be overruled by the courts.-^ 

Limited Statutory Powers. The commission is the creature of the legis- 
lature and derives all its powers from the legislature. Consequently, it pos- 
sesses only those specific powers which are expressly conferred by statute and 
those which by fair implication are incidental to or included in the authority 
expressly given. Rarely indeed does a legislature attempt to delegate to a com- 
mission powers as extensive as those which it could confer; however, the his- 
tory of utility regulation records a continuing enlargement in the scope and 
content of regulation as experience has demonstrated the necessity for equip- 
ping commissions with more extensive jurisdiction and wider powers. It is 
hardly necessary to note that the legislature can confer on a commission no 
powers which are not in harmony with the state constitution, and if further 
powers are essential to more effective control, resort must be had to the slow 
process of constitutional amendment. 

The Commission’s Responsibilities with Respect to Rates. Though the 
power of the modern commission to fix rates usually extends to all rates 
and charges, and to all rules and conditions of service, such was not al- 
ways the case. In the early statutes, a commission’s powers over rates became 
operative only if the commission found that the rates being charged were 
unreasonable, excessive, or discriminatory. A fundamental feature of all con- 
temporary utility statutes is a provision imposing upon all utility corporations 
the obligation to charge only “just and reasonable rates” and specifying that 
all rates not just and reasonable shall be unlawful. Equally important for 
consumers and company alike is the elimination of all discrimination in serv- 
ice or charges which is not warranted by differences in the cost of the particular 
service rendered. 

In the early days of regulation, the responsibilities of the commission were 
directed simply to the protection of consumers— to lower rates or to pre- 

Slone V. Fanners’ Loan & Trust Co., ii6 U.S. 307 (1886); Georgia R. & Banking Co. v. 
Smith, 128 U.S. 174 (1888); Reagan v. Farmers’ Loan & Trust Co., 154 U.S. 362 (1894); l.C.C. 
V. Cincinnati, N. O. & T. P. Ry. Co., 167 U.S. 479 (1897); LC.C. v. Ala. Midland Ry. Co., 168 

U. S. 144 (1897). 

28 l.C.C. V. Goodrich Transit Co., 224 U.S. 194 (1912); Wichita R. & L. Co. v. Public Utilities 
Comm. (Kan.), 260 U.S. 48 (1922^ 

29 poi- recent cIiscussion.s of the line between proper and improper delegations of legislative 
power, see Panama Refining Co. v. Ryan, 293 U.S. 388, 414 et seq. (1935), and Schechter Corp. 

V. U.S., 295 U.S. 495> 529 (i935)« 
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vent the companies from raising them. It is now recognized that consumers 
are even more interested in satisfactory service than in the lowest possible 
scale of charges, and that the maintenance of satisfactory service is dependent 
not simply on the ability of the corporation to cover its present costs of opera- 
tion, but also on its success in attracting additional capital when needed. The 
duties of the contemporary commission with respect to rate regulation may 
be said to be threefold ; (i) to protect the consumer in his right to a satisfactory 
service at the lowest cost consonant with the service; (ii) to secure to present 
investors a reasonable return on that part of their investment serving a public 
need; and (iii) to safeguard the community’s long-term interest in a satisfac- 
tory service by preserving the financial health of the utility corporation. 

Determinants of Reasonableness. The statement that the reasonableness 
of rates must be judged from the three points of view of the consumer, the 
utility, and the community affords no final answer to the question whether 
any particular rate or schedule of rates is to be denominated “reasonable” 
by a commission. 

The factors affecting the reasonableness of rates are so many and various 
that it is impossible to enumerate all of the considerations that have been urged 
upon commissions and courts. The principal factors that have received at- 
tention as tests of the reasonableness of rates may be reviewed under the fol- 
lowing headings: (i) the cost of service, (2) the value of service, (3) the char- 
acter of the service, (4) comparisons with other utilities, (5) competitive condi- 
tions, (6) general economic conditions, (7) the location of the utility, (8) 
the history of the particular company, (9) corporate structure or ownership, 
(10) the influence of former rates, and (ii) the wishes of the utility’s pa- 
trons. 

Cost of service. The cost of service is the most important single factor de- 
termining the reasonableness of a utility’s charges. Its primacy under normal 
conditions has been universally recognized by commissions and courts. The 
unanimity of the commissions in according dominant weight to the cost of 
service is matched by their agreement as to the general nature of “cost” : cost 
of service is regularly assumed to be comprised of operating expenses, includ- 
ing taxes and depreciation, and a “fair return on the investment in the property 
used in serving the public.” This is a criterion which is readily applicable to 
the business as a whole, and according to this measure the utility should 
be permitted earnings just sufficient to cover all legitimate expenses of render- 
ing the service. The application of the cost formula to the determination of 
particular rates is much more complicated, and will be reserved for subsequent 
consideration.^® 

The acceptance of the cost standard imposes upon the utility an obligation 
so to conduct its operations that its costs are the minimum necessary to pro- 
vide that quality of service which is standard for the time and community, 
and so to keep its records that the particulars of costs may be readily ascertain- 
able. This standard imposes upon the commission the necessity of requiring 
that the utility’s records be so kept that all pertinent data shall be readily avail- 

30 Chapter X. 
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able, and makes an inquiry into the expenses and earnings of the utility an 
essential part of every rate determination.'*^ 

Three general questions frequently arise in the application of the cost 
standard. In determining legitimate costs, what allowances should be made for 
fluctuating prices and changing costs.? Has the company maintained appro- 
priate standards of efficiency.? What is the “fair return” on the investment.? 

Where the price level is stable the determination of the costs for the future 
can be based largely upon the expenses actually incurred in the immediate past. 
On the other hand, fluctuating price levels and changing costs always result 
in a multiplication of rate cases where the decision turns largely upon what 
adjustments the commission will make for past and prospective changes in 
prices. Where the changes in prices are temporary, commissions are somewhat 
hesitant to make full allowance therefor in rate adjustments; indeed, during 
the war period (1917 and after) there were many instances in which the com- 
missions expressed the opinion that the utilities should themselves carry a part 
of the burdens imposed by rising prices. Though as a general rule it is rec- 
ognized that rates may rise as costs increase, the necessity for an increase in 
rates is not shown simply by evidence of increased costs, especially when the 
reasonableness of existing rates has not been determined by the commission; 
rather, it is always necessary to consider the reasonableness of the increased 
rates. The converse of the general rule also prevails, that rates may be expected 
to fall with a decline in price, although such decreases are only infrequently 
accorded voluntarily by the company. 

Likewise implicit in the acceptance of the cost standard is the assumption 
that the utility will be operated and managed with a high degree of efficiency. 
One of the shortcomings of regulation has been a failure to develop the requi- 
site standards for measuring efficiency in operation and management; but 
even without clearly recognized standards there have been numerous instances 
of rate increases denied, or reductions ordered, on the ground that costs were 
excessive. A failure to keep appropriate accounting records, the absence of 
accumulated reserves, improvident contracts for the purchase of supplies or 
services, and available but unrealized economies have all been taken as evi- 
dence of a failure to attain satisfactory standards of efficiency. The absence 
of clearly defined standards of efficiency, however, renders the practical in- 
fluence of this factor less significant in practice than the theory of rate regula- 
tion would indicate. 

Valtie of service. The value of service has been said to constitute the maxi- 
mum that may be considered reasonable. Rates must be reasonable to all 
parties, not merely to the utility as measured by the cost of service, but also 
to the consuming public, as measured by the value of the service. Although this 
“standard” has been the subject of frequent discussions in the case literature 
of railroad and utility regulation as a factor bearing on the reasonableness of 

31 Carried to its logical conclusion, the cost standard may be applied not simply to the operating 
expenses, including taxes and depreciation, but also to the cost of providing the capital equipment 
and capital funds with which the service is rendered; so conceived, the “fair return” becomes 
the cost of providing the capital or investment used in the public service. 
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the general level of rates, it is more applicable to a consideration of the rea- 
sonableness of the charge for a particular service than to the general level of 
charges. In the early days of railroad development, this concept of value of 
service passed current as the principle of “charging what the traffic will bear.” 

The persistence of value of service as a standard for judging the reasonable- 
ness of rates dates from its inclusion in the classic pronouncement of the Su- 
preme Court in Smyth v. Ames,^^ a pronouncement that is still quoted as 
authority for nearly every decision handed down by either courts or comriiis- 
sions on the question of the reasonableness of utility rates. Thus appearing as 
the counterpoise to “cost of service,” “value of service” has frequently been 
treated by courts and commissions as constituting an independent measure 
of the reasonableness of utility rates, the decisions commonly including the 
statement that rates should not exceed the value of the service rendered.'^^ 

The weaknesses of value of service as an independent measure of the rea- 
sonableness of utility rates becomes apparent when the question is asked as to 
how it may be measured, “Value of service” is not a definite and objective 
pecuniary sum; it is highly subjective; and it varies from individual to indi- 
vidual and for the same individual from time to tiniie. In particular instances 
an attempt has been made to give objectiveness to the concept by references 
to the retention of patronage, the price of substitute service, the charges made 
by other companies similarly situated, and the ability of consumers to pay as 
affected by changing price levels and changes in business activity. Incapable 
of objective measurement, value of service has become less and less significant 
as methods of cost determination have improved, until at present it is treated 
chiefly as an exception to the general rule that rates should be sufficient to 
cover cost of service. In this use, it is primarily a rationalization in the face 
of adverse circumstances, where no rate, however high, will enable the utility 
to earn a fair return. 

Does value of service have any legitimate place in judging the reasonable- 
ness of rates ? In the distribution of the total costs of utility service among the 
various classes of consumers, the absence of complete data showing the costs 
of serving various classes of consumers may justify the adjustment of the rates 
to each class of consumers according to the ability of each class to pay — the 
determination being largely influenced by the availability of substitute services, 
the bargaining power of the users, and the eagerness of the utility to develop 
additional patronage. Otherwise this “standard” has been of little significance, 
since every increase or decrease in rates causes a change in the consumption 
of the utility service and brings a corresponding change in the value of serv- 
ice to the various users. In the absence of some agreement as to what percent- 
age of the community should enjoy a utility service (for no rate that would 
enable a utility to survive would be low enough to make utility service uni- 

82 “What the company is entitled to ask is a fair return upon the value of that which it employs 
for the public convenience. On the other hand, what the public is entitled to demand is that no 
more be exacted from it for the use of a public highway than the services rendered by it are rea- 
sonably worth.” (169 U.S. 466, 547 [1898].) 

'•^^Springfield v. Springfield Gas & Electric Company, 291 III. 309, 216-217, 125 N.E. 891 

(1919)- 
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versally available) and how intensely the service should be utilized, there 
would seem to be no objective index of the value of service. 

In only one other respect may a modified form of the value of service stand- 
ard claim a measure of validity, and in this, it is concerned with the practical 
significance of the elasticity of demand for the utility service. If an increase 
in the charges for any utility service results in a reduction in the net income 
derived from that service, it may appropriately be said that the charge exceeds 
the value of the service to that body of consumers, and any increase in rates 
that would produce such an effect would be unjustified even from the com- 
pany’s standpoint. Likewise, where a reduction in existing charges for any 
class of service would, within a reasonable time, produce an increase in the net 
income derived from a particular class of service, it may be said that the existing 
charges exceed the value of the service and should be reduced. 

Character of the service. The right to charge rates adequate to cover the full 
cost of the service is conditional upon the service being adequate both in 
quantity and quality. A poor standard of service has frequently been the basis 
for a denial of a request for higher rates, and in a few instances a persistence 
of a poor quality of service has occasioned an order for a reduction of charges. 
Rates follow service, not service rates: the utility is under obligation to afford 
adequate service and, after having provided such service, may request the 
regulatory authorities to approve charges sufficient to cover the cost of such 
service. 

Comparisons with other utilities. Comparison of the rates for similar service 
charged by other utilities is a factor that the commissions are frequently called 
upon to consider in dealing with the question of the reasonableness of rates. 
Such comparisons are frequently effective in securing voluntary reductions, 
though usually the defense against such adverse criticism takes the form of 
elaborate statements designed to show that the comparison is invalid because 
the conditions are not comparable. A good example of such effective informal 
pressure from public opinion is afforded by the instances where municipally 
operated plants have been responsible for utilities charging lower rates in 
adjacent communities than in communities in other sections of the state.^'* 
Rate comparisons are probably more effective in inaugurating rate investiga- 
tions than in dictating the conclusions reached. Without exception the regula- 
tory authorities have been insistent that the similarity of conditions must be 
apparent before any such comparisons may be considered persuasive. The diffi- 
culty of establishing similarity in all essential conditions results in such com- 
parisons being largely in the nature of supporting evidence, but where simi- 
larity of essential conditions prevails the results of such comparisons may be 
conclusive. Certainly the charging of rates substantially in excess of those 
charged by other utilities serving under comparable conditions should impose 
on the high-rate utility a heavy burden of proof to justify its charges. 

Competitive conditions. Competitive conditions may influence decisions as 

The publication of the Preliminary Report of Domestic and Residential Rates in Effect Jan- 
uary I, igs5 by the Federal Power Commission was followed by numerous important reductions 
in the rates of elecuic utilities that found themselves listed in the higher rate brackets. 
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to the reasonableness of the general level of rates or of charges for a particular 
category of service. Most utility companies are protected from direct competi- 
tion of the same service, and the indirect competition afforded by utilities ren- 
dering different services as between electric and gas companies is more likely 
to influence the policies voluntarily pursued by the utility managements than 
the decisions of regulatory commissions. In general it may be said that a 
utility will be permitted to meet competitive rates through voluntary reduc- 
tions, but that an attempt on the part of consumers to force a utility to establish 
such competitive rates throughout its territory rarely succeeds.'’^’ One impor- 
tant qualification respecting voluntary rate reductions to meet competitive 
conditions is found in the universal insistence that the meeting of competition 
must impose no burden upon the noncompetitive sectors of the utility’s market. 
Where direct competition prevails it is, of course, essential that uniform charges 
be established for the competing companies; and in such situations the rea- 
sonableness of the common rate should be, and usually is, judged with refer- 
ence to the costs of the more efficient competitor. 

Economic conditions. General economic conditions are often urged on com- 
missions as justifying a revision of rates; however, their significance in fixing 
reasonable rates is difficult to assay. While as a class, utilities are relatively 
sheltered from the ravages of economic depressions and the unhealthy stim- 
ulation of boom periods, all utilities find that general business conditions are 
reflected in their earnings, and some utilities, as the railroads, find themselves 
seriously menaced by depressions. 

There are three common situations in which commissions may be called 
upon to consider the effects of changing economic conditions in relation to 
the reasonableness of utility rates : 

(1) During periods of depression, the costs of conducting a utility business 
usually decrease, but such decrease is usually not sufficient to offset the decline 
in volume. These declines in net earnings are significant chiefly in the case 
of those companies having a considerable volume of industrial service, which 
is subject to sharp contractions with adverse business conditions. Most com- 
missions have wisely insisted that the losses from industrial service may not 
be shifted to the domestic consumers. 

(2) What should be a commission’s attitude when consumers request rate 
reductions during a period of business inactivity.? Denials of rate increases 
have been more frequent than mandatory orders for rate decreases. If the 
depression is accompanied by a substantial decline in prices, consumers’ re- 
quests for lower rates may succeed if the commission is convinced that costs 
have fallen sufficiently to justify a mandatory order; on the other hand, some 
commissions have gone on record as opposing the proposition that utility rates 
should rise and fall with fluctuations in the general level of prices.'^*^ 

Where the policy of the state is tp regulate rates on the basis of present fair 
value with substantial weight accorded to reproduction cost, a logical basis 
for rate reductions may be found in the decline in the rate base reflecting the 

Modesto Irrigation Dist. y. Pacific Gas & Electric Co., P.U.R. 1932B, 203 (Cal., 1931); Re 
Consumers Power Co., 13 P.U.R. (N.S.) 517 (Mich., 1936). 

Saugus V. Lynn Gas & E. Co. 2 P.U.R. (N.S.) 433, 440-441 (Mass., 1934). 
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lower costs of replacing the existing property. On the other hand, where the 
commission is committed to the investment basis, there is less occasion for a 
mandatory reduction in rates, unless there has been a significant decrease in 
operating expenses. 

(3) Where changing business conditions produce a rise in prices, the initia- 
tive rests with the companies. In such a situation an increase in rates may be 
asked on two grounds: because the rising prices have imposed higher operat- 
ing expenses on the utility, and because the rising prices have increased the 
costs of capital reproduction, and hence presumably the present fair value of 
the utility’s property. As an offset to such factors making for rising rates, the 
increased volume of business that usually accompanies an upward movement 
of prices may so reduce the overhead charges per unit as to make any increase 
in rates unnecessary. 

The location of the utility. The effect of location and natural environment 
is sometimes considered where a utility enjoys peculiarly favorable conditions. 
Thus in the case of electric utilities deriving their power from hydroelectric 
.sources, should the value of the water power be included in the estimate of 
the cost of the electric energy.? The difference between the cost of electric 
energy generated by hydro-power and the next cheapest source, as steam gen- 
eration, capitalized at the appropriate rate of interest, has been urged as the 
value of the water power; but if the value of the water power should be in- 
cluded in the rate base at any such figure, the public would, to that extent, be 
deprived of any advantage from this cheaper source of supply. Moreover, the 
“value” so secured would be of doubtful validity, since its magnitude would 
change with every change in costs by alternate methods and with every revision 
in the rate of capitalization.^® Similarly, nearness to the source of natural-gas 
supply has been recognized in prescribing lower gas rates. So far as natural 
advantages are concerned, it is now generally recognized that the public is 
entitled to the full benefit thereof, and that the utility is fairly treated if it be 
given a fair return on the value of its investment. With the consolidation of 
operating units and the concentration of electric generation in large central 
plants, the question has ‘been raised whether the consumers located in the 
same city with the generating stations are entitled to unusually low rates; 
usually public policy has favored extending to all consumers served by the 
consolidated company the advantages accruing from centralization and con- 
solidation. 

History of the utility. The history of the particular utility may be consid- 

In the competitive field the pressure for reductions in prices during a depression comes from 
the attempt on the part of e.ach producer to maintain a reasonable volume of output in a shrink- 
ing market; since there is little direct competition among utility corporations, and since most 
utilities have maintained a reasonable relation between their productive capacity and the demands 
of their market, there is no such pressure for rate reductions as a means of maintaining volume of 
business, and consequently the responsibilities of the regulatory body for price adjustments are 
correspondingly greater. 

The appropriate policy for management to pursue belongs properly in a chapter on the marketing 
of the utility product. It is sufficient to observe here that the possibilities of increasing the volume 
of profitable business by voluntary rate reductions seems not to have been widely accepted by 
utility managements. 

See Chapter XIII, Sec. 5. 
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ered in resolving tlie question of what rates are reasonable for it, for clearly a 
utility managed conservatively and intelligently in the public interest is en- 
titled to more favorable consideration than one which has a different history. 
The analysis of the history of the utility may pursue several lines : the invest- 
ment or cost of the property, the engineering and construction standards, the 
capitalization and cost of its capital, the past rate policy, the adequacy of ac- 
counting records, the policy with respect to reserves, the policy with regard to 
excess profits and dividends, and the record as to operating expenses and sal- 
aries. Commissions have given consideration to bach of these items. Taken 
together, these matters are significant in reflecting the general attitude of 
the management toward the public. 

Corporate organization and ownership. In recent years increasing attention 
has been devoted to corporate organization and ownership when the reason- 
ableness of rates is in question. In the earlier decisions the question of the 
ownership of the utility properties was generally held to be immaterial, but 
with the growth of the holding company and the multiplication of intercor- 
porate contracts, the matter has assumed new importance. 

Rates formerly in e^ect. The rates formerly in effect may have some influ- 
ence on a commission’s judgment as to the reasonable rates for the future. 
Rates voluntarily established are presumably reasonable to the utility, at least 
so long as the conditions that prevailed at the time of their inauguration per- 
sist. But such former rates, while a matter for consideration, are not conclu- 
sive, and such rates, even when embodied in contracts, are no obstacle to 
action by the commission.^’’’ 

Patron/ wishes. The wishes of the patrons with respect to rate levels or 
schedules, even when the company and the customers are in agreement, should 
have little weight in influencing the commission’s decision. The average util- 
ity customer knows little about the business of the utility or the broader aspects 
of the public interest. Quite naturally, the absence of opposition to a proposal 
for an increase in rates enhances the chances that the petition will be granted, 
but the commission should not translate such lack of opposition into an excuse 
for foregoing its investigation and reaching an independent conclusion. 

Maximum Rates. No specific discussion of the power of commissions to 
establish maximum rates is necessary ; it was for the purpose of setting maxi- 
mum rates that regulation first developed, and the preceding discussion of the 
power to regulate was concerned with control over maximum rates.'^*’ 

Minimum Rates. The right of the state to regulate minimum prices when 
such appeared to be the appropriate remedy for a recognized economic ill has 
been upheld in such broad terms as to place this form of control on a par with 
the fixation of maximum prices.^^ Three objectives may be sought in mini- 
mum rates: to remove discrimination against individual consumers, to con- 
trol competition between utility corporations, and to prevent a company from 
undermining its credit through charging unduly low rates. 

When power consumers have given up independent steam plants and installed electric 
motors, and where domestic consumers have made extensive investments in gas or electric ap- 
pliances in reliance upon established rates, these facts will always receive careful consideration by 
commissions even though they may not be conclusive. 

^0 Supra, See. 3. NA^ia v. Ne(a Ypr^, 291 U.S. ^02 (193^1). 
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Two quite different situations may call for the fixation of minimum rates 
to correct undue discrimination in charges. First, undue discrimination may 
exist where some of the customers of a utility are required to pay a higher 
rate in proportion to cost than another class of customers; for example, this 
situation is often presented by the practice of utilities in charging large con- 
sumers less than is required to cover their share of the costs. The transporta- 
tion utilities afford an illustration of a second form of discrimination, where, 
in order to secure competitive traffic, lower rates are made at competitive points 
while higher rates' are maintained at noncompetitive points. Under these cir- 
cumstances the establishment of minimum rates for competing carriers may 
be undertaken to prevent injurious consequences to shippers at noncompetitive 
points, rather than to control competition among the carriers.'^^ The general 
power to remove discrimination, and to set minimum rates as the appropriate 
means of correcting such conditions, has long been recognized.^^ 

To control competition between two like utilities serving the same territory 
or between two different utilities rendering a competing service has afforded 
another occasion for the fixing of minimum rates. Since most utilities are 
protected from the competition of a like service, the first situation is rare, but 
not unknown. Competition between two natural-gas utilities in Shelby, Mon- 
tana, presented the dilemma in its most acute form, since it was contended 
that the patronage was insufficient to permit both utilities to survive. One of 
the companies carried its appeal to the Supreme Court in an effort to set aside 
the minimum rates fixed by the commission, only to have the Court uphold the 
commission, affirming that the company possessed no constitutional right to 
destroy its competitor by unrestrained price cutting.'*'^ A similar situation was 
presented when a private utility sought to destroy its publicly owned com- 
petitor through successive price cutting.^ “ The transportation field presents 
the most numerous instances of unlike utilities rendering a competing service. 
State regulation of motor carriers, with the purpose, in part, of preventing 
them from charging such low rates as would divert an undue amount of 
freight traffic from the railroads to the highways, has been found constitu- 
tional.^ ° 

The protection of the financial health of the utility company has apparently 
not been the occasion for the setting of minimum charges by state authorities, 
but this was the fundamental purpose underlying the amendment to Section 
15 of the Interstate Commerce Act in 1920. 

Rate Schedules and Structures. The commission is responsible not only for 
the maximum and minimum rates charged by utilities subject to its control, 
but its jurisdiction extends to all classifications, schedules, and rules and reg- 
ulations pertaining to charges. The typical state utility law requires all com- 

Jefferson Island Salt Mining Co. v. U.S., 6 F. (2d) 315 (N.D. Ohio, 1925). 

Ortega Co. v. Triay, 260 U.S. 103 (1922). 

Comm. V. Great 'Northern Utilities Co., 289 U.S. 130 (i933)- 

^5 Mapleton v. Public Sendee Co., 209 Iowa 400, 223 N.W. 476 {1929). The right of the pri- 
vately owned utility to go below the ordinance rate of 13 cents in order to undercut the rates 
being charged by a municipal utility was denied; both utilities were required to operate under the 
13-cent rate fixed by the ordinance. 

S^e V. &'n/pr^, 287 U.S. 251 (1532). 
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panics to file with the commission a schedule of their rates and charges and 
copies of all rules and regulations pertaining thereto. Changes in schedules 
may become effective in two ways; if the commission does not notify the com- 
pany that it intends to undertake an investigation, the schedules become ef- 
fective at the end of the statutory waiting period, or the commission, after 
investigation, may give the schedule its formal approval. If for any reason, 
the commission finds the proposed classification and schedule of rates im- 
proper, it may order the company to file a new schedule conforming to its 
specifications or it may promulgate the new schedule.’^'^ The nature of cus- 
tomer classifications and rate schedules, and their regulation are treated in 
Chapter X. 

Maximum-Rate Laws. In many states, the regulation of utility rates ante- 
dates the creation of the commission, the earlier regulation having been ac- 
complished through maximum-rate laws and restrictions contained in the 
franchises or charters under which the companies operated. With the estab- 
lishment of the commission, the continuance of maximum-rate statutes became 
an anachronism at odds with the fundamental principles of flexible control 
through a commission. The modern tendency is to recognize that the power 
of the commission to increase rates, even above the level designated in statutes, 
is the counterpart of the power to require adequate service. Both the imme- 
diate and the long-run interests of the community may be more safely entrusted 
to an alert and able commission than to statutory definitions. In some states, 
the organic act creating the commission provided for the repeal of all existing 
statutory regulations of rates or stated that the commission’s power to estab- 
lish just and reasonable rates should be unrestrained by existing laws prescrib- 
ing rates and charges; in other states, the statutes establishing the commission 
remained silent as to the status of laws establishing maximum rates. From 
this latter group of states has come confusing questions as to the power of the 
commission, to which the courts have returned conflicting answers. 

The question whether the existence of maximum-rate laws suspends the 
commission’s power to regulate rates within the limits set by the statute has 
been answered in the negative. The freedom of the commission to reduce 
utility charges, notwithstanding that the company’s charges are within the 
statutory maximum, has been affirmed.^® And it would seem to be equally 
clear that the commission’s general powers to establish reasonable rates would 
permit an increase of rates within the statutory limit. 

This, at least, is the scope of the legislature's authority. Thus, in a recent natural-gas case, 
the .Supreme Court stated through Mr. Justice Cardozo: “The appellee argues that the only question 
for the Commission was one as to the reasonableness of the new schedule in the very form pro- 
posed: let the rates be excessive by ever so little, the schedule, it is said, was to be rejected al- 
together, and no other could be substituted. In opposition the appellant urges that this is too 
narrow a construction of the function and powers of the Commission under the applicable statute: 
if the proposed schedule was too high and the earlier one too low, there was a duty to fix a rate 
between, and thereby make the compensation adequate. We accept this broader view in the 
absence of a ruling to the contrary by the courts of the state.” {Dayton P. & L. Co. v. Comm., 292 
U.S. 290, 294 [1934].) 

Del. & H. Co. v. Public Serv. Comm., 140 App. Div. 839, 125 N.Y. Supp. 1000 (N.Y., 1910); 
Re Rochester, P.U.R. 1915A, 1095 (N.Y. 1915); Public Utilities Comm. v. Chicago & JV. T. R. Co., 
275 fil- 535> 114 N.E. 325 (1916). 
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Whether a commission has authority to fix rates higher than the statutory 
maximum depends upon whether the courts and commissions conclude that 
the maximum rate statute was repealed by the laws establishing the com- 
mission. In a number of states, courts and commissions have interpreted the 
general power of the commission to establish just and reasonable rates as a 
repeal by implication of any maximum-rate laws which would operate to 
impair the commission’s jurisdiction.'^’* In other jurisdictions maximum-rate 
laws have been held to be as still operative.®® But a finding by the courts that 
a statutory rate is confiscatory operates to permit the commission thereafter to 
establish reasonable rates.®^ 

The case for permitting commissions to regulate rates without respect to 
the maxima established by statutes would appear to be a strong one, quite in 
keeping with modern regulatory trends. Regulations with respect to the 
safety and adequacy of service are certainly as important as regulations look- 
ing toward reductions in rates, and yet the power of the commission to require 
adequate service may be vetoed by the existence of a maximum-rate law under 
which the company is unable to earn a reasonable return. The protection of 
the utility’s credit is significant not simply in terms of good standards of 
service; it is equally essential to securing capital on the most favorable terms. 

The Significance of Charters, Franchises, and Contracts. The effects 
which charter, franchise, and contract provisions pertaining to utility rates 
have on the regulatory powers of the state have been considered.®^ 

Temporary Rates.®'^ The term “temporary rates” is used to describe rates 
which are filed by the company or fixed by the commission for a limited period 
of time. The time limit may be definitely stated, or the continuance of the 
temporary rates may be contingent upon specified future events. The demand 
for the fixation of temporary rates pending a final determination by the 
commission of the appropriate volume of earnings and the proper level of 
charges for the utility company arises out of the delays in regulation incident 
to the application of the “present fair value” method.®'* In the attempt to avoid 
some of the least defensible consequences of these delays, commissions, legis- 
latures, and courts have developed two stop-gap arrangements: (i) the “tem- 
porary” rate, and (2) the segregation of revenues collected in excess of the 
prescribed rates or the filing of a bond by the company, with provision for 
the repayment to patrons of any charges which are collected over and above 
those finally established as reasonable. 

The case for the temporary rate. The advantages of the temporary rate as 

Robertson v. Wilmington & P. Traction Co., 30 Del. 155, 104 Atl. 839 (1918); Rhodes v. 
Comm., P.U.R. 1917E, 315 (Mo., 1917); Re Mo. Southern R. Co.. P.U.R. iga^A, 748 (Mo., 1924); 
Re Elmira Water, L. &■ R. Co., P.U.R. 1925E, 81 (N.Y., 1925); Re Portland R. L. & P. Co., 
P.U.R. igiSA, 751 (Or., 1917). 

50 Re Northern P. R. Co., P.U.R. 1920F, 11 (Mont., 1920); Re Western Passenger Assn., P.U.R. 
1920F, 71=) (Mont., iqzo); Re Railroads, P.U.R. 1920F, 17 (Neb., 1920). 

51 Municipal Gas Co. v. Comm., 224 N.Y. 156, 120 N.E. 132 (1918); Morrell v. Brooklyn Bor- 
ough Gas Co., 231 N.Y. 398, 132 N.E. 129 (1921). 

5 - Sec. 2. See aLso Chapter VII. 

55 This material first appeared in an extended form under the title “Temporary Rates in Utility 
Retjulation,” ?4 Illinois Lau/ Review 92^-955 (April, 1940). 

54 See Chapter XVI. 
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compared with the procedure of having the utility refund any rates collected 
in excess of those fixed by the commission are numerous and significant : 

(1) The principal economic advantage lies in the more prompt adjustment 
of utility charges to changing conditions. In a period of rising costs, delay may 
lead to a permanent impairment of the utility’s capital and credit, and perhaps 
to receivership and deterioration in service standards. In a period when other 
prices and costs are falling, the evil consequences of uneconomically high util- 
ity rates are not to be measured by the overcharge to consumers, nor are they 
to be recompensed by the refund of the excess collected above the just and 
reasonable rates.^‘' 

(2) If the commission is permitted to establish a temporary rate, either 
higher or lower than that in effect, pending its final determination of the 
company’s revenue requirements, it will have the benefit of actual experience 
with the prospective new rate when it finally establishes the rates which will 
thereafter prevail. 

(3) The temporary rate possesses significant advantages over the alternative 
of requiring the company to refund any excess collected under a court order 
suspending commission-prescribed rates. The refund of the excess to con- 
sumers is no restitution for the damages which have been inflicted upon the 
community at large. The refund method imposes heavy costs upon the utility, 
or the commission, in distributing the refunds.‘’® Furthermore, a substantial 
portion of all refunds which are ordered are never paid because those entitled 
to receive them cannot be located.®'^ Also it seems reasonable to think that 
the use of the temporary rate would be more favorable to a prompt settlement 
of rate cases than the alternative arrangement of having the company post a 
bond to refund any excess collected. 

(4) It may not be argued that the use of the temporary rate is prejudicial 
to the interests of the utility if the commission is required to consider any 
deficiency in earnings under the temporary rates when permanent rates are 
finally established. 

(5) It has been declared that the use of the temporary rate will result in 
discrimination against those who constitute the body of consumers at differ- 

BS higher rates will have had a deterrent effect upon the demand for the utility service, 
with a consequent decline in employment in the utility industry (or employment will be held to 
a lower level than would otherwise prevail), and with a decline (or curtailment) of utility earn- 
ings to the disadvantage of utility investors. Further, the decline in the demand for the utility 
service, or even the failure of utility demand to continue to expand, will lead to a decline in 
the demand of the utility corporations for capital equipment, commodities, and services. On the 
other side of the market, those businesses which purchase the utility service find that their costs 
are held at unwarranted levels. Of course the.se consequences are operative in the former situa- 
tion directly in proportion to the importance of the utility market to other related industries. 
Since depressions tend to be cumulative, the indirect consequences of excessive prices for an in- 
dustrially important product or service may be some astronomical multiple of the excessive charge. 

See Sumner, “Public Utility Prices and the Business Cycle,” 21 Rev. Econ. Statistics 97 (1939). 

Extensive bookkeeping records have to be maintained to record the sums paid by each cus- 
tomer, and large clerical staffs are needed to calculate the payment due to each customer and 
to prepare and mail the checks. For example, the Illinois Bell Telephone Company incurred an 
expense of $2,575,412.89 to distribute $16,900,000 of the total of $19,000,000 which it had col- 
lected in excess of the commission-prescribed rates finally sustained by the Supreme Court. 

See Simpson, “Public Utility Refunds: A Study of Regulatory Ineffectiveness,” 15 Journal 
of Land & Public Utility Economics 11 (Feb., 1939), and “Two Recent Utility Cases Involving 
Refunds,” ibid., 238 (May, 1939). 
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ent periods of time; that through the temporary rate, present consumers may 
be given the benefit of unduly low rates at the expense of later consumers who 
are subject to the higher charges that may be necessary to make up any de- 
ficiency which the company has sustained. The theoretical validity of this 
argument may be admitted, but it is suggested that its practical importance 
can be greatly exaggerated. 

The use of the temporary rate by commissions. Commissions have used the 
temporary rate to meet three quite distinct situations. Temporary rates may 
be established to meet emergency conditions and may be continued in force for 
a designated period of time or until the termination of the emergency. Tem- 
porary rates may be established in order to test by actual experience what 
earnings may be expected, and whether the temporary rates should be made 
permanent. And, thirdly, temporary rates may be ordered to correct existing 
unreasonable charges where serious injustices would arise if those charges 
were left unchanged pending a full investigation and a final determination 
of the just and reasonable rates. 

(i) The power to prescribe temporary rates to meet emergency conditions 
need not rest upon any specifically labeled statutory provision, but may be 
implied from a commission’s general jurisdiction over utility rates and charges. 
However, the occasional necessity for giving immediate efifect to changes 
proposed by utility companies is usually recognized by authorizing the com- 
mission to permit new schedules of rates and charges to become effective im- 
mediately, if the public interest justifies, without waiting the usual statutory 
period.^ ^ 

What have been the occasions for ordering emergency increases in rates.? 
What evidence has sufficed to justify emergency increases? By far the com- 
monest background for the demand for emergency increases is to be found in 
rising costs of operation, and the specific evidence has concerned rising prices, 
inadequate service, operating losses, earnings below the level of a fair return, 
and the threat of discontinuation of an essential service. 

Commissions have usually been insistent that the emergency must be real 
and substantial, and that the company’s position must be actually threatened 
thereby, before it becomes appropriate for emergency increases in rates to be 
awarded.^’® Clearly, the utmost practical economy should be a prerequisite to 
any emergency relief in the form of rate increases, but, unfortunately for con- 
sumers, the dependence of the public upon the services rendered by utility en- 


Some state legislatures have specifically provided for the issuance of emergency orders by 
some such provision as that found in the Wisconsin public utility law — “The commission may 
by order when deemed by it necessary to prevent injury to the business or interests of the people 
or any public utility in case of any emergency to be judged of by the commission, temporarily 
alter, amend, or with the consent of the public utility concerned, suspend any existing rates, 
schedules and order relating to or affecting any public utility or part of any public utility.” (fF/V- 
consin Statutes, 1937, C. 196, Sec. 70.) 

That the commission’s power to issue temporary or emergency orders is not confined to 
emergency situations is indicated by another section of the same Wisconsin law, that the^ “Com- 
mission is empowered to issue conditional, temporary, emergency and supplemental orders.” (Wis- 
consin Statutes, 1937, C. ig6. Sec. 395.) 

Re Milwaukee Elec. R. & L. Co., P.U.R. 1917C, 97 (Wis., 1917) So. Cal. Edison Co., 
P.U,R. 1925C, 235 (Cal., 1924); Re Wis. Tel. Co., zo P.U.R. (N.S.) 177 (Wis-, i 937 )- 
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terprises has not made it possible for commissions always to deny emergency 
relief where managerial errors and lack of efficiency have prevailed.®” 

Emergency reductions in utility charges have been less frequent than emer- 
gency increases, and have come chiefly as a result of unusually severe economic 
depression. In many instances, these reductions have been offered voluntarily 
by utility managements, usually as a means of retaining patronage.®^ In gen- 
eral, either a decline in the costs of doing business or the earning of an excessive 
return is sufficient to support a commission order for an emergency reduction 
in rates. 

The procedure in handling petitions for emergency changes in utility rates 
has been developed largely by the commissions, with certain admonitions from 
the courts. If the adjustment of rates and charges to emergency conditions is 
to be effective in protecting the interests of utility and consumers, promptness 
is requisite; hence, it is essential that the commission itself be made the judge 
of when emergency conditions exist.®" However, it is reasonable to require of 
the commission, as the commission should require of the utility, that the 
emergency order be supported by evidence that an emergency exists and that 
there be evidence to support the particular change in rates contemplated. While 
they have not been insistent upon that fullness of proof which is recjuired in 
normal petitions for higher utility rates, commissions have commonly placed 
upon the companies the burden of establishing clearly the appropriateness of 
extending emergency relief.®® In cases looking to emergency reductions for the 
benefit of the public, the commissions themselves have undertaken the obli- 
gation of assembling evidence of the emergency and of the propriety of the 
reduction. 

Emergency readjustments of rates are usually made without disturbing the 
existing allocation of costs among the different classes of consumers of the 
service, unless there be competitive charges that cannot be increased.®'^ In some 
instances, however, an attempt has been made to have the emergency reduction 
accrue largely to the benefit of those consumers who are paying the higher 
charges for service.®® 

The criteria of a satisfactory return for an emergency period have depended 
upon the nature of the emergency. In some instances an attempt has been 
made to preserve to the companies a fair return upon the property or invest- 

Re Veedcrsburg, P.U.R. rgiSC, 499 (Ind., 1918); Columbia v. Watts Engineering Co., 
P.U.R. 1918D, 157 (Mo., 1918): Re Indianapolis Water Co., P.U.R. 1919A, 448, 476-479 (Ind., 
1918); Re Indianapolis ‘Traction & T. Co., P.U.R. 1919B, 152, 167-173 (Ind., 1918). 

Re Prescott Waterwor1{s Utility, P.U.R. 1932D, 403 (Wis., 1932); Re Evansville Municipal 
Elec. Dept., 2 Wis. P.S.C. 477 (1932); Re Marshfield W., L. & P. Co., 2 Wis. P.S.C. 649 (1932); 
Re Richland Center Municipal L. & W. Utility, 2 Wis. P.S.C. 698 (1932). 

Thus, one must disagree with the dicta of the New York Supreme Court, Appellate Division, 
that “Emergencies may be declared by the legislature but not by its delegate.” (N.Y. Edison Co. 
V. Malthie, 244 App. Div. 436, 442, 279 N.Y. Supp. 949, 956 [1935].) 

Re Milwau\ee E. R. & L. Co., P.U.R. 1918A, 798 (Wis., 1917); Re Queens Borough G. & 
E. Co., P.U.R. igi8F, 872 (N.Y., igi8)-, Re Tri-State Teleph. & Teleg. Co., P.U.R. igigC, 5 
(Minn., 1918); Re Hammond, W. & E. C. R. Co., P.U.R. 1920E, 517 (Ind., 1920). 

Re E. St. Louts L. & P. Co., 6 Ann. Rep. 111 . P.U.C. 129 (1918) ; Re Central III. L. Co., 
P.U.R. 1918F, 102 ( 111 ., 1918); Re Indianapolis Traction & T. Co., P.U.R. 1919A, 278 (Ind., 
1918). ^ 

Public Utility Comm. v. Edison L. & P. Co., 19 P.U.R. (N.S.) 474 (Pa., 1937). 
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ment with which they are serving the public.®® More frequently, however, 
! commissions have recognized the unwisdom of attempting too radical increases 

: in charges, noting that during an emergency lower returns may be approved 

I than would be considered appropriate in normal times.®'^ 

j (2) The use of the trial or test rate by commissions presents relatively few 

■ problems for discussion. Trial rates have commonly arisen from uncertainties 

I concerning the revenue that may be expected from a given schedule of 

charges,®^"* although this device is equally appropriate when the revenue re- 
quirements of the company are uncertain,®® or where general economic con- 
ditions are abnormal or transitory.'^® 

In view of its obvious advantages, it is surprising that commissions have not 
made more frequent use of the trial rate. Its relative neglect and disuse may 
probably be explained by the fact that commissions are at liberty to repoen 
cases whenever changes in the revenues or expenses of the companies render 
such action appropriate. 

(3) The commissions’ use of the temporary rate to correct unreasonable 
rates pending a final determination of the just and reasonable rate on full 
investigation does not necessarily rest upon any definite statutory grant of 
power.'^^ 

In 1923 an adverse decision of the Supreme Court in a New York case in- 
volving a temporary order reducing rates caused the temporary rate to fall 
into disuse. The Court’s language, which served many years as a precedent 
for state and federal courts and which dictated the language of the statutory 
revisions which several states passed in the early nineteen thirties, warrants 
quotation : 

“Nor did the fact that the orders of the Commission merely prescribed 
temporary rates, to be effective until its final determination, deprive the Com- 
pany of its right to relief at the hands of the court. The orders required the 
new reduced rates to be put into ehfect on a given date. They were final legisla- 
tive acts as to the period during which they should remain in effect pending 
the final determination; and if the rates prescribed were conHscatory, the Com- 
pany would be deprived of a reasonable return upon its property during such 
period, without remedy, unless their enforcement should be enjoined. Upon 
a showing that such reduced rates were confiscatory, the Company was entitled 
to have their enforcement enjoined pending the continuance and completion 
of the rate-making process. ... If the Commission, however, fixed an early 

Re Georgia R. & P Co., P.U.R. 1918F. 624 (Ga., 1918). 

Re Trenton & M County Tractwn Corp.. 6 N.l.P.U.C.R. 453 (1918); Re Kenilworth Water 
Co., P.U.R. 192'D, 95 ( 111 ., 1921)- 

•■’S Re Chicago & W R Co., P.U.R 1919A, 268 ( 111 ., 1918); Re Bay State St. R. Co., P.U.R. 
[919A, 817 (Ma.ss., 1918); Re Denman P.U.R. 1928c, 672 (Ida., 1928); Re Cities Service Co., 
c. P.U.R. 1933A, U3 (Kan., 1932). _ 

*59 Re Baltimore County W. & E. Co., P.U.R. 1918F, 522 (Md., 1918); Re Teton Valley P. &■ 
Milling Co., P U.R. 19^26, 267 (Ida., 1931). 

Re United R &■ E Co., P.U.R 1919C, 74 (Md., 1919); Re Ultnots L. & T. Co., P.U.R. 19216, 
549 (111., 1920) 

It is noteworthy that earlier statutes associated the use ol the temporary rate with an 
emergencv and exhibited a somewhat greater concern for the welfare of the company than for that 
of its patrons. The latter characteristic is evident in the contemporary New York statute, first 
enacted in 1920. (Laws /920, 3 . 542, Sec. 2; Laws igs4> C. 212, Sec. 5.) 


A,. 
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date for the final hearing, this might have been taken into consideration by the 
court as an element effecting the exercise of its discretion in the matter of 
granting an interlocutory injunction. . . . But in the present case, the Com- 
mission was still continuing indefinitely its general investigation, and had not 
fixed any date for the final hearing.” 

The elements in the situation leading the Court to its decision are apparent. 
The company, to the satisfaction of the lower court, had sustained the burden 
of demonstrating that the effect of the rates was confiscatory. Since the Com- 
mission had set no limit to the time required for the completion of its investi- 
gation (an impossibility in rate cases), there was no assurance that the “con- 
fiscation” would not continue for a period so prolonged as to be unfair to the 
company. Finally, the Court was of the opinion that it was possible to protect 
both the company by the injunction and the consumers by the provisions for a 
refund of any excesses collected by the company. 

The grave economic crisis of 1929 and the subsequent depression created 
insistent demands for prompt rate reductions which could never be timely 
so long as the “fair value” procedure was observed. Attempts to secure imme- 
diate temporary reductions encountered the displeasure of the courts.'^'^ As a 
result, many state legislatures, following the lead of Wisconsin in 1931,^^ con- 
ferred upon their commissions the power to establish temporary rates, and at 
the same time sought to prescribe a procedure which would avoid the ob- 
jections of the temporary rates set forth by the Supreme Court in the Prender- 
gast case.'^® 

The legal validity of temporary rates. There are still many legal doubts 
associated with the use of temporary rates. In general, the state courts have 
upheld their commissions in the establishment of such rates, but the decisions 
of the federal courts have been less explicit than could be desired. 

(i) The authority of the commissions to deal with emergency situations 

Prendergast v. New Yor}{ Tel. Co., 262 U.S. 43, 49-50 (1923). 

Indiana Gen. Serv. Co. v. McCardle, i F. Supp. 113 (S.D. Ind., 1932); Rocfiland L. & P. 
Co. V. Malthie, 241 App. Div. 122, 271 N.Y. Supp. 858 (1934); N.Y. Edison Co. v. Malthie, 
244 App. Div. 436, 279 N.Y. Supp. 949 (1935)- 

Wisconsin, Laws of 1931, C. 183, Sec. 3; Statutes, 1937, C. 196, Sec. 395. 

Though these statutes differ in significant details, that of New York is probably the most 
satisfactory and workable that has appeared: 

“To facilitate prompt action by the Commission in proceedings involving the reasonableness 
of the rates of any public utility and to avoid delay . . . , the Commission is hereby authorized 
to require any public utility company to maintain continuing property records, and to keep its 
books in such a manner as to show currently the original cost of said physical property and the 
reserves accumulated. . . . 

“The Commission may in any such proceeding, brought either on its own motion or upon 
complaint, upon notice and after hearing, if it be of opinion that the public interest so requires, 
immediately fix temporary rates to be charged by said utility company pending the final deter- 
mination of said rate proceeding. Said temporary rates . . . shall be sufficient to provide a return 
of not less than 5 per centum upon the original cost, less accrued depreciation, of the physical 
property, and if the duly verified reports do not show the original cost, less accrued depreciation, 
the Commission may estimate said cost less depreciation. 

“Temporary rates so fixed, . . , shall be effective until the rates to be charged shall finally 
have been prescribed. The Commission is hereby authorized in any proceeding in which tem- 
porary rates are fixed, to consider the effect of such rates in prescribing rates to be thereafter 
charged and collected by said public utility company on final determination of the rate pro- 
ceeding.” (New York, Laws 1934. C. 287; Thompson’s Laws of New York, 1939, Public Service 
Law, Sec. iia-i 
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by rate changes has been uniformly recognized by the courts, even in the 
presence of franchise and contractual provisions w^hich purported to establish 
rates.'^« 

(2) The appropriateness of trial or test rates when the commission is un- 
certain of the response of consumers to a particular schedule of charges has 
been specifically upheld by the Supreme CourtJ'^ 

(3) validity per se of the temporary rate pending a final determination 
of the just and reasonable rate has not been denied, not even in the unfavorable 
Prendergast decision/® While in the critical New England Divisions case,'” 
involving the power of the Interstate Commerce Commission to regulate the 
divisions of joint rates, and in its most recent pronouncement upon the subject, 
Driscoll v. Edison Light and Power Company , the Supreme Court clearly 
recognized that the temporary rate pending a final determination of the just 
and reasonable rate is constitutionally unobjectionable. Such constitutional 
doubts as remain unresolved, and they are serious, are concerned with the 
procedure and the standards by which the temporary rate is established. From 
the Court’s dicta on the subject it appears that three attributes are necessary 
to assure that the temporary rate order shall pass the constitutional hurdle: 
there must be evidence to support the commission’s order, the procedure must 
observe the amenities of “due process,” and there must be some device to 
protect the company from any errors of the commission in establishing rates 
insufficient to afford a nonconfiscatory return. 

The fullest discussion of the principles of temporary rates is afforded by the 
decision of the New York Court of Appeals in Bronx Gas & Electric Com- 
pany V. Maltbie which was concerned with validity of the New York 
amendment of 1934.®^ It upheld the temporary rates on three grounds: (1) 
The Commission’s order was based upon evidence as to the original cost of 
the property and permitted a return in excess of 5 per cent thereon. (2) The 
temporary rates fixed by the Commission were not final rates even for the 
period during which they were to be in effect, since the statute required the 
Commission to take into consideration the earnings of the company under 
these rates in designating the permanent rates. (3) And, finally, full provision 
was made to protect the company from any confiscatory effects of erroneously 
low temporary rates by providing that the public should make good to the 
company the loss which might be sustained in temporarily charging too little 
for its service.®^ 

A program for temporary rate orders. The essentials of a constructive pro- 

O’Brien v. Bd. of Pttb. Utility Comrs., 92 N.J.L. 587, 106 Atl. 414 (1919); Omaha &■ 
C. B. St. R. Co. V. State R. Comm., 103 Neb. 695, 173 N.W. 690 (1919); La Crosse v. Railroad 
Conlm., 172 Wis. 233, 178 N.W. 867 (1920); Olila. G. & E. Co., v. State Corp. Comm., 83 
Okla. 281, 201 Pac. 505 (1921); Elliott v. Empire Nat. Gas Co., 123 Kan. 558, 256 Pac. 114 

(1927)- 

Clark’s Ferry Bridge Co. v. Pub. Serv. Comm., 291 U.S. 227, 241 (1934). 

262 U.S. 43. The New England Divisions Case, 261 U.S. 184, 199-201 (1923). 

80 307 U.S. 104 (1939)- 81 271 N.Y. 364 (1936^ 

82 The later discus.sion of the issues raised by the use of temporary rates comes from the 
Supreme Court of Wisconsin, in Wisconsin Tel. Co. v. Comm., 232 Wis. 274, 287 N.W. 122 
(1939). See also Glaeser, “The Wi,sconsin Telephone Case,” 16 four, of Land & Public Utility 
Economics 37 (1940). 
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gram for temporary rate orders are readily apparent from the foregoing analy- 
sis. The methods adopted must be sufficiently direct and expeditious to meet 
the requirements of emergency conditions. The amenities of due process must 
be observed if the procedure is to be acceptable to the courts. And finally, the 
results of temporary rate orders must, in the long run, be fair to both the 
utility companies and the consuming public. With these criteria in mind, the 
discussion may concentrate on three aspects of the temporary rate order; 
the procedure, the rate of return and base for the establishment of the tem- 
porary rates, and the provisions for protecting the utility from any errors of 
overzealous regulation. 

(1) The first procedural requirement is that of complying with the basic 
attributes of the due process: the evidence upon which the commission acts 
must be presented; opportunity must be given to the company to refute such 
evidence as is presented on behalf of the public and to introduce relevant 
evidence on its own behalf; and the commission’s decision must be supported 
by the evidence.®*^ 

(2) The basis for the determination of the fair return and the measure of 
the appropriate percentage of return are two of the most crucial matters in 
the effective functioning of temporary rate orders. Upon the ease and cer- 
tainty with which these factors can be determined depends the effectiveness 
of the temporary rate in the presence of rapidly changing economic conditions. 
Upon the fairness with which the respective interests of patrons and company, 
especially the latter, are treated depends the attitude of the courts in enforcing 
or enjoining temporary rate orders. 

The statutes are divided in their treatment of the appropriate rate of return. 
The New York and Pennsylvania statutes set bounds to the discretion of the 
commission by specifying that the temporary rates shall yield at least 5 per 
cent upon the depreciated original cost of the property. The Illinois law au- 
thorizes the commission to prescribe temporary reductions in rates only when 
the utility’s net income “is in excess of the amount required for a reasonable 
return upon the value of said public utility property,” and the reduction 
is limited to the amount of net income in excess of that reasonable return. 
Under such limitations, the temporary rate device can never be used to give 
emergency relief to patrons; it is only a means of preventing the utility from 
taking advantage of the delays of regulation to continue the exaction of more 
than its legal right from its customers. Of a different character is the Wis- 
consin la^v, which leaves the matter of the rate of return entirely to the 
commission’s discretion. A reasonable confidence in the competence and dis- 
interestedness of the regulatory commission would lead one to support this 
more flexible arrangement despite the disfavor of the courts. 

Many possible bases might be suggested to measure, for purposes of tem- 
porary rate orders, the property upon which a utility should be permitted to 
earn a return, (i) In view of the predilection of the courts, the availability 

The requirement that a full hearing be accorded prior to the entry of the temporary order 
does not impose upon the commission the necessity of making an exhaustive investigation into all 
aspects of the problem. {The New England Divisions Case, 261 U.S. 184, 200, 201 [1923].) 

Sraith-Hurd, Illinois Annotated Statutes, C. 111%, Sec. 36. 
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of “fair value” for this purpose might be considered, but the costly, time- 
consuming, and controversial nature of the typical fair-value determination 
renders this method quite unacceptable for temporary rate proceedings. 

(ii) It has been suggested that the present-value figures prepared in earlier 
valuations may be adapted to changing price levels through index-number 
adjustments. The acceptability of such adjustments to the federal courts is a 
matter of doubt; in two cases the Supreme Court has given its implied ap- 
proval to such use of price indices in what were “final” determinations,®^ 
while in a more recent case, adjustment of values by price indices was explic- 
itly condemned.®'^ Even if the use of index numbers should receive judicial 
approval, there would be two possible objections to this method. It would, 
obviously, be available only where the fair value of the particular utility com- 
pany had previously been determined, and where accurate accounting records 
revealed subsequent capital changes. The second objection concerns the avail- 
ability of accurate index numbers; the proper index numbers should be 
immediately available if this method is to be successful, for the preparation of 
acceptable index numbers is a difficult and extensive task in itself. 

(iii) The use of the original cost of physical properties less accrued depre- 
ciation is the base prescribed in the New York and Pennsylvania statutes. 
The original cost of properties to those who first devoted them to utility service 
is the basis of the uniform system of accounts adopted by the federal regula- 
tory commissions, and this principle has also been adopted by a majority of 
the state regulatory bodies. The use of this accounting procedure has had the 
approval of the Supreme Court,®’ and where such figures are not now avail- 
able it is reasonable to assume that they will be available in the near future. 
The patent advantages of this ba.se — a definite sum, capable of ready a.scer- 
tainment and not subject to extensive controversy — make it entirely acceptable 
from the administrative standpoint. From the economic point of view it is 
likely that where the utility is not overcapitalized, the original cost base will 
satisfy the utility’s legitimate requirements for income. The legal aspects of 
the use of original cost are not clear, since the majority of the- Supreme Court 
sidestepped the issue in Driscoll v. Edison Light & Power Company; however, 
the New York Court of Appeals had no difficulty in sustaining this feature of 
the New York statute and its decision was cited with approval by two members 
of the Supreme Court.®® At the present time, original cost seems to be the 
only completely satisfactory basis for the establishment of temporary rates. 

The temporary-rate principle could be given another application. It may be 
recognized that the utilities are not entitled to a reasonable return in every 
accounting period; rather, the utility’s constitutional right may be to have a 
fair average return; thus it would become possible for the excess earnings of 
some periods to offset the inadequate earnings of other periods, even when 
those inadequate earnings are the result of temporary rate orders. 

Clark’s Ferry Bridge Co. v. Pub. Serv. Comm., 291 U.S. 227, 236 (1934); Lotus & 
O’ Fallon Ry. Co. v. U.S., 279 U.S. 461 (1929). 

West V. Chesapeake &■ Potomac Tel. Co., 293 U.S. 662 (1933). 

87 jeL & Tel. Co. v. U.S., 299 U.S, 232 (1936). 

88 Mr. Justice Black and Mr. Justice Frankfurter. 
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It may be appropriate to recall that rate adjustments, to correspond with 
changes in the operating expenses, may be made promptly without disturbing 
the existing fair return and without recourse to any elaborate procedure. Inas- 
much as most utility companies have operating ratios approximating 50 per 
cent or more, the opportunities for rate reductions from this source may be 
substantial in periods of falling prices; and conversely, substantial rate in- 
creases may have to be given in periods of rising prices. 

(3) The so-called recoupment provisions of the statutes are presumably de- 
cisive in protecting the temporary rate procedure from successful attack on 
constitutional grounds. Their purpose is twofold: economically, they are in- 
tended to protect the utility from any impairment of credit or capital due to 
the temporary imposition of rates insufficient to afford a fair return; legally, 
they are intended to prevent the temporary rate from being “final” in the 
objectionable sense in which the Supreme Court found the temporary rate 
final in the Prendergast case. In essence, the recoupment provision requires 
that, if the temporary rates prescribed should prove too low to give a fair 
return, the commission shall, in establishing final and permanent rates, make 
it possible for the utility not only to earn a fair return, but also to make up 
any deficiency incurred under the temporary rates. The method by which 
any deficiency shall be made up may well be left to the commission’s discre- 
tion : whether by setting the permanent rate higher than would otherwise be 
justified or permitting a temporary surcharge above what would otherwise 
be the appropriate charge, by amortizing the deficiency in a short period 
of time or over several years, or by imposing the cost of the recoupment on all 
classes of consumers or on only a portion of the patrons. 

The measure of the amount which the utility should be permitted to recover 
is, or should be, the amount by which its income during the period of the 
temporary rate was less than the requisite fair return. 

Procedure in Rate Cases. No aspect of rate regulation has been the target 
for more criticism than the procedure which is followed by courts and com- 
missions in their control of utility rates. The problems of judicial review have 
already been canvassed.®® Since the intricacies of the procedural problems can- 
not be fully understood and appraised until the details of rate regulation 
according to the Smyth v. Ames present-fair-value method have been pre- 
sented,®® the present section will seek the limited goal of describing the 
procedure of the commission only in so far as some comprehension of pro- 
cedure is necessary to pursue intelligently the discussion of rate regulation 
which follows. 

Formal and injormal procedures. The description of the organization and 
functioning of the commission has already called attention to the two distinct 
procedures' which are employed in regulation.®' The formal procedure goes 
through the succession of complaint, answer, hearings, findings of fact, and 
an order, while the informal procedure relies on the conference method. In 
rate cases, no less than in other regulatory problems, a large proportion of all 


Chapter VI. 


90 Chapters XI to XVI. 


9^ Chapter VI. 
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controversies tends to be settled through the informal procedure; although 
where the interests of patrons and company are sharply opposed, as they 
usually are in important rate cases, the informal method may not be available 
since it cannot lead to a mandatory order by the commission. The remainder 
of the discussion of this section relates to the formal procedure unless the 
contrary is specifically noted. 

Statutory provisions and commission rules. The commission’s procedure 
is governed by statutory terms. Within very broad limits the legislature is free 
to determine the methods and procedures which the commission shall follow, 
and in general outline, the statutes specify what formalities shall be observed. 
The specific application of the statutory directions is left to the discretion of 
the commission, and in its rules of practice and procedure the commission 
outlines in detail the manner in which cases shall be conducted, the evidence 
which shall be submitted, the forms on which reports shall be prepared, the 
conduct of hearings and investigations, the parties that will normally be ad- 
mitted to its proceedings, and the preparation of briefs and of the protests or 
objections to the commission’s findings or rulings. 

In all rate cases, the primary data upon which the commission must base its 
determination are usually in the sole possession of the company, and it is, of 
course, essential to assure the complete co-operation of the company and the 
full disclosure of all data bearing in any way upon the matter under investi- 
gation. It is therefore quite appropriate that the statutes should place upon the 
company the burden of proof in all rate cases — to justify the reasonableness of 
existing charges if they are called in question, or to demonstrate the propriety 
of increased rates if such are sought. Once the commission has reached its 
determination in a rate case, the burden of proof presumably shifts to any party 
challenging the commission’s conclusions. 

The posted rate. Common to all rate statutes is the requirement that the 
utility shall file with the commission and post publicly at its places of business 
copies of all schedules of charges under which service is rendered. The sched- 
ules contain not simply the formal notation of the amount of the charge for 
the service, based upon service classifications which are subject to commission 
supervision, but also all practices and regulations which affect rates and charges. 
The company must adhere scrupulously to the schedule rates, whether fixed 
voluntarily by the company or prescribed by commission order, charging 
neither more nor less than the sums specified. The primary reason for the 
latter requirement is to prevent discrimination between patrons. 

Changes in rates on company initiative. Primary responsibility for the rates 
and charges of the utility rests with the management. The statutes explicitly 
require that all charges shall be just and reasonable, and all unjust, unrea- 
sonable, unduly preferential, or unduly discriminatory charges are prohibited. 
If the charges are higher than is just and reasonable, it is the duty of the 
company to file a schedule reducing its rates. Conversely, if the rates are 

See Sharfman, The Interstate Commerce Commission, Vol. III-A, pp. 8-9. From 1902 to 
I933 j the Interstate Commerce Commission handled from four to ten times as many rate com- 
plaints through the informal procedure as were handled through the formal procedure. 



310 ECONOMICS OF PUBLIC UTILITY REGULATION 

insufficient, it is to be expected that the initiative in securing more adequate 
charges will be taken by the management. 

The customary procedure in changing rates, when the initiative comes from 
the company, is for the company to file with the commission a schedule of the 
new rates proposed to be charged. Notices of the impending change must be 
given to consumers, normally by the publication of advertisements in news- 
papers circulating in the territory served. Unless specifically authorized by the 
commission, on the basis of a finding of an emergency or a necessity from the 
standpoint of the public interest, increased rates may not become effective until 
the expiration of a waiting period, which varies from ten to thirty days in 
different states. It is the purpose of the waiting period to permit the filing of 
protests, to afford the commission an opportunity to investigate the propriety 
of the proposed rates, and to permit any patrons so desiring to discontinue 
their service before the higher rates become effective. Some statutes rec|uire 
the same waiting period both for increases and decreases in rates, while others 
permit reductions to become effective immediately. 

Two different practices prevail as to the circumstances under which new 
utility rates become effective. In some states, the new rates become effective 
automatically at the expiration of the statutory waiting period unless the com- 
mission has acted to suspend the proposed schedule. In other states, the new 
rates may become effective only with the affirmative approval of the commis- 
sion, the commission being required either to approve the proposed schedule 
within the statutory period or to begin an investigation to determine the rea- 
sonableness of the new rates. While either procedure would be satisfactory 
with an alert commission, there is some advantage attaching to the latter ar- 
rangement, since an overworked or understaffed commission might find new 
rates becoming effective in the absence of an investigation, and since there is 
wisdom in specifically imposing upon the regulatory body the obligation to 
inform itself of the reasonableness of any proposed change in rates. 

Whenever a new schedule is filed, the commission should have the authority, 
either upon complaint or on its own initiative, to undertake an investigation 
into the reasonalDleness of the proposed rates. In order that the commission 
may have an opportunity to complete its investigation before the new rates 
become operative, it is customary for the statutes to provide that the commis- 
sion may suspend the new schedule of rates pending an investigation into 
their propriety. In order to safeguard the utility against any undue delay on 
the part of the commission, the period during which rate changes may be 
suspended is restricted by the statute, four to five months being common 
limits for suspension. If the commission is unable to arrive at a decision within 
that period, the new schedule of rates may become effective without the com- 
mission’s approval; however, the commission may order the withdrawal or 
modification of the new rates on completing its investigation. As a further 
protection to consumers, the statutes require the utility that would give effect 
to a change in rates before the completion of the commission’s investigation 
to impound all funds collected in excess of the old rates, in order that refunds 
may be paid to patrons if the commission finally rejects the new rates. 

Changes in rates by commission order. Most utility statutes provide that the 
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commission must undertake an investigation into the reasonableness of any 
rate or charge when it receives a complaint signed by designated state or mu- 
nicipal officials or when signed by a specified number of patrons, sometimes 
twenty-five. The better laws also provide that the commission may begin a 
rate case on its own initiative without awaiting any formal complaint. 

Conchsding observations. Certain general observations may serve further to 
characterize the procedure of the regulatory commission in the typical rate 
case. It should be recognized that there is no precisely defined procedure; the 
methods of the particular commission are conditioned by the adequacy of its 
budget and staff and by the competence of the commissioners. The commis- 
sion’s procedure in rate cases is intimately related to other phases of regulation : 
the commission that has long exercised effective control over the utilities’ ac- 
counts and security issues may adopt a quite definite procedure for the disposal 
of rate cases where a comparable procedure would be impossible for another 
regulatory body; where the courts of the state have interpreted the utility stat- 
utes in ways that are restrictive of the commission’s discretion, the procedure in 
rate cases may be largely influenced by the possibility that any findings and 
order will have to overcome the hurdles of judicial review. 

While admitting that it is impossible to confine rate cases to rigidly pre- 
scribed procedures, it is still the critic’s function to call attention to the preva- 
lence of cumbersome and dilatory methods, growing out of futile and half- 
hearted attempts of administrative agencies to follow what are essentially 
judicial patterns of behavior. Statutory revisions could do much to render the 
commissions’ procedures in rate cases more direct and simple; control over 
security issues and related activities, the requirement of commission approval 
of extensions and improvements, and the provision that all companies shall 
maintain continuing property records, are a few of the changes that would 
render the procedure of rate regulation more satisfactory. More liberal appro- 
priations to assure adequate staffs are essential. 

4. ALTERNATIVE POLICIES RESPECTING UTILITY CHARGES 

In the regulation of utility charges, no less than in other endeavors where the 
customary and habitual tends to be regarded as the sole method of procedure, 
the opinion is widely accepted that only one, or at most, two alternatives are 
possible. It may serve to heighten critical prospectives if brief consideration be 
given to the dijfferent possible approaches to the regulation of utilities and their 
rates. 

Avoidance OF Discrimination, Public interest in utilities might be confined 
to the avoidance, or elimination, of discrimination in the charges made by such 
corporations. Under this policy, there would be no concern as to the level of the 
company’s charges but only as to any “unfairness” in its dealings as between 
its customers. The utility would be free, as is any business in unregulated fields, 
to make the maximum possible profit. This policy might or might not be 
combined with a policy of preserving and encouraging competition between 
corporations rendering a like service. The inadequacies of such a “regulatory” 
program are obvious. 
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Competition. Public policy with respect to utility rates might center on the 
encouragement and preservation of competition. This policy would have many 
disadvantages for both the public and the investors. Utility corporations are 
examples par excellence of businesses operating under conditions of decreasing 
costs. The large investment in fixed capital commonly results in so much idle 
capacity, except at the time of the peak load, that additional business can be 
accepted without the imposition of proportional increments of cost upon the 
company. The presence of two such companies in the same community, assum- 
ing no agreement with respect to the division of the business, would certainly 
lead to the appearance of cutthroat competition, which would be characterized 
by an effort to take business from the rival, even though the solicitation of such 
business should force the adoption of rates insufficient to cover costs. Even if 
the competition between the rival utilities should not be of the cutthroat variety, 
it would still be to the disadvantage of the community to have service supplied 
by two companies. If rates should be charged just sufficient to cover the costs to 
each company, such rates would be higher than those necessary for a single 
company, since there would inevitably be a considerable duplication of expend- 
iture in parallel systems of distribution facilities, in the use of smaller and less 
efficient generating units, in the duplication of reserve capacity, and in the 
larger combined expenses for technical, administrative, and clerical staffs. But 
aside from higher costs, the service rendered by two competing utilities would 
generally be inferior to that supplied by a single company. Competition does 
not afford a satisfactory solution for the relations between consumers and cor- 
porations supplying modern utility services. 

In recent years competition in another form has been frequently discussed as 
a possible means of inducing private companies to lower their charges volun- 
tarily, Instead of the duplication of investment and service, this form of com- 
petition looks to the example afforded by publicly owned plants in leading the 
way to lower rates. Thus it has been found that the proximity of a publicly 
owned and operated plant, even though it does not seek to invade the territory 
of neighboring companies, may induce the private plant to seek to emulate its 
performance in offering rate reductions.®^ Experience with this “competition 
in achievement” may justify a decision favorable to the establishment of addi- 
tional public plants, but unless universal public ownership is in prospect, it 
affords no complete solution to the problem of reasonable utility charges.®^ 

Unregulated Monopoly. Public policy might permit the establishment of 
monopolies by utility corporations, thus foregoing competition with its waste- 
ful duplication of facilities and cutthroat price practices, and allow complete 
freedom to corporations in the framing of their own price policies. This policy 
has been advocated on the theory that the self-interest of the corporate man- 
agement would lead to the inauguration of a moderate price policy in the hope 
of developing the largest possible volume of business. While it may be con- 
ceded that in the long run the interests of investors and consumers may coin- 

93 Chapter XXIV. 

9-1 See Kohn, “A Re-examination of Competition in Gas and Electric Utilities,” 50 Yale Law 
]ourn. 875 (Mar., 1941). 
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cide to a certain extent, the deductions here made are scarcely valid. In the 
first place, the management of utilities is not in the hands of investors, and the 
long-run view does not always prevail with the management. And, further- 
more, a monopolist, seeking to realize the maximum possible net income, will 
always find it profitable to restrict his output below the level of production 
that would prevail under competitive conditions, and in so doing will find it 
possible to exact a price substantially above that which would be charged under 
competition or even under regulated monopoly. 

A monopolist can usually add to his profits, if there are differences in the 
elasticities of demand for his product in different parts of the market, by dis- 
criminating in price between different groups of purchasers. Of course, the 
modern utility under regulation discriminates in price between different classes 
of patrons when it charges one price for residential service, another for com- 
mercial consumption, and a different price for industrial consumption; but 
under regulation the differences in charges to different classes of consumers 
are presumably based significantly, if not exclusively, upon differences in the 
costs of serving each class. In the absence of regulation, there could be no 
assurance that the differences in the charges would approximate, or even be 
proportional to, differences in costs. In view of the vital importance of utility 
services to the health and general welfare of modern communities, the exces- 
sive prices and discriminatory charges of the unregulated monopolist justify 
the rejection of any such arrangement. 

Government Participation in Management. The regulation of a privately 
owned, profit-seeking business by an external agency, such as the public utility 
commission, inevitably creates an antagonism of interests and authorities; 
hence, some observers have concluded that the functions of policy making in 
the public interest and of executive management in the interests of efficiency 
and profits should be blended in a single organization. There are many possible 
arrangements whereby the public might have a larger voice in the manage- 
ment of public utilities, (i) Public ownership and management has been the 
form most widely tried in this country. (2) Public management may be com- 
bined with private ownership. The capital may be supplied by private investors 
who purchase, not government bonds, but securities issued on the basis of the 
assets of the utility enterprise. Such private investors would presumably receive 
a limited return; all receipts above costs (including interest or dividends on 
securities) would be used to retire outstanding securities, or to finance addi- 
tions to, and improvements in, the property, or, less justifiably, to add to the 
public revenues. (3) Public ownership combined with private management is 
not unknown. The plant may be purchased or constructed with public funds 
and operated by a private management on a salary basis. A proper attention to 
incentives could be expected to secure the highest attainable efficiency, and the 
public could be confident that the service would be supplied at cost.®® 

Co-operatives. While the co-operative organization for the rendition of util- 
ity services is not unknown in this country, the co-operative program has only 

The problems of public ownership are considered in Chapter XXIV. 
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recently become significant as a solution of the problem of assuring a reason- 
able price for utility services. The development of co-operatives in rural electri- 
fication has been of importance since 1935.^® 

Regulation by Statute and Franchise. Before commissions were instituted, 
regulation by statute, by franchise, and by charter was tried. Such regulations 
sought to establish minimum service standards and maximum rates. The many 
weaknesses which these methods of regulation have demonstrated have long 
since relegated these devices to a secondary role in the control of utility rates.®’ 

Regulation has also experimented with fixing the maximum dividend rates 
that utilities may pay on their outstanding securities.®^ Experience with this 
kind of control has demonstrated a lack of incentive to improve and extend 
the service so long as the corporation is earning the maximum return permitted 
under statutory standards. 

Service-at-cost contracts. Service -at-cost, or sliding-scale, contracts seek to 
supersede the antagonism of external regulation by relating the earnings of the 
company to its efficiency in supplying service to consumers at low costs. The 
rate of return on the company’s investment, or at least on that part of it which is 
distributable to stockholders, is made to vary inversely with the charge to 
consumers. The technical details of such contracts, together with their advan- 
tages and weaknesses, have already been set forth.®® It is sufficient to note at 
this point that experience with service-at-cost arrangements has been at least 
as satisfactory as other forms of regulation of utility incomes, and that with 
proper precautions to preserve reasonable flexibility in modifying the basic 
plan, it avoids the objectionable features of regulation by means of franchise or 
charter. 

A Fair Return on Fair Value, The failure of the majority of communities 
to adopt some form of public ownership and operation, and the unsatisfactory 
character of the other programs of regulation necessitated the development 
of some new form of public control. The evolution of the commission as the 
prevalent instrument of utility regulation has already been traced. Coinci- 
dent with this development of the commission, the commissions and courts, 
largely under the pressure of the particular cases that came before them, evolved 
an approach to the problem of price regulation which has been quite generally 
adopted, and which seeks to permit the utility to earn “a fair return on fair 
value.” 

Constituents of the utility’s income. Rate regulation by public service com- 
missions, as a problem affecting the local utilities, has been concerned chiefly 
with the control of the total revenue accruing to the company. The economic 
object has been an equivalence between the total receipts of the utility and the 
total costs of rendering the service. The necessity for an increase in revenue, or 
the possibility of a decrease in income, is determined in relation to the present 
and prospective costs of rendering the utility service, and thus every rate case 

se Chapter XXIV, Sec. 5. chapter VI. 

Early Massachusetts statutes exempted railroads, and later street railways, from regulation 
of their rates so long as the dividends upon their outstanding securities should not exceed 10 
per cent. (Mass. Revised Statutes of 1836, C. 39, Sec. 83, and Mass. Acts of 1864, C. 229, Sec. 
26.) See Barnes, Public Utility Control in Massachusetts, pp. 87-91. 

Chapter VII. See also Chapter XVII, Sec. 4. 1 °° Chapter VI. 



RATE REGULATION 315 

becomes an occasion for a critical examination of the costs claimed by the 
company. 

The costs to be recovered in the utility’s income fall into four categories: 
operating expenses, taxes, provision for depreciation and retirement, and the 
“fair return.” The significance of each of these cost elements may be indi- 
cated by Table 31, showing the distribution of total expenditures for typical 
utilities. 

The nature and propriety of each of these elements of cost may be briefly 
indicated. Operating expenses include all costs not embraced by the other 
classifications; specifically, the amounts required to cover wages and salaries, 
fuel and other supplies, repairs, rentals, et cetera. Until the late twenties, the 
proper allowances for operating expenses did not present a seriously contro- 
versial problem in determining the total revenue requirements of public utility 
companies. To the extent that the companies maintained adequate accounting- 
records, the experience of the recent past furnished the basis for satisfactory 
estimates of the expenses for the future. With the growth of holding-company 
systems and the increasing importance of intercompany payments, the operat- 
ing expenses of utility corporations have been more and more frequently ques- 
tioned in rate proceedings. 

The taxes imposed on utility corporations are regarded as a part of the total 
expenses to be considered in establishing the revenue needs of the company. 
Utility taxes may take a variety of forms: property taxes, franchise taxes, taxes 
on capitalization or on issuance of securities, and income taxes. Many burdens 
imposed on utilities by their franchises partake of the nature of taxation, as the 
requirements for paving streets, removing snow, and providing free water or 
electricity for municipal buildings or streets. Generally these taxes raise no 
difficult problems for the regulatory commissions. The amount of such tax 
burdens is readily ascertainable, for they are a part of the public record. Fur- 
thermore, the passage of tax laws through the legislatures and the accompany- 
ing public discussion gives ample notice of impending changes. 

Depreciation or retirement expense represents the cost imposed by the ex- 
haustion of the service life of equipment in use for more than a single account- 
ing period. Since the various phases of the depreciation problem are considered 
in detail elsewhere, it is sufficient, for purposes of the present discussion, to 
note that depreciation is an inevitable cost of providing any utility service, and 
that some allowance therefor must be made in calculating the amount of in- 
come required by the corporation. 

The fair return. The fourth component of the utility’s income is the “fair 
return,” The “fair return” is the term used by the courts and commissions to 
describe the amount of money judged necessary to enable the utility to meet its 
obligations to its security holders of all descriptions. The fair return is a com- 
posite of interest on bonds and certificates of indebtedness, dividends on com- 
mon and preferred stocks, and, perhaps, some reward for efficiency of manage- 

101 A fifth element has been suggested by those who would permit the utility to include some 
definite provision for the accumulation of a surplus. 

102 More extensive discussion of these items will be found in Chapter XVIII. 

103 Depreciation accounting, Chapter VIII; Depreciation expense. Chapter XVIII; Accrued de- 
preciation and the rate base. Chapter Xlll. 
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ment. The costs of financing, such as the amortization of the discount on bonds 
and stocks, are also included in the fair return. 

One’s attitude toward the various items that are said to compose the fail- 
return of the regulated utility will depend in part upon whether the utility is 
considered as an independent entity or whether the utility corporation be re- 
garded simply as an intermediary between the consumers and the investors. 
Thus if the utility be regarded as a separate and independent entity, one may 
well stress the fact that interest on invested capital, regardless of the nature 
of the securities issued to represent the various increments of that investment, 
is in the nature of a minimum cost; that in addition to interest, a business is 
entitled to earn something in the nature of pure profits in the sense in which 
that term is used by the economic theorist; and that this profit should be larger 
in proportion as the management of the utility is more efficient. However, little 
is gained by the application of these concepts in the field of the regulated mo- 
nopoly. Much of the confusion that has characterized the thinking on the mat- 
ter of the appropriate fair return could have been avoided if commissions and 
courts had early recognized that they are required only to do even justice be- 
tween two classes of individuals, the consumers who are called upon to pay 
for the services rendered and the investors who have provided the capital funds 
with which the service is rendered. 

The adequacy of the “fair return” may be considered by either a commission 
in establishing charges sufficient to enable a corporation to meet operating ex- 
penses and its obligations to its security holders, or by a court in determining 
whether the charges so established are sufficient to avoid confiscating the util- 
ity’s property in violation of the “due-process clause.” The administrative prob- 
lem before the regulatory commissions is the establishment of reasonable rates, 
rates that will permit the company to earn a reasonable and fair return. The 
commission is largely concerned with the continuing financial health of the 
utility, with its ability to render adequate service, and ultimately with its ability 
to attract new investments as needed in competition with other enterprises also 
seeking additional capital funds. The commissions’ decisions must be governed 
not simply by considerations of abstract justice as between consumers and in- 
vestors, but also by matters of expediency — the immediateness of the corpora- 
tion’s need for additional funds, the state of the investment market, and the 
relative safety of utility investments as an offset to the higher earnings often 
enjoyed by industrial concerns. 

Many of the considerations that must be weighed by the regulatory commis- 
sion are quite foreign to the problem that confronts the courts in deciding 
whether the rates established by regulatory authorities are confiscatory. For the 
courts the question is one of justice for both investors and consumers, and the 
economic conditions of the moment may rightly be regarded as more signifi- 
cant than the probabilities of the future. The courts have no responsibility for 
safeguarding the financial health of the corporation or assuring its ability to 
attract new capital under favorable conditions. They need only determine 
whether the investors are currently being permitted to receive a nonconfisca- 
tory return on their investment.^""* 

^0^ An attempt at a more precise formulation of concept of the “reasonable” and “confiscatory” 
return will be made when the rate of return is under consideration (Chapter XV), 
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The fair-value method. The fair-value form of regulation developed in the 
absence of other objective standards by which the fairness of the charges of 
monopolistic utilities might be judged. The central idea in this program of 
regulation has been that the regulated company should be permitted to earn, 
in addition to its operating expenses, taxes and an allowance for the deprecia- 
tion of its equipment, a fair return upon the investment in, or the value of, its 
property. The concept of a fair return upon investment or value may be var- 
iously interpreted. The utility may be permitted to earn such sums as will per- 
mit it to pay the stipulated rates on its outstanding bonds and preferred stocks 
and some “fair” dividend upon its common or equity stocks. Or the corporation 
may be allowed to earn some fair percentage upon the investment in, or cost 
of, its assets, or at least, upon such as are used in serving the public, the invest- 
ment or cost to be discovered presumably from the accounts of the company in 
question. Or the past history of the company, both with respect to security is- 
sues and capital expenditures, may be disregarded in favor of allowing a fair 
return upon whatever valuation would contemporaneously be attached to the 
property being used in the public service. 

When these questions were first presented to the courts there seemed to be 
good and sufficient reasons for the rejection of the first two interpretations of a 
fair return. A “fair return upon the fair value of the property” became the 
standard. Under this theory of regulation it is necessary to determine a mon- 
etary sum which measures the “rate base” or “fair value” upon which the utility 
is entitled to earn a return, and secondly, to determine the percentage rate of 
return which is fair in the particular instance, the product of the “rate base” 
and the “fair rate of return” being the measure of the net operating profits 
which the utility is permitted to earn. The principles which control the finding 
of this rate base and the rate of return, and the practices of courts and commis- 
sions in ascertaining this rate base and fair rate of return are the subject matter 
of the chapters which follow. But before coming to a consideration of the 
control of the earnings of public service companies it is necessary to give at- 
tention to the price policies of utility companies and their regulation. 
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UTILITY PRICING POLICIES 

I. GENERAL CHARACTERISTICS OF UTILITY PRICING 

The price policies of utility companies are largely determinative of the extent 
and character of the services which they will develop. Most utilities are monop- 
olies, and if left unregulated they would probably find it most profitable to 
conclude individual price bargains with each of their consumers, assuming that 
such a procedure was not impractical because of the large number of consumers 
involved. In the beginning some companies did follow this policy, and even 
today large industrial consumers sometimes take service under rates which are 
arrived at by bargaining and negotiation with the utility. For other than the 
very large consumers it would not be practical for most utilities to seek such a 
refinement in rates as to permit charging each individual consumer according 
to the value of the service to him. Instead, utilities have established a particular 
price, or schedule of prices, for each class or category of service. There may be 
not only a different rate for each class of consumer, but also a different price 
for each use to which the service is applied. Quite complicated rate structures 
are characteristic of steam railroads and of the electric utilities. Telephone 
companies and gas companies may also have complex systems of pricing their 
services. Other utility companies, such as street railways and water companies, 
have followed a very simple pricing policy. 

Historically, many utility companies began by serving only a single class of 
customer at a uniform rate. As they found that they had idle capacity, com- 
panies naturally sought to develop a market for that capacity through offering 
price concessions. Experimentation with such price adjustments soon devel- 
oped that it would be possible for the utility to supply a quite diversified market 
if it would adjust services and prices to the conditions of that market. It was 
this attempt to develop new markets, in order to achieve full utilization of 
productive capacities, that led utility companies along the road to the complex 
rate structures which now quite generally prevail. Having achieved better ad- 
justments of the market to plant capacity, the trend seems to be in the opposite 
direction, toward simplification and more uniform systems of charges, both 
with respect to different classes of service and different geographic areas. 

It will clarify the discussion which follows if attention is devoted briefly to 
the functions of price. The first and primary function of price is to yield a total 
revenue sufficient to cover the total costs of rendering the service. The price 
charged for the individual service should be sufficient to cover at least the out- 
of-pocket costs attributable to that service. The maximum price for any service 
is set by a value of the service to consumers; that is, the utility must not charge 
a price so high that consumers will cease to utilize the service. Within these 
limits— a maximum set by the value of the service and a minimum set by the 
out-of-pocket costs of rendering the particular service— there is range for judg- 
ment with respect to the specific rate for the service. It should be the goal of 
319 
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rate-making policy to distribute equitably between the different classes of con- 
sumers and between the different individual consumers those general costs 
which are incurred on behalf of the entire service. For the utility company, it 
is important that the pricing system be designed to stimulate an expansion of 
the demand for the service. From the public’s point of view, it is desirable that 
prices be so established that consumers are permitted to take additional incre- 
ments of the service as long as the value of the service to them is in excess of 
the cost to the company of providing the additional service. 

2. THE NATURE OF UTILITY COSTS 

A\^rage Price in Relation to Total Costs. Two analyses of the nature of 
utility costs in relation to price are necessary in order to reveal the considera- 
tions which shape the price policies of the companies and of the regulatory 
authorities. A first analysis is concerned with the relation of the average price 
of the service to the costs incurred by the utility. This type of analysis is directly 
applicable to those utilities which find it either necessary or desirable to render 
only a single class of service at a uniform price. Many of the local transit com- 
panies operate with a single uniform price. For these utilities it is convenient 
to analyze costs into overhead costs, variable costs, and marginal costs. The 
overhead costs are those costs whose magnitude is determined by the size of the 
utility’s investment and the size of the overhead staff with which its operations 
are carried on. These are costs which do not vary with changes in output, 
though a change in investment or in plant capacity would result in a change 
in the overhead costs. Typical of overhead costs would be interest on the invest- 
ment, taxes, insurance, and depreciation in so far as the depreciation is not a 
function of the volume of output. Some of these overhead costs are avoidable 
if the plant should cease to operate; namely, expenses for heating and lighting, 
and the wages and salaries of that part of the personnel whose employment 
would not be continued if the plant should shut down. Other overhead costs — 
interest, taxes, insurance, et cetera — continue whether the plant operates or not. 

The second category includes the variable costs. These are the costs whose 
magnitude is dependent upon the output of the plant; the total of the variable 
costs will fluctuate with changes in output. Typical of variable costs are ex- 
penditures for operating labor, for fuel and other materials, et cetera. 

The marginal costs, or increment costs, are the changes in total cost that are 
incurred with a change of one unit in the output. 

The price which the utility company would voluntarily fix for its product 
depends upon the relative magnitude of the overhead and variable costs and the 
rate at which they change with variations in output, and upon the relative 
elasticity of the demand for the utility’s product. For the utility company, the 
optimum investment and the optimum output are indicated by Figure i-A. 
The average-revenue curve, AR, indicates the quantity of the utility’s service 
which consumers will use at various prices. The marginal-revenue curve, MR, 
records the increase in total revenue that results from a unit increase in sales. 
The marginal-revenue curve slopes downward to the right because additional 
units of output can be sold only by 'offering a reduction in price, and the reduc- 
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tion in price applies to all units of the output. The behavior of total costs is in- 
dicated by the average-cost curve, AC, whose ordinates indicate the average cost 
per unit for different volumes of production. The location of the curve, partic- 
ularly the location of the low point on the curve, e, in relation to the OY axis 

Y FIGURE 1-A 



marks the output for which average unit costs are at a minimum, and is in- 
dicative of the investment in the utility plant; an increase in investment would 
shift e to the right and a decrease in investment would place it to the left of the 
indicated position. The marginal-cost curve, AlC, records the addition to total 
costs resulting from an increase of one unit in output. Whatever the size of the 
plant with which the utility operates, the optimum output— that is, the output 
which will give the utility a maximum profit— is that indicated by the inter- 
section of the marginal-revenue, MR, and marginal-cost, MC, curves. Before 
these curves intersect each additional unit sold adds more to the income of the 
utility than it adds to its costs; after the intersection, each additional unit adds 
more to costs than to revenues. Under the conditions indicated in Figure i-A, 
the utility will find it advantageous to produce Oa units of service, and those 
Oa units may be sold at a price of per unit. The cost is ae per unit, the total 
costs being Oaed; this total cost area includes a normal profit for the utility 
company. The area debc is the monopoly profit which the utility receives from 
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its ability to restrict the amount of the service to Oa, or more likely, from its 
ability to set a price of Oc. It will be noted that not only is the optimum output 
for the utility indicated by the intersection of the marginal-cost and marginal- 
revenue curves, but that the profit is at a maximum when this intersection 
coincides with the intersection of both curves with the average-cost curve. It is 
normally the objective of a company to adjust its investment so as to obtain the 
low unit costs that result from a full utilization of its capacity. This situation 
will prevail when the marginal-revenue curve intersects the intersection of the 
marginal-cost and average-cost curves. If the point <? should be to the right of 
its present position, the utility would have an investment in excess of that 
required to meet the demand of the'market at the price which maximizes the 
utility’s profits. With a smaller investment — that is, if the point e should be to 
the left of its indicated position— the utility would be producing under condi- 
tions of rising marginal costs, and it could profitably invest additional capital 
in the enlargement of its plant. 

If the relation between price, output, and cost be analyzed from the point of 
view of the consuming public, the most desirable investment and output are 
indicated by Figure i-B. It will be noted that from the community’s point of 
view a larger investment is justifiable and a larger output should be sold at a 
lower price. For the community, optimum results are obtained when the 
average-revenue curve, AR, intersects the intersection of the marginal-cost, MC, 
and average-cost, AC, curves. Here the output of the industry would be Oa 
units, and the price would be ae per unit, a price sufficient to cover all of the 
costs of the utility, including a normal return on the investment, and ae would 
correspond to what is normally designated a reasonable price.^ 

An examination of these two charts reveals one very significant point. With 
any given investment, there are many prices which the utility might set which 
would yield little more than a reasonable return to the company. Considering 
Figure i-B, it appears that if the utility should set a price higher than ae its 
total profit might appear to be little more than a reasonable return, and there 
might be no agitation for a reduction in rates; the more elastic the demand for 
the utility’s service, the more likely is the appearance of a “reasonable return” 
with a high price and a restricted output. Yet it might be possible for the utility, 
by offering a reduction in rates, so to increase the sale of its product and reduce 
the unit cost of production as to realize a reasonable return on the larger output. 
With any given investment in plant and equipment, the utility is under an 
obligation to the public to realize a reasonable return with the lowest possible 
price and the largest volume of sale. Furthermore, the reasonableness of the 
utility’s earnings on its existing investment is not conclusive evidence that the 
rate may not be unreasonably high. Referring to Figure i~A, it might be said 
that the utility was charging a reasonable price if the price established was that 
indicated by the intersection of the average-revenue, AR, and marginal-cost, 
MC, curves, but an inspection of the diagram reveals that the price would yield 

will be noted that even with this larger capacity, the utility would find it to its advantage 
to restrict its output to Of units, the intersection of the marginal -revenue, MR, and marginal-cost, 
MC, curves; and that if it did so restrict output it would be able to exact a price of Oc per unit. 
Though the unit cost of production would be greater, fg per unit, the utility would thereby re- 
alize a monopoly profit of per unit. 
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an unnecessarily high profit to the company and that from the public’s point of 
view it would be desirable for the. utility to enlarge its plant so that the average- 
revenue curve, AR, would intersect the marginal-cost curve, MC, at the latter’s 
intersection of the average-cost curve, AC, that is, the condition shown in 
Figure i-B. A public utility is under an obligation to the public to enlarge its 
plant as long as it is possible for the utility to sell a larger volume of output at a 
lower price, while still earning a reasonable return on its investment. 

Individual Prices and Costs for Different Categories of Service. If a utility 
supplies service to various categories of consumers and charges different prices 
for each class of service, the profitability of its policy of price discrimination, 
or differential charging, is the result of differences in the elasticity of demand 
for different classes of consumers. Its operations will be most profitable when 
the marginal revenue from sales to each class of consumer is equal to the mar- 
ginal cost of production for that class. Where differential charging, or price 
discrimination, is followed, a different analysis of cost is significant in judging 
the reasonableness of its price policy. Electric utilities, the steam railroads, gas 
companies, water companies, and telephone companies are all examples of util- 
ities serving a composite market and practicing differential charging. For these 
utilities it is necessary to analyze costs in such a way as to reveal as accurately as 
possible the costs imposed upon the company by each class of service, and in 
addition the costs that arise from the sale of additional units of service to each 
category of consumer. For the purposes of this type of analysis, utility costs fall 
into three classes: the costs associated with the readiness of the utility to render 
the service; the costs chat are proportional to the output or to the volume of 
service which the consumer takes; and the costs which are relatively uniform 
per consumer, irrespective of the amount of the service which he takes. These 
three classes of cost are called, respectively, demand costs, commodity or out- 
put costs, and customer costs. 

Accounting Analysis of Costs. Most utility companies are required to keep 
their accounts according to a standard system prescribed by regulatory author- 
ity. The classifications followed with respect to capital and operating expendi- 
tures normally record these items for different types and categories of property 
by geographic divisions. From these accounting classifications, it is possible to 
find how much of the utility’s investment is located in any particular com- 
munity, and what proportion of its investment is represented by difl'erent 
categories of property; but such accounting systems will not yield direct data 
with respect to the costs for any particular class of service. From such an ac- 
counting classification of investment and cost, it would presumably be possible 
for an electric company, for example, to discover how much of its investment 
should be assigned to generating or production costs, how much to costs of 
transmission, and how much to costs of distribution. It would also be possible to 
discover what-costs are for the managerial and clerical staffs; and perhaps even 
what expenses are due to a new business campaign, to keeping the records and 
billing consumers, or to other specific operations. But further analysis and 
synthesis are necessary before the accounts yield significant data with respect to 
the reasonableness of the prices charged for particular services. The present 
systems of accounts are not capable of yielding the requisite data for a precise 
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determination of the costs of particular services; indeed, the joint character of 
most utility costs makes such precision beyond the scope of any accounting 
system. 

Class Analysis of Cost, Utilities are frequently criticized because different 
prices are charged to different groups of consumers for what appears to be a 
similar service. Thus, the electrical utilities have quite different rate schedules 
for domestic consumers, for commercial consumers, for large power consumers, 
for street railways, and for street lighting, et cetera, although all consumers 
receive kilowatt-hours. Statistics with respect to the sale of electric energy for 
the year 1937 reveal that residential consumers took 17 per cent of the total out- 
put of the electric energy and paid approximately 34 per cent of the revenue 
which the utilities derived. In the same year, commercial consumers took ap- 
proximately the same percentage of the total output of electrical companies 
and paid 28 per cent of the total revenue, while industrial consumers absorbed 
54 per cent of the output and paid only 28 per cent of the revenue. 

TABLE 32 

Relative Sales and Revenue by Class of Consumers for Electric Utilities * 



Domestic 

Commercial 

Industrial 

Farm 

0/ 0/ 


Total 

/o 

Total 

/o 

Total 

/o 

Total 

/o 

Total 

/o 

Total 

/o 

Total 

/o 

Total 


Sales 

Revenues 

Sales 

Revenues 

Sales 

Revenues 

Sales 

Revenues 

1926 

12.0 

30.8 

16.9 

28.1 

57.0 

31-4 

1-3 

1.4 

1930 

14.4 

32-3 

18.7 

28.9 

53-8 

28.5 

2.4 

2.3 

1935 

17.4 

35-2 

17.5 

27.1 

52.8 

27-3 

2.2 

2.5 

1937 

17.0 

33-9 

17.7 

27.7 

54.0 

28.1 

2.4 

3.1 


Municipal street Street and interurban 

Electrified and 

Municipal and 


lighting 

electric 

°/ 

railways 

0/ 

steam 

°/ 

railroads 

0/ 

miscellaneous 


/o 

Total 

/o 

Total 

/a 

Total 

/o 

Total 

/o 

Total 

/o 

Total 

/o 

Total 

/o 

Total 


Sales 

Revenues 

Sales 

Revenues 

Sales 

Revenues 

Sales 

Revenues 

1926 

2.8 

4-5 

8.8 

3-1 

0.8 

0*3 

0-3 

0.4 

1930 

3-0 

4.8 

6.7 

2.3 

0.8 

0-3 

0.7 

0.6 

^935 

2.5 

4.1 

5-4 

1.9 

1. 1 

0.4 

1. 1 

0.8 

1937 

2.3 

3-8 

4-5 

1-3 

1-3 

0.5 

I.O 

1,0 


* Source: Moody’s Public Utilities, 1^38, pp. ai 8 , aig. 


Table 32 supplies similar information with respect to selected years from 
1926 to 1937. This situation naturally raises the question whether the utility is 
collecting from the residential and commercial consumers more than their fair 
share of the cost of the service, or conversely, whether the industrial consumers 
are paying as much as they should toward the costs of operation. 

Criticisms with respect to the rates charged for different categories of service 
have naturally led to the demand that utilities justify the allocations of cost 
which these rate structures embody. Since most utility operations involve large 
elements of joint costs, it is impossible for the company to show directly the 
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costs assignable to any one class of service. Any allocation of costs must neces- 
sarily be arbitrary. Yet such “arbitrary” allocations of costs must serve as 
the basis for rate schedules and for resolving questions of discrimination and 
prejudice when these issues arise. 

A Functional Analysis. The first step in a functional analysis of cost re- 
quires a classification of each of the principal investment accounts and each 
of the operating expense accounts according as the investment or cost involved 
falls into the category of demand costs, commodity costs, or customer costs. 
Some of the costs fall clearly within one category, some costs apply to more than 
one. For example, the investment in generating plants, in transmission-line 
capacity, and in substation capacity is for the benefit of all classes of consumers, 
and the amount of this investment is dependent upon the aggregate demand 
which consumers make on the utility’s system. These then are demand costs. 
The investment in transformers falls into two categories, demand costs and 
customer costs. The investment in meters belongs primarily in the customer 
costs category. Turning to operating expemes, a part of the labor costs is pro- 
portional to the demand, and another part is a function of the volume of out- 
put. Fuel costs are chiefly commodity, or output, costs. The depreciation is in 
part a function of use and in part a function of the investment; the first should 
be treated as a commodity cost and the second as a part of the demand costs. 

When the analysis is carried beyond the first stage of segregating the demand 
costs, the commodity costs and the customer costs, to the allocation of these 
costs among the different classes of service, further arbitrary elements enter. 
All of the costs of the utility company, both capital costs and operating costs, are 
incurred on behalf of the entire service, and it is quite impossible to make more 
than a rough estimate of what costs might be avoided if any one class of service 
should be discontinued. 

A continuation of the functional analysis requires a closer examination of 
demand, output, and customer costs. 

Demand Costs. The demand costs are those which are imposed upon the 
utility by the capacity — in terms of plant, equipment, and personnel — which it 
must hold in readiness to serve its customers. For some utilities, the obligation 
to furnish immediate and continuous service on demand is coupled with an 
inability to store the product, and the cost of being always prepared to meet the 
demand may be very great; the critical plant capacity is the productive equip- 
ment, as in the case of electric and telephone companies. For other utilities, 
the critical capacity may be the distribution system; a gas utility, for example, 
is able to store its product and, therefore, is not under the necessity of providing 
the manufacturing capacity required to meet instantaneously its peak demand. 

It is useful to distinguish between demand for an individual or for a class 
of consumers, and the total demand on the whole system. It should be noted 
that while the total demand costs are a function of capacity, both in terms of 
plant and personnel, the demand cost for a consumer or a class is a function of 
the time and rate of consumption attributable to the consumer or to the class 
of consumers. This may be illustrated by assuming two consumers, A and B, 
each of whom consumes 100 kilowatt-hours of electricity per month. A’s use 
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of electricity is for lighting and for refrigeration, and at any one moment of 
time he may take the energy at the rate of 500 watts per hour. B, on the other 
hand, uses his consumption for an electric stove in addition to lights and refrig- 
eration, and consequently concentrates his demand so that at times he may be 
taking energy at the rate of 2,000 watts per hour. Though both consumers re- 
quire the same number of kilowatt-hours per month, the company must have 
four times as much capacity available to meet B’s demand as to meet A’s max- 
imum demand. 

The measurement of demand. The refinements that are worth while in the 
calculation of the demand for individual consumers and for different classes of 
consumers depend upon the nature of the utility service and the extent to which 
there is a lack of homogeneity among the different classes of consumers. Where 
the utility serves a large number of consumers under diverse conditions, it may 
become quite important to measure accurately the extent of demand and the 
time when it occurs for each class of service. 

The measurement of demand for electrical utilities is a matter of acute im- 
portance both in the establishment of prices and in judging their fairness. 
Three devices are followed— continuous measurement, occasional test, and 
estimate. For the large industrial power consumers, it is feasible to install a 
meter to measure and record the demand continuously. For other consumers 
wdio are taking a substantial amount of energy and using a variety of electrical 
equipment, the utility may run occasional tests to determine the maximum 
demand. For other consumers it may be possible to estimate the demand from 
the connected load: the current required for street lighting, for display lighting 
and similar uses, is simply a function of the capacity of the equipment in use. 
For residential consumers, the demand may be estimated on the basis of the 
connected load or the area to be illuminated, for example, the number of rooms 
in the house. Where the consumption characteristics of all of the individuals in 
any class of consumers are fairly homogeneous, a sample study will indicate the 
average demand. 

In measuring the demand the object is to determine the rate of consumption 
over a stated period of time, not to identify the chance or unrepresentative 
peak. The time period for the measurement of demand adopted by electric 
companies ranges from 5 minutes to 60 minutes. The 15-minute demand and 
the 30-minute demand are commonly adopted as standards, the former being 
preferred. The selection of the longer demand period for the measurement 
gives a lower demand figure. 

The billing demand. Utilities follow different practices with respect to 
billing for demand; for example, with electrical companies three practices are 
common: 

(1) The billing demand may be based upon 100 per cent of the customer’s 
connected load. If the demand charge is based on the connected load, the 
amount of the charge would presumably be less than with other methods, 
for the consumer would rarely make use of 100 per cent of his connected load. 

(2) The utility company may make the demand charge upon only a part of 
the customer’s connected load, as in the following: 
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Commercial Lighting (Optional) ^ 

Availability —CommtxdTi lighting and incidental power. 

Demand charge: $2.25 per kilowatt of demand. 

Energy charge: 

2.7 cents kilowatt-hour first 90 hours’ use of demand. 

1.8 cents kilowatt-hour excess. 

Determination of demand— By estimate as follows: 

Class A — All customers not specifically mentioned below, 90 per cent first 
2 kilowatts connected, 80 per cent next 3 kilowatts connected, 60 per cent 
excess. 

Class B — Department stores, hotels, and office buildings (service to the 
building as one customer, but not including stores on the first floor), 
70 per cent first 5 kilowatts connected, 50 per cent next 5 kilowatts con- 
nected, 30 per cent excess. 

Class C — Vaudeville, moving-picture shows, and similar amusement 
places, 60 per cent first 5 kilowatts connected, 40 per cent excess. 

Et cetera. 

Here the actual connected load of the consumer forms the basis for an objec- 
tive determination of what might be his maximum demand. The experience 
with different classes of consumers has indicated that each category of con- 
sumer has its characteristic habits with respect to the proportion of the con- 
nected load employed at any one time, and the proper adjustment is applied 
to the connected load to derive the billing demand. 

(3) Where consumptions are very large and where the demand charac- 
teristics of the individual consumer do not conform to a reasonably standard 
pattern for his class, it may be both economical and desirable for the utility to 
measure the demand continuously through the installation of permanent de- 
mand meters or through the use of meters to make short tests. 

Determination of demand costs. Having analyzed the investment costs, or 
fixed costs, and the operating costs for the purpose of determining which of 
these costs are properly classified as demand costs and which are commodity 
costs and customer costs, the next step is the allocation of the demand costs 
among the different classes of service. These costs cannot be divided equally 
among the different classes of service, for each class is not equally responsible 
for the costs of providing adequate capacity in equipment or personnel. These 
costs cannot be distributed on the basis of amount of energy or other service- 
unit taken by each class of consumers, for the timing of the consumption may 
be such that some services require no additional productive capacity, while 
others call for increased capacity. 

When the allocation of demand costs was first attempted, it was assumed 
that each class of consumers should be assessed in proportion to its responsi- 
bility for the system’s peak demand. Thus, if at the system’s peak, industrial 
consumption accounted for 45 per cent of the required capacity, commercial 
consumption for 20 per cent of the output, and residential consumption for 17 

2 Jpederal Power Commission, Electric Rate Survey, Rate Series No. 4> p' 9- 
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per cent of the output, then these different classes should bear in that propor- 
tion the costs of providing the peak capacity. Table 33 illustrates this method 
of allocating demand costs under the designation “peak responsibility. 


TABLE 33 

Allocation of Demand Costs 


Class of Service 

Pcal{ Responsibility 
Kilowatts Per Cent 

Non-coincident Demands 
Kilowatts Per Cent 

Residence 

17,000 

17 

20,000 

13 

Commercial 

20,000 

20 

21,000 

14 

Industrial 

45,000 

45 

85,000 

57 

Electric railway 

10,000 

10 

12,000 

8 

Street lighting 

8,000 

8 

8,500 

6 

Miscellaneous 

— 

— 

3,500 

2 

Total 

100,000 

100 

150,000 ] 

100 

The weaknesses of 

the peak-responsibility method of allocating 

demand 


costs have led to its general abandonment. First, the class of service responsible 
for the system peak may change from time to time, and strict adlierence to 
peak-responsibility allocation might require frequent and disturbing changes 
in rates. Such shifts in peak responsibility would arise for an electric utility it 
a large proportion of the output should be absorbed by large-scale industrial 
consumers; from one phase of the business cycle to another there might be a 
complete shift in “responsibility” for peak capacity. To make corresponding 
changes in demand charges would be unfair, uneconomic, and impractical. 
Secondly, the peak-responsibility method might relieve from all burden with 
respect to demand costs those classes of consumers who are not at all, or only 
slightly, responsible for the system’s peak demand. The unfairness of this is 
apparent, for the utility would presumably be required to supply those con- 
sumers even though there were no other categories of consumers. wSince all 
classes of consumers benefit from the utility’s service, all should bear some 
share in the demand costs. Thirdly, an attempt to assess demand costs on the 
basis of peak responsibility might result in such high costs for some services 
as to deprive the utility entirely of that part of its patronage, with the result 
that other classes of service would have to bear heavier costs. Fourthly, if the 
utility should follow the policy of charging only the increment costs of sup- 
plying the service— that is, if any class of consumer should be exempt from 
all burden for demand costs — there would be a strong probability that the 
company might subsequently be compelled to install additional capacity. The 
class of consumers being served at increment costs might become responsible 
for a part of the utility’s investment in plant capacity, yet after such a class of 
favored service had developed, it would be extremely difficult, if not impossi- 
ble, for the utility thereafter to increase rates enough to cover the demand 
costs occasioned by this service. In the long run, it is wiser policy for each class 
of service to bear a fair share of the fixed or overhead costs, even though on the 
peak-responsibility basis it could not be held accountable for any of the in- 
vestment. 
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The “non-coincident-demand” method of allocating demand costs has gen- 
erally displaced the peak-responsibility method. This method would impose 
on each class of consumers that proportion of the demand cost of the system 
which its demand bears to the maximum demand for the entire system. This 
method is also illustrated by Table 33. Thus it may be noted that the industrial 
consumers have a maximum class demand of 85,000 kilowatts, although only 
45,000 of that maximum demand coincides with the peak for the utility. On 
the peak-responsibility basis, the industrial consumers would be charged with 
only 45 per cent of the demand costs; while on the non-coincident-demand 
method of allocation, the industrial consumers would be charged with 57 per 
cent of the demand costs. On the other hand, the commercial-lighting con- 
sumers would find that, although their maximum demand as a class was little 
greater than the maximum demand which occurs at the peak of the system, 
their proportion of the demand costs would decline from 20 to 14 per cent— 
that is, they would benefit from the diversity in demand as betw^een different 
classes of service. 

The advantages of the non-coincident-demand method of allocating de- 
mand costs are that it affords a more stable basis for the allocation of demand 
costs than is provided by the peak-responsibility method; that it offers to each 
class of consumers the benefit of diversity in demand with respect to all classes 
of consumers; and that even those consumers whose consumption does not 
coincide with the system peak make some contribution to the demand costs. 
There are, of course, certain weaknesses in the non-coincident-demand method : 
it permits a class of service making too per cent use of productive capacity to 
share equally with other classes in the benefits of diversity, although it, as a 
class, contributes nothing to such diversity; the same is true to a lesser extent 
of any class of service who.se load factor is higher than the average for the 
system, and correspondingly, any class of service with a load factor less than 
the system average would not gain the full benefits of the savings resulting 
from the diversity which its service creates.'* 

Diversity. In the allocation of demand costs among different classes of con- 
sumers recognition of diversity is fundamental. The maximum demand for 
service by different consumers and by different classes of consumers occurs at 
different times; hence different individual consumers and different classes of 
consumers find that the same productive capacity is available to satisfy their 
several demands. Technically, diversity is the ratio between the total maxi- 
mum demand of the individual consumers and the maximum for that class, 
this being the “class diversity”; or it is the ratio of maximum demand for 
different "classes of consumers with respect to the maximum demand which 
the system as a whole .shows, this being the “system diversity.” The greater the 
diversity, the lower the unit cost which each class,' or which each member of a 
class, has to bear in order to enable the utility to recover its full demand costs. 
A failure to recognize the importance of diversity in the calculation of the de- 
mand charges would result in charging consumers in the aggregate more than 
the total demand costs imposed upon the utility. The proper determination of 

These weaknesses may be met by using kilowatt-hours of consumption rather; than kilowatts 
of demand as a basis for allocating the demand costs. 
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the diversity factor is essential to an equitable allocation of the demand costs 
among the various classes of consumers.^ 

The extent of the diversity depends upon the character of the service which 
the utility supplies. Referring again to the electric utility for an example, the 
diversity factor for a company serving a diversified group of small consumers 
may characteristically range from 6 to lo; that is, the maximum demand of 
the individual consumers may be 6 to lo times as great as the demand which 
the utility experiences. In general, the greater the variety of uses of the utility 
service, the higher the diversity factor. The more homogeneous the body of 
consumers, the lower the diversity factor. Thus a company supplying only 
lighting service to residential consumers would have a lo^ver diversity than a 
utility supplying energy to commercial establishments and to industrial con- 
cerns as well. The greater the consumption or the higher the load factor with 
respect to any class of business, the lower the class diversity. Thus, the indus- 
trial concerns which operate with a full load twenty-four hours a day would 
show no diversity whatever, or a diversity only slightly greater than i.® 

The discussion of diversity may be made more explicit with an example, 
Table 34. 

TABLE 34 

Diversity and Demand 


(Assuming Demand Cost is fi.oo per Kilowatt) 



Aggregate 

demand 

Maximum 

demand 

Diversity 

Demand charge 
per l{ilowatt 
Class System 

Class A 

100 kw 

20 kw 

5.00 

fo.20 fo.17 

Class B 

100 kw 

80 kw 

1.25 

0.80 0.68 

System, Classes A and B 

100 kw 

85 kw 

1. 18 



For purposes of illustration it is assumed that the utility is serving only two 
classes of consumers, Class A and Class B, and the figures used have been se- 
lected so as to simplify the arithmetic. The aggregate of the maximum de- 
mands for the individual consumers composing each class is 100 kilowatts. 
For Class A, the maximum class demand is 20 kilowatts; and by definition the 
diversity factor with respect to the individuals making up Class A is 5. The 
maximum demand which Class B consumers impose on the utility is 80 kilo- 
watts, and the divensity factor for Class B is 1.25. But the maximum demands 
for Class A and Class B will presumably not coincide. Assume that for the 
utility system the aggregate demand of 100 kilowatts (80 from Class B and 
20 from Class A) results in a maximum demand on the utility system of only 
85 kilowatts; then there is a diversity factor for Classes A and B together of 
1. 18. If it be assumed that the demand cost is fi.oo per kilowatt, the allowance 

^ A very excellent discussion of the importance of diversity factors in the calculation of demand 
costs is contained in Re Wisconsin Public Service Corp., 7 Piu.R. (N.S.) 1-13 (Wis., 1934)- 

'* The fact that lower diversities are frequently associated with larger consumptions is recog- 
nized indirectly in the construction of rates for large industrial consumers, by including in the 
energy rates for the higher blocks of consumption a charge which is more than the output cost 
per kilowatf-hour. 
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for class diversity alone would indicate a demand charge of 20 cents per kilo- 
watt for Class A consumers and 80 cents for Class B consumers. When the 
diversity between Class A and Class B is recognized, the respective demand 
charges become 17 and 68 cents. The utility will recover its total demand costs 
of I85 if each Class A consumer is charged 17 cents per kilowatt of demand 
and each Class B consumer is charged 68 cents per kilowatt of demand. It 
should be repeated that these figures are not representative of the demand 
costs of any actual electric company. 

Output Costs. The output costs are those costs which are a function of the 
volume of production and sale. These are the costs which relate to the utiliza- 
tion of the existing capacity rather than to the amount of the capacity itself. 
Thus, most of the costs which fall into the category of the output costs are ex- 
penses of operation. Labor, fuel, materials, supplies, some of the expenses for 
repairs, some of the expenditures for depreciation — these costs are typical of 
those associated with the volume of a utility’s production. 

Customer Costs. The customer costs are those costs which can be directly 
assigned to the individual customer. Some costs, if not uniform from one 
customer to another, are at least identifiable: they are independent of the 
demand for or consumption of, the service. Typical of customer costs are ex- 
penses for the installation of equipment on the premises of the customer; the 
lines and pipes that carry the utility’s product into his house, the meter, and 
any other equipment. Other customer costs are operating expenses : the costs 
for meter reading, billing, collection, inspections of the equipment on his 
property, et cetera. In the aggregate these costs are relatively large, but for 
any one consumer, they are a small fraction of the annual cost of the service. 
Where consumers are relatively homogeneous in their service requirements, 
the utility may not feel justified in charging separately for customer costs. 

The Economics of Differential Charging. The practice of difierential 
charging, or “charging what the traffic will bear,” has a historical background 
in utility price policy. Having idle capacity, utility companies have attempted 
to spread the burden of overhead costs by expanding output. But additional 
business has normally been available only on the basis of price concessions. 
However, the desire to maintain existing revenues has caused the price con- 
cessions to be limited to new business — to new classes of consumers or to 
additional consumption by present customers. 

Whenever a system of diflerential charging develops, there are criticisms 
and charges of unjustifiable discrimination. Such charges can be answered 
only on the basis of an analysis of the facts of the case. 

Table 35 may illustrate the economic justification for differential charging. 
It is assumed that a utility with an investment of $100,000, consisting half of 
bonds bearing interest at 4 per cent and half of capital stock on which the es- 
tablished dividend is 6 per cent, is selling 200,000 kilowatt-hours at 6 cents per 
kilowatt-hour, realizing gross revenues of $12,000. By assumption, this $12,000 
just covers the costs; bond interest and dividends account for $5,000, depre- 
ciation and taxes, for $3,000, and operating expenses, for $4,000. It is assumed 
that the company has a chance to develop an industrial market that will absorb 
100,000 kilowatt-hours if it offers a price of 2 cents per kilowatt-hour. Thus, the 
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TABLE 35 

Economics of Differential Charging Illustrated 

Investment— 1 1 00,000 (Bonds, $50,000; Stock, $50,000). The utility sells 200,000 
kwh at 6 cents per kwh, realizing $12,000. 


Its costs; Bond interest I 2,000 

Dividends 3,000 

Depreciation 2,000 

Taxes ijooo 

Operating expenses 4,000 

$12,000 

If 100,000 kwh sold at 2 cents per kwh $ 2,000 

Operating expenses increased 1,000 

Other costs unchanged 

Increase in net income $ 1,000 


additional output could be sold for $2,000. If it be assumed that operating ex- 
penses would be increased by $1,000, and that other costs remain unchanged, 
this rate concession would enable the utility to realize $1,000 of additional net 
income. The critical question is whether the rate of 2 cents for industrial con- 
sumption constitutes a discrimination against the consumers paying 6 cents 
per kilowatt-hour. No conclusion with respect to discrimination can be drawn 
from the fact that the rates are different. If the price charged to the industrial 
consumer suffices to cover the additional costs which that service imposes 
upon the utility, which it does, and makes some additional contribution, how- 
ever small, toward the utility’s overhead expenses, the additional business bene- 
fits other consumers. In this illustration, the company receives an additional 
$1,000 of net income. If the utility should be already earning a fair return, 
this $1,000 of income would be available for rate reductions, presumably for 
the benefit of the consumers theretofore paying 6 cents per kilowatt-hour 
Because the company has obtained additional revenue it is able to supply 
service to its previous consumers at the rate of 5I4 cents per kilowatt-hour and 
still cover its total costs including a fair return on the investment. 

Conditions may arise where the practice of differential charging involves 
discrimination. If, in the illustration presented above, the new business had 
imposed an additional cost of $2,000 on the utility company, the company 
would not have been justified in selling the additional 100,000 kilowatt-hours 
at the 2-cent rate. If the industrial consumers could have been persuaded to 
pay 2I4 cents per kilowatt-hour, the question may be asked whether they are 
paying a fair share of the overhead cost; presumably such overhead cost 
should be distributed according to the principles previously expounded. If the 
industrial consumers cannot be persuaded to take power at more than 2 cents 
a kilowatt-hour and if at that price the utility is able to realize some income 
over and above the additional co.sts incurred, it is difficult to see any unjusti- 
fiable discrimination with respect to the other classes of consumers, and this 
decision is reinforced if the utility company is, in consequence, able to grant 
a rate reduction to such other consumers. 
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3. COMMISSION JURISDICTION 

The law imposes two responsibilities upon utilities with respect to their 
rates and charges. The charges must be reasonable; and reasonableness is re- 
quired not simply with respect to the general level of rates, but also for indi- 
vidual rates. The utility must also avoid all unjustifiable discrimination. On 
complaint or on its own initiative, the commission may investigate any rate, 
and if it finds the rates to be unreasonable or discriminatory, it may order the 
removal of the discrimination or even specify the rates to be thereafter charged. 

Discrimination in utility charges may arise from a variety of circumstances. 
Discrimination exists if two consumers are charged different prices for what is 
essentially the same service. Discrimination may arise if two consumers pay 
similar prices tor essentially diHerent services. Discrimination may also arise 
if the diflerences in price between two classes of service are greater or less than 
the significant dilTerences in the conditions surrounding the service. 

A mere difl'erence in price is not necessarily evidence of unfair discrimina- 
tion. A difference in price may be justified not simply on the basis of differences 
in cost, but on the basis of differences in competitive conditions affecting dif- 
ferent parts of the market. The differences in price that are the essence of 
differential charging arc justifiable where the net result is a rate structure 
which brings the service to consumers generally at lower prices than would 
otherwise be available; or where the company is thereby enabled to improve 
its service. 

Insufficient attention has in the past been devoted to what should be the 
relation between the commission and company with respect to rates. In the 
establishment of the utility’s scale of charges, there is even more need for rate 
planning than for rate regulation. Where fundamental economic conditions 
permit, the total revenue of the utility must cover the total cost of supplying 
the service, including a fair return. In theory, the price for each service should 
cover those additional, or out-of-pocket, expenses which are incurred on be- 
half of that service, and in addition should make some contribution to over- 
head costs. Actually, however, costs with respect to particular services are not, 
and apparently cannot be, known with sufficient accuracy to permit the desig- 
nation of particular rates for the purpose of covering specifically the costs 
attributable to any one class of service. Utility companies are outstanding ex- 
amples of the condition of joint costs in the rendition of service. Rate planning 
is needed, therefore, not only to assure an equitable allocation of common costs 
among different classes of consumers, but even more to arrive at that scale of 
charges which will permit the utility to enlarge its market and achieve those 
lower unit costs which are basic to rate reductions for all consumers. 

The mere fact that there is an equality between revenue and costs is not con- 
clusive evidence of the reasonableness of the utility’s charges or of the absence 
of necessity for rate planning. Every change in rates probably influences con- 
sumption, and there are presumably many combinations of price and output 
that will produce the requisite revenue. It should be the joint effort of regula- 
tory authorities and management to achieve that combination of lowest price 
and largest volume that will enable the company to recover all of its costs. The 
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achievement of this objective requires planning and experimentation by the 
company, and regulation should provide the company with opportunities and 
the financial resources for experimenting with rate changes to determine that 
scale of charges which is in the best interests of investois and consumeis. 

4 . ELECTRIC RATES 

Basic Classifications. Residential. Residential service includes all service 
that is made available at the home of an individual consumer. There may be a 
single residential schedule for lighting, refrigeration, cooking, water heating, 
and other uses; or the utility may have more than one residential schedule and 
list separate rates for refrigeration, cooking, hot-water heating, et cetera. The 
present tendency is in the direction of a single schedule for all residential con- 
sumers, with variations in price reflecting the presumptive use of the energy. 

Commercial lighting and power service. The utility may develop two com- 
mercial schedules, a commercial power schedule and a commercial lighting 
schedule. If so, the commercial power schedule applies to those commercial 
consumers whose principal use of energy is for power purposes and only in- 
cidentally for lighting; and the commercial lighting schedule is for those 
whose principal use of energy is for lighting with only incidental use for the 
operation of motors. If the distinction is made, the commercial lighting 
rates would normally apply to apartment houses, churches, schools, hospitals, 
hotels, theaters, display lighting, and similar uses. The commercial power 
schedule would presumably apply to consumers utilizing energy for motors, 
refrigerators, cooking, water heating, air conditioning, battery charging, eleva- 
tors, laundries. X-ray machines, et cetera. 

Industrial power schedules. These schedules are normally available only to 
those whose demand is not less than a specified minimum, perhaps 10 kilo- 
watts. Some industrial power is delivered at normal voltages from the regular 
distribution lines; other consumers take power from the primary lines at high 
voltages and are usually charged a lower rate. An industrial consumer may 
take full service, or he may be taking a limited service such as auxiliary service 
to supplement his own source of supply, breakdown service to take care of 
failures in his own equipment, stand-by service in case his usual sources are 
inadequate, or surplus power service where the consumer takes such surplus 
power as the utility has to dispose of. A large proportion of industrial con- 
sumers are served at special class rates which are limited to a designated 
category of industry. Class-rate schedules are commonplace for brick plants, 
mills, dairies, metallurgical plants, electrochemical plants, and other large 
power consumers. If the utility has few industrial consumers, it may be that 
.Special contracts will be negotiated, without 'the formality of constructing a 
schedule. 

Street lighting. The street lighting service is usually given under a separate 
schedule. Because both the hours during which the lights are illuminated and 
their capacity are known in advance, such service is usually supplied at a flat 
rate per lamp per month. 

Other schedules. kccQvdmg to the nature of the market, the utility will 
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normally have a number of other schedules. There may be a separate schedule 
for steam railroads or the local transit company. Service to outlying communi- 
ties and rural districts may be available under the residential schedule or it 
may be subject to special rates. Some utilities follow the practice of publishing 
every contract with any individual consumer as a schedule available to other 
consumers who fall within that category. 

Principal Types of Electric Rate Schedules. The flat rate. Where a service 
is supplied under a flat-rate schedule the consumer pays the same sum per unit 
of time or per unit of electrical equipment, irrespective of the energy used. 
Many early electric utilities provided residential service at a flat rate, for ex- 
ample, I4.00 per month. Since the net bill remains the same whatever the 
consumption, the average rate per kilowatt hour diminishes as the quantity 
of consumption increases. This is illustrated by Chart No. i in Figure 2. 

The flat rate is a suitable form only if all consumers occasion approximately 
the same demand costs and if there are mo output costs associated with in- 
creased consumption. This form may be justifiable also if the flat rate is pro- 
portional to the capacity of the equipment and if the timing of the consump- 
tion is known, .so that demand, energy, and customer costs can be included in 
the flat rate. 

The common use of the flat rate is found in the schedules for street lighting, 
for display lighting, and for similar uses. A typical schedule for street lighting 
might be: 

“400 watt lamps burning all night every night — $4.80 per month. 

200 watt lamps burning all night every night— $4.60 per month.” ° 

The advantage of the flat rate lies in its simplicity. When both the magni- 
tude of demand and the energy consumed are known in advance, the flat rate 
is economical for the company, since the single charge can serve to recover 
the demand, energy, and customer costs. The utility avoids the expense of 
installing meters and providing for meter reading; the costs of billing and col- 
lection are also usually less. Where the conditions with respect to demand and 
energy consumption are not known in advance the flat-rate schedule is un- 
economic, for it does not provide an accurate allocation of the three categories 
of cost. 

Straight-line meter rates. A straight-line meter rate is one under which a 
constant charge is made per unit for all energy consumed. Straight-line rates 
were commonplace in the early days of utility operation when no attempt was 
made to recognize differences in demand and energy costs. At present the 
straight-line form is justifiable only where it is possible to include the demand 
cost in the energy charge. In recent years, some utilities have offered energy 
at 3 cents per kilowatt-hour for cooking. (See Figure 2, Chart No. 2,) The 
use of this rate form for cooking is of doubtful propriety because a part of the 
cooking load tends to coincide with the system peak.'^ Some companies offer 

«i?if 0/ P,U.R. 1931E 369, 371 (Wis., 1931). 

Some companies have used the flat rate as a promotional form to encourage the installation 
of electric cooking equipment. With an increase in consumption, rate reductions make possible 
the inclusion of the cooking charge in the regular block, or other, rate form. 
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storage water-heating service at a meter rate, perhaps at i cent per kilowatt- 
hour. This use is justifiable where the equipment is so arranged that the con- 
sumer who requires the hot-water service at other than off-peak hours takes 
that service through a second heating unit attached to his regular meter and 
pays for the extra service at the regular residential rate. 

The advantages of straight-line meter rate as compared with the flat rate 
are obvious. It recognizes differences in consumption between different con- 
sumers and charges each accordingly. By making the charge proportionate to 
consumption, the consumer is discouraged from wasting the service. 

The disadvantages of the straight-line meter rate, for other than the special 
services where a recognition of demand and customer costs is not important,*^ 
have resulted in the restriction of this form to relatively few services. The 
flat rate does not ordinarily afford an accurate allocation of demand costs, and 
it does not encourage increased consumption. 

Step-meter rates. The step-meter rate represents the next stage in the evolu- 
tion of rate forms. The step-meter rate offers a price differential for quantity. 
The consumer pays a uniform charge for each unit of energy for all of his con- 
sumption; the charge per unit varies with the consumption during the billing 
period. The following schedule illustrates the step-meter rate : 

net per kwh for entire use, when use is 25 kwh or less per month. 

4.o(<!‘ net per kwh for entire use, when use is 26 kwh to 75 kwh per month. 

3,o^i‘ net per kwh for entire use, when use is 76 kwh to 150 kwh per 
month. 

2.0^ net per kwh for entire use, when use is 151 kwh to 250 kwh per 
month. 

1.5^1 net per kwh for entire use, when use is 251 or more kwh per month. 

Minimum bill, $0.50 per month. 

This is plotted as Chart No. 3 of Figure 2. Under this schedule the consumer 
using 20 kilowatt-hours a month would pay 5 cents per kilowatt-hour, or §1.00. 
A second consumer taking 70 kilowatt-hours per month would pay 4 cents 
per kilowatt-hour on the entire consumption, or $2.80. And a third whose 
consumption was 175 kilowatt-hours per month would pay 2 cents per kilo- 
watt-hour for the entire 175 kilowatt-hours, or $3.50. 

The advantage of the step rate in comparison with the straight-line rate is 
its recognition of the elasticity of demand for the utility’s service. By offering 
lower rates for larger consumptions, consumers are encouraged to increase 
their utilization of the service. This form has been used for residence and 
other general consumers. 

The objections to the step rate are apparent when the prices for slightly 
different consumptions are calculated. In the schedule above, the bill for 75 
kilowatt-hours would be $3.00, while for 76 kilowatt-hours it would be only 
I2.28, and the bill would not again be I3.00 until too kilowatt-hours had been 
consumed. This arrangement results in the most obvious price discrimination; 
a consumer may take a larger amount of energy and pay a smaller total bill 

8 An example might be the use of energy during off-peak hours for recharging batteries. 



Source; Federal Power Commission, National Electric Rate Boof{_, p. xi. 


despite the fact that he has imposed larger costs on the company. This objec- 
tion to the step rate led early to a modification which involved setting back 
the step in such a way that, to use the example given above, all consumptions 
falling within 25 and 31 kilowatt-hours would be billed at I1.25, all falling 
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between 75 and 100 would be billed at $3.00, all consumptions between 150 and 
225 would be billed at $4.50, and all consumptions between 250 and 333 would 
be billed at I5.00. But even this modification does not remove all discrimina- 
tion, which persists in the sale of different quantities of energy at the same 
price. A second objection is that it provides no proper recognition for differ- 
ences in demand costs. The large consumer may actually impose a higher de- 
mand cost than the small consumer, and yet the large consumer is billed not 
only at a lower rate per kilowatt-hour, but he may have exactly the same net 
bill as the small consumer. Under either the original step rate or under its mod- 
ification, this method of pricing encourages waste of the utility’s service; the 
consumer who is at the end of one step is encouraged to increase his consump- 
tion, either because his total bill will be smaller or because no additional cost 
is imposed on him. These objections have led to the abandonment of step-rate 
schedules in favor of the block rate; some states have forbidden their use. 

The blocf{ rate. The block meter rate charges all consumers the same rate 
per kilowatt-hour for the same quantity of consumption; but the rate per 
kilowatt-hour is reduced for consumptions falling within successive blocks. 
The schedule provides a series of blocks, each a fixed number of kilowatt- 
hours of consumption, with a uniform rate per kilowatt-hour within each 
block. The following is a characteristic block meter rate: 

5.0^ net per kwh for the first 25 kwh per month. 

3.0(Zi net per kwh for the next 25 kwh per month. 

2.0^1 net per kwh for the next 50 kwh per month. 

i.ofi net per kwh for the next 200 kwh per month. 

0.8^ net per kwh for energy in excess of 300 kwh per month. 

Minimum bill, $0.50 per month. 

Referring to Chart No. 4 in Figure 2, it will be seen that the average rate per 
kilowatt-hour falls with increased consumptions because of the lower rates 
applicable to the later blocks, the total bill rising at a diminishing rate. 

Under this schedule any consumption of 10 kilowatt-hours, or less, per 
month would be billed at $0.50, the minimum bill. The method of calculating 
the bill under the block rate may be illustrated by assuming three consumers— 
A consuming 40 kilowatt-hours per month, B 120 kilowatt-hours, and C 400 
kilowatt-hours. A would pay a total bill of $1.70; B, $3.20; and C, I5.80. The 
calculation follows on page 339. 

The block rate has significant advantages. First, it is simply calculated and 
easily understood by the consumer. Secondly, it avoids the discriminations 
involved in charging the same price for different consumptions, or different 
prices for practically the same consumption. Thirdly, it is a promotional form; 
the lower charges for additional units of consumption encourage increased use. 
This promotional feature recognizes the elasticity in the demand for the utility 
service and at the same time reflects the saving to the utility that comes from a 
fuller utilization of its capacity. The block rate is built up on the assumption 
that increased consumption represents a use of the additional energy at off- 
peak hours. 

The weaknesses of the block system of charging are concerned with the 
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I1.70 
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13-20 

400 
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allocation of demand costs. Where the consumers (for example, residential 
consumers) are not homogeneous in their consumption habits, the block rate 
fails to take account of differences in the demand costs. The large consumption 
that reaches, for example, loo or 200 kilowatt-hours may represent a fairly 
continuous use of a small amount of power, but it will more likely represent 
a difference in the rate of consumption and, consequently, higher demand 
costs. Furthermore, the utility is not adequately protected from non-use of the 
service; the minimum bill of $0.50 per month is little more than the customer 
costs and cannot cover the demand costs imposed upon the utility by the larger 
consumers. 

Two-part rate. All of the rate schedules previously described are one-part 
rates; that is, there is only a single schedule of charges, which purports to cover 
all of the elements of cost in the rendition of the service. The most serious 
weakness of these one-part rates has been their failure to provide adequately 
for the demand costs imposed upon the utility by different classes of consumers 
or by consumers of the same class having different demands. Two-part rates 
provide specifically for the demand costs in addition to the charges for the 
energy costs. 

The two-part rate may be in two component parts — a separate demand 
charge and a separate energy charge, or the demand and energy factors may 
be combined in a single rate schedule, as in the Wright demand rate. The 
customers’ demands may be determined by measurements for the large con- 
sumer, or it may be approximated on the basis of connected load or number 
of rooms for smaller consumers. The demand charge may be on a straight- 
line basis, that is, so much per kilowatt of demand, or it may be in a block 
form, that is, different charges per kilowatt of demand depending upon the 
amount of the demand. The energy charge may be a straight-line meter rate, 
a block rate, or some other form. Rates which combine both the kilowatt, or 
demand, feature and the kilowatt-hour, or consumption, factor are sometimes 
called “load-factor” rates. 

All two-part rates, if properly constructed, have certain marked advantages 
over one-part rates. First, the important demand costs are explicitly recognized 
and allocated among the different classes of consumers an4 perhaps, among 
the different consumers within the class. Therefore, the two-part rate is less 
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likely to present discriminatory features. Secondly, the rate is highly pro- 
motional, encouraging the consumer to make additional use of the seivice, 
because the demand charge is calculated separately, the energy charge can be 
quite low. Thirdly, the two-part rate has the advantage, where the minimum 
bill is the demand charge, of protecting the utility from non-use of the service. 
The obligation of the utility to hold itself in readiness to meet the demand of 
each customer imposes heavy capital costs; hence a separate demand charge 
is not only justified by the conditions of cost but is absolutely essential if the 
joint costs are to be fairly borne by the different categories of consumers. 

The disadvantages of the two-part rate are associated with its complexity. 
In general, it has been thought by managements that the two-part rate is too 
complicated for the small residential customer. The two-part rate, however, 
is in quite general use with large consumers who appreciate the fairness of 
the demand charge and who respond to the promotional features of the low 
energy charge. Where the two-part rate is applied to residential consumers, it 
is usually necessary to estimate the demand on the basis of some readily un- 
derstandable unit, such as the floor area or the number of rooms. The two-part 
rate fails to make any distinction between customer cost and demand cost, 
presumably on the assumption that the customer costs are quite small in rela- 
tion to the demand costs. 

(i) The Hopkinson demand rate. The following schedule, a Hopkinson de- 
mand rate, is typical of the application of the two-part principle to residential 
service : 

Block Hopkinson Demand Rate Schedule 
{residential service^ 

I0.75 net per month for first two rooms or less 
0.25 net per month for each room in excess of two rooms; and 
2.or/} net per kwh for first 50 kwh per month 
i.ofi net per kwh for next 50 kwh per month 
0.8^' net per kwh for energy in excess of 100 kwh per month. , 

A Hopkinson demand rate sets up what is, in effect, a block rate for each in- 
dividual consumer, the charge for energy units in each block depending upon 
the individual consumer’s demand. For any individual consumer, the average 
cost per kilowatt-hour increases with an increase in his demand. This is 
illustrated by Chart No. 5 in Figure 2, Two individuals having the same total 
consumption may have quite different total bills and quite different average 
costs per kilowatt-hour because of differences in the demand charges. This 
may be illustrated by assuming two customers, A and B, consumer A having 
a house of 5 rooms and consumer B, a house of 8 rooms, and both consuming 
100 kilowatt-hours per month. Consumer A’s bill is I3.00 and consumer B’s, 
.S3.75; the former pays an average rate per kilowatt-hour of 3 cents and the 
latter, an average rate of 3.75 cents. This difference in charges is not dis- 
crimination; B should pay a higher charge than A because his demand re- 
quires that the company keep a larger capacity available to meet his require- 
ments. 
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Consumer A (5 rooms; 

Demand charge 

First 2 rooms 
3 rooms at 25 cents 

Energy charge 

50 kwh at 2.0 cents 
50 kwh at i.o cent 

Total bill 

(Average rate per kwh- 

Consumer B (8 rooms; 100 kwh) 

Demand charge 

First 2 rooms ,75 

6 rooms at 25 cents 1.50 $2.25 

Energy charge 

50 kwh at 2.0 cents 1,00 
50 kwh at 1.0 cent ,50 1.50 

Total bill I3.75 

(Average rate per kwh — 3.75 cents) 

Analysis of the Hopkinson demand rate reveals certain weaknesses. Where 
demand is approximated instead of measured, there is no allowance for differ- 
ences in the consumption habits of two different consumers. A, for example, 
may actually keep more rooms lighted simultaneously than does B, so that in 
fact A may be imposing heavier demand costs upon the utility than B. These 
imperfections cannot be corrected without a heavy investment in equipment 
for measuring demand, which is not usually justified in the case of residential 
consumers. 

The Hopkinson rate is used frequently for commercial and industrial con- 
sumers. The following is characteristic of the simpler schedules that are used 
for commercial service: 

Block Hopkinson Demand Rate Schedule 
(^com mercial service) 

|i .50 net per kw per month for first 5 kw demand 

0. 50 net per kw per month for all demand in excess of 5 kw; and 

per kwh for first 250 kwh per month. 

1. Qf, per kwh for next 250 kwh per month. 

0.8^1 per kwh for energy in excess of 500 kwh per month. 

Chart No. 6 in Figure 2 depicts the behavior of the total bill for various con- 
sumptions with a demand of 3 kilowatts and a demand of 6 kilowatts and 
the average rate for various consumptions with those demands. In comparison 
with the residential Hopkinson rate, the commercial rate shows both a higher 
demand charge and larger energy blocks. The higher demand charge is pre- 
sumably due to the fact that the commercial demand is more likely to be 
coincident with the peak demand for the system; and the larger energy block 


100 kwh) 

•75 

•75 li-5o 
1. 00 

•50 1-50 

$3.00 

-3.0 cents) 



342 ECONOMICS OF PUBLIC UTILITY REGULATION 

is a reflection of the fact that increased consumption on the part of the com- 
mercial consumer is less likely to result from spreading consumption through- 
out more hours of the day than from a more intensive use of energy during a 
limited number of hours. The Hopkinson rates which are used for large power 
service frequently contain a larger number of blocks for both the demand and 
the energy charges. This may be illustrated by reference to the large-power- 
service schedule, a Hopkinson demand schedule, of the Connecticut Light and 
Power Company, as reported in the discussion of other elements in the elec- 
tric rate schedule.*’ 

(2) Wright demand rates. The Wright demand rate is a form which com- 
bines the demand component and the energy component in a single block 
schedule. In the Wright rate the demand charge is implicit in the higher en- 
ergy charge for the first blocks of consumption. If there is more than one block 
to which the high rate applies, as in the following schedule, it wotild appear 
that the utility is not completely protected against a non-use of the service by 
charging as the minimum bill the charge that would prevail for the first block 
of service. In the Wright demand rate which is given for commercial service 
the sharp drop from 5 cents in the first block to 2 cent.s for the next block 
suggests that a larger proportion of the demand costs have been included in 
that first block; the larger number of hours of use of the demand required in 
the case of the commercial consumer presumably adjusts for the previously 
mentioned fact that there is a greater coincidence between the peak demand 
for commercial service and the system peak than there is between the residen- 
tial peak and the system peak. 

The following schedule is characteristic of the Wright rates as applied to 
residential service: 

Wright Demand Rate 
{residential service') 

5.0^ net per kwh for first 5 kwh per room per month 
3.0^; net per kwh for next 5 kwh per room per month. 

1. 0^1 net per kwh for next 20 kwh per room per month. 

o.S^i net per kwh for all energy in excess of 30 kwh per room per month. 

Minimum bill, $0.25 per room. 

A most important effect of this schedule is the setting up of rate blocks of 
different magnitude for different consumers depending upon the size of their 
demands. In the schedule here given the demand is calculated with reference 
to the number of rooms. The calculation of the bill for a consumer having a 
5-room house and using 100 kilowatt-hours is as follows : 

Computation of size of blocks: 

First block ~5 rooms at 5 kwh 25 kwh 
Second block— 5 rooms at 5 kwh 25 kwh 
Third block— 5 rooms at 20 kwh 100 kwh 
Fourth block — all in excess of 150 kwh 
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Computation of bill 

25 kwh at per kwh I1.25 

25 kwh at 3^; per kwh .■75 

50 kwh at I f per kwh .50 

Total bill, 100 kwh $2.50 


1 he average rate per kilowatt-hour varies inversely with the consumption 
and directly with demand. A reference to Chart No. 7 of Figure 2 indicates 
the relation that prevails between the average rate per kilowatt-hour and the 
consumption for assumed demands of 8 rooms and 5 rooms. The Wright 
demand rate has one advantage in comparison with the Hopkinson rate — it 
relates the size of the energy block more directly to the size of the individual 
consumer's demand. Referring to the Hopkinson rate for residential service 
above, it appears that the consumer has to take more than 50 kilowatt-hours 
per month before his rate is reduced below the 2-cent charge for the initial 
block, whereas under the Wright rate the size of the initial block depends 
upon the size of the individual consumer’s demand, and in this respect the 
Wright rate is more promotional. This feature is more clearly apparent in the 
comparison between the Wright demand rate for commercial or industrial 
service and the corresponding Hopkinson rate for tho.se services. 

Like the Hopkinson rate, the Wright demand rate is extensively used for 
both commercial and large-power services. The schedule which follows is 
characteristic for the commercial service: 

Wright Demand Rate 
{commercial service') 

per IvAvh for the first 30 hours’ use of demand per month. 

2.ofi per kwh for the next 60 hours’ use of demand per month. 

I, op per kwh for the next 60 hours’ use of demand per month. 

o.8p per kwh for all energy in excess of 150 hours’ use of demand per 
month. 

Minimum bill, 75^! per kw of demand per month. 

In the commercial schedule the minimum bill is figured in terras of kilowatts 
of demand per month, a more assured protection for the company against 
non-use of the service. 

Three-part rates. The three-part rate, sometimes called a Doherty rate, in- 
cludes a separate charge for the customer costs in addition to the demand 
charge and the energy charge. No illustration is required since the addition of 
a separate customer charge of 50 cents or 75 cents per month to either the 
Hopkinson or the Wright demand rate converts these two-part rates into 
three-part rates. Presumably the three-part rate represents a more scientific 
allocation of costs, since the emtomer costs are provided for explicitly. Most 
companies, however, consider this an unnecessary refinement, preferring to 
include the customer charges in the demand charges. 

Other provisions of electric schedules. The description of rate schedules 
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thus far given has been concerned simply with the rates in the schedule. Most 
rate schedules contain a number of other provisions, some of which, in the 
case of the large-power consumers, may involve quite complicated calculations 
in order to determine the customer’s bill. The following schedule is that of 
the Connecticut Light and Power Company for large-power service: 

Applicable: To energy for all heating and power purposes. Incidental 
lighting permitted up to 30 per cent of the total demand. 

Rate: For service at secondary voltage— 

Demand Charge: 

$2.80 per kw first 15 kw demand 

2.00 per kw next 35 kw demand 

1.50 per kw next 250 kw demand 

1.25 per kw all over 300 kw demand 

Energy Charge: 

2.75(/i per kwdi first 1,500 kwh 

i.45fi per kwh next 8,500 kwh 

i.05fi per kwh next 40,000 kwh 

0.90^'i per kwh next 100,000 kwh 

o.8of per kwh all over 150,000 kwh 

Minimum Bill: The demand charge, plus the charge for energy used, 
but the utility may require a higher minimum charge when the installa- 
tion is of large size or is affected by special conditions. 

Load Factor Discount: If the consumption in kwh for any month ex- 
ceeds the product of 300 times the highest 15-minute kw demand during 
the peak hours of the month, a discount of 33 ki per cent on the energy 
charge for such excess kwh will be allowed. 

Transformer Ownership Discount: If the customer takes service at his 
property line and furnishes all necessary transforming equipment, the 
following deductions will be made from the demand charges: 
per kw on first 200 kw demand 
per kw on all additional kw demand 

Primary Metering Diseount: If the service is metered at the utility’s 
supply line voltage, there will also be a 5 per cent deduction in the kwh 
consumption. 

Off-PeaI{ Discount: If the demand of the customer during off-peak 
hours exceeds the demand during peak hours, a discount of 66 % per cent 
of the demand charge for such excess will be allowed. 

The off-peak hours shall be from 8:00 p.m. to 7:00 ,\.m. on week days; 
Saturdays after 12 o’clock noon; Sundays and holidays; and such other 
hours as the utility may establish from time to time. All other hours shall 
be peak hours. 

Fuel Clause: The energy charge will be increased or decreased by 
0.00075^^ per kwh for each increase, or decreased, in the delivered 
cost of fuel above I5.25, or below 14.75 per net ton. The weighted average 
cost of coal used in any consecutive 3-month period will determine the 
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amount o£ the increase or decrease in the energy charge for the next suc- 
ceeding month. 

Determination of Demand. The billing demand will be determined by 
measurement and will be the highest 15-minute demand in the month, 
except that such demand for small installations will be determined by 
agreement with the customer or by test under full load operating condi- 
tions. 

When determined in any other way than by continuous measurement, 
such demand will continue in effect until a new demand is created. 

For billing purposes the demand during peak hours shall be corrected 
for power factor as hereinafter set forth, but shall not be less than 60 per 
cent of the highest demand, corrected for power factor, occurring during 
the peak hours of the preceding ii months. 

Where the customer’s requirements during the winter or heating sea- 
son (Oct. 15 to Apr. 15) are less than during the non-heating or summer 
season (Apr. 15 to Oct. 15), either because of seasonal character of use, 
or the operation of heat balance equipment, the minimum demand for 
billing purposes shall be separately applied for each season. 

Power Factor: If the service is taken at a power factor of less than 80 
per cent at the time of maximum demand, or less than 70 per cent aver- 
age, the demand for billing purposes shall be increased at the rate of 
I per cent for each i per cent the lagging power factor is less than such 
amount. 

If the service is maintained at a power factor of more than 85 per cent, 
the demand for billing purposes shall be decreased i per cent, for each 
I per cent the power factor is maintained over 85 per cent up to 90 per cent. 

When the service metered is at the utility’s line voltage, an equitable 
adjustment will be made to reflect the power factor of the load, rather 
than the load and the transformers. 

The utility will determine the power factor monthly by continuous 
measurement, or at reasonable intervals by test, and if determined by such 
test, the determination shall continue in effect until a new determination 
is made.^“ 

Each of the above features of the electric schedule may be briefly con- 
sidered. 

(i) The minimum bill. Most electric rate schedules contain a minimum- 
bill feature. Its purpose is to protect the utility against a non-use of the service 
or against a use insufficient to cover both the demand and the customer costs. 
Theoretically, the minimum bill should be sufficient to cover both costs, 
but practically the minimum bill is usually less because of consumers’ oppo- 
sition to minimum charges.'^ 

Federal Power Commission, Natioval Electric Rate Book_, Connecticut, Schedule No. 31 
(issued Aug. 10, 1939)- 

The consumer who fails to understand that he has imposed certain costs on die utility even 
though he takes no service often looks upon the minimum bill as requiring him to pay something 
for nodiing. 
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(2) Load-factor discount. The load factor is the ratio of the actual kilowatt- 
hours consumed to the possible kilowatt-hours that would have been con- 
sumed had the maximum demand been used continuously throughout the 
period. Load factor is significant primarily with respect to the demand charge. 
Customers with a 100 per cent load factor cannot have any diversity of demand 
with respect to other customers either in the same category or in other classes; 
consequently, they should pay the full cost of the capacity required to serve 
them. Even where consumers have a load factor of 50 per cent there is prac- 
tically little opportunity for diversity with other consumers. In general, the 
higher the load factor the lower the diversity, and in consequence, the higher 
the load factor the higher the justifiable demand charge. In the large-power 
service schedule, given above, a special discount is allowed where the con- 
sumption is 300 times the highest 15-minute kilowatt demand during the peak 
hours of the month; the maximum possible consumption would be 720 hours 
of use; in other words, the discount is available to those having a load factor 
of approximately 40 per cent or more. This discount has the effect of giving 
the power consumer the advantage of the diversity arising from the fact that 
most of his consumption comes off the peak of the system. 

(3) Transformer ownership discount. Where large consumers own their 
own transformers and supply the facilities which bring the energy from the 
company’s lines to the point of consumption, the utility may recognize the 
saving thereby effected by granting the consumer a special discount. 

(4) Primary metering discount. A large consumer may have the meters to 
measure his consumption installed at the point where his line connects with 
the utility’s supply line. In this situation the customer will sustain any of the 
energy losses that occur between the meter and the point of consumption. 
Since such line losses normally fall upon the company, the utility may make 
an appropriate adjustment in the calculation of the consumer’s energy con- 
sumption. 

(5) Off-peak discounts. In order to build up a demand for service and to 
achieve full utilization of capacity, the company naturally seeks to encourage 
off-peak consumption. This may be stimulated by offering special class rates 
to consumers who will take power during non-peak hours, or the same ob- 
jective may be achieved in the case of consumers already taking power by 
offering an off-peak discount. In the above schedule, the off-peak discount 
amounts to two-thirds of the demand charge, to the extent that the demand 
charge during the off-peak hours exceeds the demand during the peak hours. 
It is customary for the schedule to define the off-peak hours. 

(6) Fuel clauses. Fuel clauses came into prominence during the wartime 
period of high prices. The output costs of utilities using coal or other fuel in 
the production of their service are extremely sensitive to changes in fuel prices. 
The utility has two alternatives: it may either set the output, or energy, charge 
at a sufficiently high level to cover possible variations in fuel cost and trust 
that the regulatory authorities will permit changes in rates before changes in 
fuel costs leave the company with a loss, or it may seek to provide for auto- 
matic variations in rates in response to changes in fuel costs. The latter is fa- 
vored, not only because it assures meeting changes in operating costs, but 
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also because it enables the utility in normal times to offer a lower rate and 
thereby secure competitive business that might not otherwise become avail- 
able. The second advantage is especially important in the industrial-power 
field, where small changes in the price may determine the policy o£ a potential 
industrial consumer to retain or abandon its own generating equipment. Since 
it is not advisable that the rates fluctuate at every change in the price of fuel, 
the schedule usually provides that the price of fuel, for purposes of making the 
adjustment, shall be determined on the basis of a moving monthly average. 

(7) Power factor. The power factor is the ratio of the actual energy in 
kilowatt-hours to the apparent energy in kilovolt-ampere hours. Most electrical 
utilities furnish alternating current. The operation of electric motors of the in- 
duction type, particularly when the motors are small and underloaded, results 
in a low power factor. In the operation of induction motors the alternating 
current is commonly out of phase with the voltage used to operate the motor, 
and only this reduced current takes part in recording on the meter the power 
used by the consumer. The utility is anxious to maintain a power factor as 
near to unity as possible; such a power factor would enable the utility to bill 
consumers for all of the power which it could send out, and also a low power 
factor calls for a substantial addition to the investment in electric generating, 
transmitting, distributing, and metering equipment. The low power factor 
also causes higher operating expenses; and if it falls too low, the low power 
factor may result in poor quality service for consumers taking energy for the 
operation of motors.^- 

In the preparation of rate schedules for commercial and industrial consum- 
ers, it is customary for electric companies to make provision for a power- 
factor correction. This serves a dual purpose: it seeks to assess the cost of a low 
power factor on consumers who are responsible for it, and at the same time to 
relieve customers having a high power factor from what would otherwise be 
an excess demand charge; and secondly, it seeks to encourage consumers to 
use synchronous motors or to take other corrective measures to maintain a 
high power factor. It is cheaper for the consumer to install equipment that 
will maintain a high power factor than it is for the utility company to attempt 
to control the situation through its own equipment. An adjustment in rates 
suflicieiit to make it worth while for the consumer to install equipment that 
will maintain a high power factor is less than the saving in cost to the utility' 
that results from having the high power factor; therefore, it is possible by a 

i-The unit of power for electricity is the kilowatt. Technically, the watt is the product of 
volts (electrical pressure) times amperes (the current). In tire form of an equation, 

Watts = Volts (E) X Amperes (/). 

The electrical energy for which the consumer pays is a product of power through time; that is 
Energy = Power X Time = Kilowatt-Hours = Kilovolt-Ampere-Hours. 

Power factor, the ratio of kilowatts to kilovolt-amperes, or the ratio of kilowatt hours to 
kilovolt-ampere-hours, should ideally be unity; that is — power factor (sometimes- cosine 6 = 

kilowatts kilowatt-hours 

kilovolt-amperes kilovolt-ampere-hours 

0 is the angle of lag between the voltage and the current (amperes). 

Sometimes this unity is destroyed for alternating current, and when this happens the “current,” 
or amperes, lags behind the “pressure,” or volts — the curves for the amperes and volts are no 
longer “in phase.” The cosine of the angle of the lag is the power factor. In the diagrams be- 
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rate adjustment to improve the service and share the benefits between the con- 
sumers and the company. 

In establishing a power-factor correction in rate schedules it is customary for 
the company to assume a certain standard power factor, such as 8o or 85 per 
cent, and to reward those consumers who maintain a higher power factor and 
impose an additional charge on those whose power factor falls below the 
standard.^'* 

Optional rates. A number of electric and gas companies have utilized a so- 
called optional rate in introducing more promotional features into their rate 
schedules. The utility offers two rates, and the consumer may elect under 
which rate he will take the service. Usually the second, or optional, schedule 
imposes higher rates for smaller consumptions and lower rates for larger con- 
sumptions; that is, the utility company offers lower rates to large consumers. 
But if in any period he falls below the “crossing point” between the two sched- 
ules, the large consumer pays a higher rate than he would have paid on the 
original or basic rate. The schedules below indicate the optional rates offered 
to gas consumers by the Long Island Lighting Company 

Rate 1 

First 3,000 cubic feet per month— $1.75 M. cu. ft. 

Next 3,000 cubic feet per month — $1.50 per M. cii. ft. 

All over 6,000 cubic feet per month — $1.30 per M. cu. ft. 

Minimum charge |i per month. 

Terminable by customer in 3 days’ notice. 


low, A indicates no lag, the curves are in phase and die power factor is i ; B indicates a lag of 
60 degrees and consequently, the power factor (cosine 60°) is 50 per cent. 




In A the power consumption is strictly the product of E X / but in B, although E and I are of the 
same magnitude as in A, the power consumption is less than E x 1; it is actually Exlx cosine 
Ip the assumed example it is 0.50 (£x/) because the volts and amperes are 60° apart in phase. 
And since the meter registers kilowatt-hours, the utility is able to charge only for the energy 
effectively delivered to customers. 

Federal Power Commission, Electric Rate Survey, Rate Series No. 4, Rates for Electric 
Service to Commercial and Industrial Consumers, pp. 11-12. 

Re Long Island Lighting Co., P.U.R. 1931D, 353-354 (N.Y. 1931). 
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Rate 11 

First 200 cubic feet or less per month— fi.oo 
Next 4,800 cubic feet per month— $1.50 per M. cu. ft. 

All over 5,000 cubic feet per month — $,90 per M. cu. feet. 

Minimum charge |i per month. 

Terminable ajter one year on 3 days’ notice. 

The tabulation shows the calculation of the bills for various consumptions 
at the two rates. 


Consumption 
cubic feet 

Rate I 

Rate 11 

Increase 

Decrease 

0 

% 1. 00 

$ 1. 00 

_ 

— 

200 

1. 00 

1. 00 

— 

_ 

600 

1.05 

1.60 

1 -55 

— 

1,000 

1*75 

2.20 

-45 

— 

1,600 

2.80 

3-10 

-30 

— 

2,000 

3*50 

3-70 

.20 

— 

2,400 

4.20 

4-30 

.10 

— 

2,600 

4-55 

4.60 

.05 

— 

2,800 

4.90 

4.90 

— 

— 

3,000 

5.25 

5.20 

— 

$ .05 

3 A 00 

6.00 

5-95 

— 

.05 

4,000 

6.75 

6.70 

— 

.05 

5,000 

8.25 

8.20 

— 

.05 

6,000 

9-75 

9.10 

— 

.65 

10,000 

14-95 

12.70 

— 

2.25 

15,000 

21.45 

17,20 

— 

4.25 

20,000 

27-95 

21,70 

— 

6.25 


The utility assumes no responsibility with respect to the customer’s selection 
of the rate. The customer is expected to estimate which schedule will be to 
his advantage. An inspection of the tabulation reveals that those consuming 
2,800 cubic feet of gas, or less, should choose to take service under Rate I; 
while the larger consumers will find it less expensive to take service under 
Rate II. The customer must choose which schedule shall apply in advance 
of his consumption, and he may not change from the new schedule to the old 
within a year. 

The question is naturally suggested as to why the utility should introduce 
an optional rate schedule when it would be possible to design a single rate 
scheclule which would be just as effective in stimulating increased consump- 
tion without presenting consumers with the complicated choice that the op- 
tional schedule always involves. In the example cited, the schedule might be 
constructed so that Rate I would apply to consumptions under 2,800 cubic feet 
and Rate II to all larger consumptions. The use of optional rates has certain 
drawbacks for the utility— complications in billing and the dissatisfaction of 
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consumers who discover that they have chosen the more costly schedule. The 
reason for its adoption is the company’s unwillingness to make the promo- 
tional rate available to consumers who may take less than the consumption 
indicated by the crossing point between the two schedules unless it may 
charge higher rates when the consumption falls below that volume. For ex- 
ample, if a consumer who is consistently consuming more than 2,800 cubic 
feet chooses Rate II, as he should, the utility is quite willing to give him the 
benefit of the lower rate. But the company is not willing to give a second con- 
sumer the benefit of the lower rate during those months when his consump- 
tion is high if in certain months his consumption falls below 2,800 cubic feet. 

Chairman Maltbie of the New York Public Service Commission has ques- 
tioned whether regulatory authorities should sanction the use of optional 
rates. It is difficult for the consumer to determine in borderline cases which 
schedule is the more favorable, and a mistaken choice breeds dissatisfaction. 
To charge two consumers different prices for an identical service involves 
discrimination, which is not justified simply because the consumer paying the 
higher rate in one month is perhaps charged a lower rate in another month. 
Moreover, the optional rate works no such change in the consumption as to 
enable the company to effect any saving, either in capital costs or in operating 
costs. The cogency of these criticisms has been widely recognized, and tlie 
optional rate has had a waning popularity. At present the optional rate is used 
more commonly by electric utilities than by gas companies, but both utilities 
have found their purposes more effectively served through the adoption of the 
objective-rate plan. 

The promotional rate. Utility companies, especially the electrical utilities, 
have resorted to various devices to encourage increased consumption of their 
service in an attempt to reduce overhead costs per unit (by achieving a fuller 
utilization of their productive capacity) and to increase their earnings. The 
problem has been largely one of finding what form of rate reduction would 
prove most effective in encouraging increased consumption. In the preceding 
description, it was noted that certain rates possess promotional features which 
others lack. 

In the block-rate schedules, the lower rates applicable to the larger blocks 
of consumption have the effect of making service available for uses which 
would not be justified at the higher rates applying on the earlier blocks. A two- 
part rate is always promotional because the consumer is required to pay the 
demand costs irrespective of how much energy he takes and, therefore, the 
cost of additional increments of energy appears a quite small proportion of 
his bill. The optional rates represent another attempt to introduce promo- 
tional features into the rate schedule. 

The most effective promotional feature is always a rate reduction: the de- 
mand for utility service with respect to most classes of consumers is elastic, 
and rate reductions are usually followed by increased consumptions and com- 
monly by enlarged net revenues. However, there is always a delay in the re- 
sponse of consumers to rate reductions, and managements can never be sure 
of just how effective the increase in consumption will be in offsetting the price 
reductions. Managements, therefore, naturally hesitate to offer rate“ reduction 
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unless the company is already enjoying a substantial excess income. Some de- 
vice has long been needed by which the essential revenues of the company 
may be protected, while consumers are offered lower rates and stimulated to 
increase their consumption. The most successful device to accomplish these 
two objectives, the most promising promotional rate, is the objective-rate plan. 

In some instances, increased consumption depends upon the consumer hav- 
ing electric ecjuipmcnt of various sorts — refrigerators, electric ranges, irons, 
toasters, percolators, hot-water heaters, et cetera. Most companies have sought 
to build their market through encouraging their consumers to purchase and 
use electrical equipment, perhaps by offering free installations or by selling 
expensive equipment at reduced prices and on a deferred-payment basis. 
Other companies have made rate reductions with the expectation that con- 
sumers would acquire the electric-using equipment as the operating costs 
were reduced. Those companies that have been most successful in building 
profitable loads have used both plans, recognizing that rate reductions alone 
are ineffective where consumers lack the financial means to acquire equip- 
ment and that the sale of appliances will not meet a ready response unless their 
operation appears to be economical. 

7 'he objective rate. The objective-rate plan was first introduced by the Ala- 
bama Power Company on October i, 1933. The success of the plan led to its 
adoption by other companies until at present it is extensively used as a device 
to protect the revenues of the utility while promoting increased consumption 
through the offer of lower rates. At first the objective rate was applied to resi- 
dential service, where increases in consumption were particularly desired, but 
the success of the plan has led to its application to other classes of service.^ ^ 

The objective-rate plan operates with two rate schedules in effect simultane- 
ously. Unlike the optional-rate plan, the objective rate requires the consumer 
to make no choice; the lower promotional, or objective, rate takes effect- auto- 
matically for those consumers that increase their consumption by the requisite 
amount. The two schedules are called respectively the “immediate rate” and 
the “objective rate.” The immediate rate applies to all consumers who do not 
increase their consumption sufficiently to qualify under the objective rate. 
The immetiiate rate may. represent a reduction in price in comparison with 
the schedule that prevailed prior to the adoption of the objective-rate plan, or 
the immediate tatc may continue in effect the schedule under which all con- 
sumers were taking .service before the plan was announced. The purpose of 
the plan is to encourage consumers to increase their use of the utility’s service 
by offering lower rates to those whose enlarged consumption offsets the re- 
duction in price. The introduction of the objective-rate plan is usually utilized 
by the company to introduce more highly promotional rates than those in ef- 
fect. The change to a more promotional form may raise the charge in the 
earlier blocks, and to apply the objective rate to all would cause the smaller 

Re Alaimma Power Co., 3 P.U.R. (N.S.) 355 (Ala., 1933)- This first objective-rate plan 
resulted from a state-wide investigation initiated by the Alabama Public Service Commission. The 
Commission was convinced that certain rates, particularly the residential rates, should be re- 
fluced, although the depression had seriously reduced the company’s revenue. Under the direction 
of the Commission, engineers of the Commission and of the company jointly worked out the 
program which, as modified, became the first objective-rate plan. 
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consumers to pay higher charges, to the detriment of good public rela- 
tions. 

The objective-rate plan was really born of the necessities of the depression. 
The utilities were faced with a demand for rate reductions at a time when 
their revenues were thought not to justify further reductions. At the same 
time, the companies did have surplus capacity with which to supply increased 
service and they could afford to supply this additional service at the lower 
cost. To meet the demand for lower rates, to protect the revenues of the utility 
companies, and to bring about a utilization of idle capacity with its concomi- 
tant reduction in unit costs were the goals of the objective-rate plan. 

The objective-rate plan can best be explained by reference to a particular 
schedule. The following are schedules for residential service by the Georgia 
Power Company: 

Rate: 

Immediate Rate (A-3) : 

$1.1 1 for first 15 kwh, or less 

5.00^* per kwh next 50 kwh 

2.22f, per kwh next 135 kwh 

1.39^1 per kwh next 500 kwh 

per kwh all over 700 kwh 
Objective Rate (A-5) : 

$1.1 1 for first 20 kwh, or less 

5.00^ per kwh next 20 kwh 

3.33^ per kwh next 40 kwh 

2.22f per kwh next 120 kwh 

1.39^1 per kwh next 500 kwh 

per kwh all over 700 kwh 
Determination of Bill: 

(1) A base bill for each month of the year 
will be established. For present custom- 
ers the base bill will be the amount 
actually paid during the corresponding 
month of the year ending June i, 1939. 

Customers connected since June i, 1939, 
and new customers, will be billed for 
12 months on the Immediate rate. The 
bills for these months will thereafter 
be the base bills. 

(2) No base bill shall exceed |8.oo, net. 

(3) The customer will be billed under the 
Immediate rate for his current month’s 
consumption when the bill thus com- 
puted is equal to or less than the base 
bill 

.(4) The customer will be billed under the 
Objective rate when the bill thus com- 
puted is greater than the base bill 


\ I 
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(5) The base bill applies when the bill 
under the Immediate rate is greater 
than the base bill, and when the bill 
under the Objective rate is less than 
the base bill}^ 

The determination of the individual customer’s bill requires four steps : 

(1) A base bill is calculated for each month of the calendar year. This base 
bill is the amount which the consumer actually paid in the corresponding 
month of the year preceding the introduction of the plan. New customers are 
required to take service under the immediate rate for one year in order to 
establish base bills. In order to simplify the calculation of customer’s bills, 
there is sometimes inserted in the schedule a so-called “stopper” — for example, 
the schedule may provide as a lower “stopper” that the minimum base bill 
shall be calculated with respect to thirty kilowatt-hours’ consumption. The 
establishment of a lower “stopper” has the effect of denying the benefits of 
the plan to those consumers in the smallest consumption group. The Georgia 
Power Company’s objective rate provides for an upper “stopper” of eight 
dollars. This upper “stopper” grants the benefits of the plan to those large con- 
sumers who are already taking sufficient energy so that their bill at the imme- 
diate rate is eight dollars; that is, they may have the benefit of the objective 
rate whenever their bill at the objective rate is more than eight dollars, even 
though their base bill, determined according to the amount actually paid in 
the base month, would have exceeded eight dollars. 

(2) The consumer’s bill is calculated at the immediate rate. 

(3) The consumer’s bill is calculated at the objective rate, 

(4) If his bill at the immediate rate is less than the base bill, the consumer 
pays for his actual consumption at the immediate rate. If his bill on the 
objective rate exceeds the base bill, the consumer pays for his actual consump- 
tion at the objective rate. If the consumer’s bill at the immediate rate is in ex- 
cess of his base bill and if his bill at the objective rate is less than his base bill, 
he pays the base bill. 

The objective rate offers reductions to those who increase their consumption 
sufficiently. The amount of the reduction is indicated by a comparison of the 
bills calculated at the two rates. 


Immediate Objective 
Consumption Rate Net Bill Rate Net Bill 


15 kwh 

1. 00 

1. 00 

40 kwh 

2.125 

1.90 

100 kwh 

3-95 

3.50 

200 kwh 

5-95 

5.50 

500 kwh 

9.70 

9.25 

700 kwh 

12.20 

11-75 


Objective-rate plans are almost invariably announced with a time limit; 
that is, after a certain date the immediate rate is withdrawn and the objective 
Federal Power Commission, National Electric Rate Book, Georgia, p. i (issued May 10, 1940). 



354 ECONOMICS OF PUBLIC UTILITY REGULATION 

rate becomes the sole rate. The time interval depends upon how long it is 
expected to be before consumers increase their consumption in response to the 
objective-rate offer. Two years is a normal term for an objective-rate plan. 

Despite what would appear to be obvious advantages, the objective-rate 
plan has not been without its critics. The introduction of the lower stopper 
has been criticized as excluding from the benefits of the plan small consumers 
whose consumptions most need to be stimulated. Two justifications are of- 
fered for the lower stopper: the saving in billing costs, and the fact that the 
stopper may make it possible to offer a lower objective rate than would other- 
wise be feasible. The objective-rate plan has been criticized as discriminatory 
against those who are already good consumers. Those who have already 
adopted electricity for refrigeration, cooking, and other uses and who are al- 
ready highly profitable customers are denied the rate reduction in the objec- 
tive schedule. This criticism loses some of its force where an upper stopper is 
provided at a reasonable level. In defense of the objective-rate plan it may be 
noted that any discrimination with respect to large consumers is only tempo- 
rary; they will obtain the benefits of the rate reduction when the designated 
time period lapses. Any such temporary discrimination must be weighed 
against the advantages which the plan offers to the majority of consumers. 
Without permitting the utility company to continue in effect the immediate 
rate, the company would presumably be unable to offer any rate reduction at 
all. Finally, the' objective-rate plan may be too successful in stimulating con- 
sumption and may require the company to add to its productive capacity. 
Since this is a possibility, the scale of charges in the objective rate should not be 
so low as to fail to cover all of the costs of service, including the overhead costs. 

The advantages of the objective-rate plan are patent. First, the use of the 
objective-rate plan permits the utility to offer rate reductions which could not 
otherwise be granted, for the company is assured that its revenues will be 
maintained until the increase in consumption permits a transition to the 
objective rate schedule without imposing a loss. Secondly, the plan has been 
successful in stimulating increased consumption. Thirdly, the objective rate 
has produced a reduction in unit costs as a result of increased consumption, 
and these reductions in costs pave the way for further rate reductions. The 
plan would seem to provide the modus openindi whereby consumers may ob- 
tain the benefits of progressive rate reductions, the utility companies the gains 
of reduced unit costs, and investors the assurance of stable revenues.^ 

5. GAS RATES 

Introduction. The rates of gas utilities have not exhibited the same variety 
and complexity that have characterized the rates of electric companies. Al- 
though the same general conditions of cost prevail for the gas utility as for 
the electric utility — demand costs which are proportional to the capacity of 
the systems, output costs which depend on the amount of the gas delivered, 
and customer costs— the demand costs (the principal source of complexity) 

A significar.t study of the results obtained by objective rates is The Objective Rate Plan, 
by W. F. Kennedy. ' 
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apply more to storage capacity and the distribution system of the gas utility 
than to its manufacturing capacity, for the gas company can manufacture on a 
reasonably uniform twenty-four-hour basis and store gas to meet its peak 
demand. The consumers of gas do not divide themselves naturally into as 
many classes as prevail for electric consumers, and there is, therefore, no need 
for the same multiplication of rate forms. Furthermore, the gas company 
meets much competition in the sale of its service with the result that it does 
not have the same freedom in the development of differential charging that 
an electric company has. Gas has lost virtually all of its lighting market; the 
low price of fuel oil seriously limits the market for cooking and heating pur- 
poses; even the industrial consumer may insist on “competitive” rates if he is 
able to take care of his own requirements. 

Forms of Gas Rates in Use, The rate forms which gas utilities have utilized 
fall into the same categories that have been described for the electric utilities. 
The manufactured-gas utilities,- because of the higher level of their charges, 
have been somewhat more progressive in the development of promotional 
rate forms than the natural-gas companies. The simple block form accounts for 
33.2 per cent of the manufactured-gas schedules and for 49.6 per cent of the 
natural-gas rates. Block rates with a small initial block, a more promotional 
form, constitute 38.0 per cent of the manufactured-gas rates and 25.3 per cent 
of the natural-gas schedules. The simple straight-line meter rate is still im- 
portant, being used in 8.1 per cent of the manufactured-gas, and 15.6 per cent 
of the natural-gas, schedules. Demand rates are used in 14.6 per cent of the 
manufactured-gas schedules and in only 3,7 per cent of those for natural gas. 
Schedules involving the use of the service charge have been unpopular, being 
employed in only slightly more than 5 per cent of the schedules. The step rate 
has been completely dropped from use.^® 

Block Rates. Throughout the recent history of the gas industry the block 
rate, either with or without a .small initial block, has been the prevalent rate 
form. Both of these forms are illustrated in the standard rate and the optional 
rate for domestic service: 

Standard Block Rate 
Minimum bill— |i. 00 per month 
First 1,000 cu. ft. per month at $2.35 
gross, I2.25 net per M cu. ft. 

Next 2,000 cu. ft. per month at $2.20 
gross, I2.10 net per M cu. ft. 

Next 7,000 cu. ft, per month at |2,o5 
gross, I1.95 net per M cu. ft. 

Over 10,000 cu. ft. per month at $1.85 
gross, I1.75 net per M cu. ft. 

Optional Block Rate 
First 500 cu. ft. or less per month, 

$2. 75 per month. 

IS American Q&& As^odzlion^ Proceedings, 1938, pp. 25-26. All figures are for the year 1938- 
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Next 1,500 cu. ft. per month at |i.6o 
gross, I1.50 net per M cu. ft. 

Over 2,000 cu. ft. per month at $1.35 
gross, I1.25 net per M cu. ft.^^^ 

The standard block rate above represents a simple block schedule whose 
promotional features are dependent wholly upon the size o£ the block and 
the rate at which the price per thousand cubic feet diminishes. The larger the 
block, the less promotional the rate; and the smaller the price decline, the less 
promotional the rate. The weakness of this standard block form is not only its 
lack of inducement to increased consumption, but its failure to protect the 
company from non-use or small use of the service. 

The optional block rate is typical of the block form that makes use of the 
small initial block. The consumer takes his first 500 cubic feet at the rate of 
$5.50 per thousand cubic feet; and beyond the first block the rate drops to 
11,50 per thousand cubic feet. The introduction of the small initial block per- 
forms two functions. The high rate for the first small block is in eflect a de- 
mand charge, and helps to assure the company that it will recover its costs 
even from the small consumer. Provided the level of rates is accurately adj Listed 
to costs, this rate form affords a more accurate allocation of costs between dif- 
ferent consumers than the simple block schedule. Secondly, by reason of the 
high charge for the small initial block, the company is able to olTer truly pro- 
motional rates. Such a rate form is better calculated to preserve the company’s 
existing market or to permit it to enlarge its market. 

Two-Part Rates. Gas utilities have made less extensive use of the two-part, 
or demand, rate than have the electric companies. In many market situations 
where the electric company has used the two-part rate, the gas company has 
used the block rate with the small initial block, preferring the latter’s sim- 
plicity. The following is a two-part rate ; 

Demand charge : 

First 1,000 cu. ft. of hourly demand— |6.oo per 100 cu. ft. 

Next 4,000 cu. ft. of hourly demand— 12.50 per 100 cu. ft. 

All over 5,000 cu. ft. of hourly demand — fi.oo per 100 cu. ft. 

Commodity charge: 

First 500 M cuNc feet per month — 60^ per M cu. ft. 

Next 500 M cubic feet per month— 50?! per M cu. ft. 

Next 1,000 M cubic feet per month — 45^: per M cu. ft. 

All over 2,000 M cubic feet per month— 40^! per M cu. ft. 

Minimum charge : 

Bill resulting from application of actual demand together with a con- 
sumption of 2,500,000 cubic feet, both at rates as above.^'^ 

This schedule was designed for the large industrial consumer. It will be 
noted that the demand is expressed in terms of thousands of cubic feet of 

Re Peoples Gas Company, VXJ. IS.. ig^2D, 401 (Wis., 

Re Syracuse Lighting Co., P,U.R. 1932D, 285, 293 (N.Y., 1932) . 
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hourly demand and that the minimum bill indicates a very high consumption. 
The promotional character of the schedule follows from the high demand 
charge in combination with the low commodity charge. 

Service-Charge Rates. Some gas companies make it a practice to include a 
service charge which, taken in conjunction with the remainder of the rate, 
may make the rate schedule a two-part or a three-part rate. In general, the 
service charge has been fixed at a conventional sum, commonly less than a 
dollar. Since it has not usually been established with reference to the con- 
sumer’s demand for the service, it may be said that the service charge is more 
a customer charge than a demand charge. Rate forms utilizing service charges 
have declined in recent years in favor of other forms, notably the block rate 
with the small initial block. The trend away from the service-charge rate has 
been due to the unpopularity of this type of rate with consumers. 

Minimum Charges. The minimum charge has been a characteristic feature 
of gas rates. Its purpose is to assure that the company will be recompensed for 
those costs which are incurred irrespective of the amount of the consumer’s 
consumption. These are the customer costs and the demand costs. In general, 
the minimum bill, except for the large industrial consumers, is not set at a 
sufficiently high level to recompense the company for both the customer and 
demand costs. 

Charges on the Therm Basis. During their early years, gas companies sup- 
plied gas chiefly for lighting purposes and the gas was judged in terms of its 
illuminating quality. With the loss of the lighting market, the heat content 
of the gas became more important. Gas utilities continued, nevertheless, to 
charge on the basis of the cubic feet delivered rather than on the basis of the 
heating quality. The qualitative standards were, however, defined in terms of 
the B.T.U. (British thermal units) content. The introduction of natural gas 
into communities that had previously been served by manufactured gas pre- 
sented the companies with a serious pricing problem where there had to be an 
increase in the charge on the cubic-foot basis. Since the B.T.U. content of 
natural gas is normally greater than that of manufactured gas, the apparent 
rate increases were usually in reality rate decreases. In order to avoid giving 
the impression that rates were being increased, some gas companies sought 
to construct their schedules with the therm as a unit.^^ 

Such a changeover from the conventional to the therm method of charging 
was proposed by the Syracuse Lighting Company when it introduced natural 
gas into its territory. It had been selling manufactured gas with a heat content 
of 537 B.T.U. per cubic foot, and it proposed to sell a mixture of artificial and 
natural gas having a heat content of 875 B.T.U. The rate prior to the change 
had been I1.13 per thousand cubic feet, and it was proposed that the rate 
should be |i.86 for the first block exclusive of the initial charge; that is, the 
company proposed to increase the heat content per thousand cubic feet by ap- 
proximately 47 per cent; measured in terms of heat content, instead of terms of 
cubic feet, the proposal offered a price reduction. In order to avoid the un- 

-’1 The therm is defined a.s one hundred thousand British thermal units (B.T.U.). The British 
thermal unit, the standard unit for gas, is the quantity of heat required to raise the temperature 
of one pound of water one degree Fahrenheit at or near its point of maximum density (39.1° F.) 
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favorable public reaction that would have resulted from an apparent increase 
in price, the company proposed to substitute a schedule on a therm basis for 
the schedule on the conventional cubic-feet basis. These schedules were as 
follows : 


Schedules Proposed 

Applicable to Use of Service for All Purposes 
District I 

Net Rate; 

First 2.5 therms or less per month — 50^-. 

Next 20.0 therms per month — i()f, per therm. 

Therms in excess of 22.5 therms per month — per therm. 

Minimum charge — 50^ per month. 

Existing Schedules 

Applicable to Use of- Service for All Purposes 
District I 

Net Rate: 

First 20,000 cubic feet per month— -$1.13 per M. 

Next 80,000 cubic feet per month — $1.05 per M. 

Next 200,000 cubic feet per month — 85^ per M. 

Next 700,000 cubic feet per month — 80^' per M. 

Next 1,000,000 cubic feet per month — 75^! per M. 

Over 2,000,000 cubic feet per month — 46^* per M. 

Minimum charge — 50^! per month.-- 

Since the meters in use recorded consumption in terms of cubic feet, the Com- 
mission feared that the consumer might be confused by the transition. How- 
ever, the company was permitted to institute the therm basis of charging, but 
it was required to express its charges in both cubic feet and therms, and to 
show on the consumer’s bill the calculation on both bases.-'^ 

Special Rates. Gas companies, more than other utilities, have experienced 
sharp dilderences in the rates of consumption between the peak periods and 
the off-peak periods. In recent years the gas companies in their search for ad- 
ditional revenue have sought to develop a market for their off-peak capacity 
through offering special rates to particular classes of consumers. House heat- 
ing, air conditioning, refrigeration, and industrial uses have been the most 
promising prospects for absorbing the idle capacity of the industry and bring- 
ing much-needed revenue. Limitations of space do not permit the presentation 
of examples of each type of schedule offered for these special services. Since 
the use of gas for space-heating promises to become increasingly important, 
the following space-heating schedulers offered as an illustration: 

-- Re Syracuse Lighting Co., P.U.R. 1932D, 285, 292-293 (N.Y., 1932). 

23 In Re Binghamton Gas Worl{s, P.U.R. 1933E, 480 (N.Y., 1933), the Public Service Com- 
mission expressed satisfaction with the re-sults that had been obtained with the application of the 
therm rates during an experimental period. 
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Space-Heating Rate 

Character of Service: 

Who may take the service: This rate is offered only to customers who 
do substantially all of the space heating required on their premises with 
gas. It is offered for space heating only, and not for general purposes, ex- 
cept that a domestic customer may take all of the gas required for the 
residence under this rate provided that gas is used as the principal fuel 
for space heating. 

Hours of Service: 2.^ hours. 

Rate: 55^/; pei 1,000 cubic feet. 

Discount: per 1,000 cubic feet, for prompt payment. 

Minimum Charge: I5.50 per month, less 50^ per month for prompt 
payment for the months November to April inclusive and 80^ per month, 
less 5^:!' for prompt payment for the months of May to October inclusive. 

Billing: Monthly by meter; or, at the option of the customer, monthly 
at Via of the company’s estimate of the customer’s annual bill. Included 
with the nth estimated bill, or the final bill, will be such adjustment as 
may be necessary to bring the annual estimated bill into agreement with 
the annual meter bill. 

Contract: Number 35. Term: One year and thereafter from month to 
month until terminated by three days’ notice by either party."^ 

It will be noted that while the contract appears to be relatively complicated, 
the schedule itself is extremely simple. A straight-line meter rate is an accept- 
able form for space heating, since the inducement of the promotional feature 
of the rate depends upon the level of the charge, not upon subsequent reduc- 
tions for larger consumption. Indeed, larger consumptions would not be en- 
couraged by offering lower rates tor successive blocks of consumption since 
the consumption of gas for hearing purposes is regulated automatically by 
thermostatic control according to the temperature desired. The minimum 
charge is not significant for the consumer because under nearly all circum- 
stances his bill would be in excess of the minimum as long as the heating ap- 
paratus was operated. The arrangement tor billing at the rate of one-twelfth 
of the estimated annual bill per month is designed to make the service more 
attractive, since the relatively high consumptions during the colder months 
cause the service to appear unduly costly. Such adjustments in billing are of 
further importance becau.se the price of manufactured gas for heating pur- 
poses is not yet down to the level where it is truly competitive with other fuels. 

6. WATER RATES 

The costs of water utilities are analogous to those of gas companies. The in- 
vestment necessary to care for the peak demand is investment in distribution 
and pumping equipment primarily and to a lesser degree in storage equip- 
ment. 

Re Detroit Edison Company, 15 P.U.R. (N.S.) 222, 223 (Mich., 1936). 
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Water rates lack the promotional emphasis that is so prominent in the rates 
of other utilities. In order to supply an increased demand for water, the unit 
cost for the additional supply is often appreciably higher than the cost for the 
smaller supply. The water company is, therefore, not so anxious to offer low 
rates and place itself in the position of having to make heavy capital invest- 
ments upon which it may thereafter earn a return only with difficulty. Ihe 
fact that many of the water systems are operated by municipalities may also 
explain the absence of promotional features with respect to rates. Even though 
capacity costs, or demand costs, are significant elements in the cost of supply- 
ing water service, it is not usually the private consumer who is responsible for 
the chief demands on the water system. The greatest demand for water is im- 
posed by the municipal requirements for fire protection. Indeed, the demand 
for water for fire protection in many instances determines the time when water 
supply shall be undertaken on a community basis, either by the municipality 
itself or by a company; and it is the same fire-protection demand which dic- 
tates the size of the mains and the capacity of the pumping equipment. 

The proportion of the capacity costs which are attributable to fire-protection 
service depends upon the size of the community and the size of the company: 
the proportion of cost is higher for the small company and falls sharply as the 
size of the community increases.-^’ Of course, a part of the capital investment 
is not influenced by the requirements of fire protection, for water for fire- 
protection purposes need not be filtered and purified; however, these treat- 
ments must be provided for domestic consumption. Their charters require 
many water companies to supply free service to the municipality, including 
fire-protection service; in these circumstances, the members of the community 
as water consumers, rather than as taxpayers, bear the costs of fire protection. 

Flat Rates. The flat rate with which most utilities began their service has 
survived longer among water utilities than for other companies. A typical 
example of the classified flat rate for domestic service is that of the Seymour 
Water Company: 

Annual Flat Rates 
Unmetered service 

Per year 

Dwelling houses — each family: 


For sink |8.oo 

Sink and set tub 9.00 

Sink and toilet ii.oo 

Sink, toilet, and bowl 12.00 


. It is estimated that the required additional investment for rendering fire protection 
service ranges from 30 per cent in large plants to 70 per cent in small plants of the total in- 
vestment. . . {Monroe v. T/ie Monroe Water Co., P.U.R. 1920E, 444, 446-447 [Wash., 
1920].) 

In several cases detailed studies have been made by us to determine the proper percentage 
of total revenue which should be allocated to fire service. This has been found to vary from about 
per cent for the larger companies to as high as 25 per cent or even 30 per cent for the 
smaller companies. In this case, it is our opinion that about per cent is the proper proportion 
of total revenue to be collected from fire service in eagh division. . . .” {Re New Jersev Water Co 
P.U.R. 1929B, 279, 285 [N.J., 1929].' 
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Sink, toilet and bath 15.00 

Sink, toilet, bath and bowl 17.00 
Sink, toilet, bath, bowl and 
set tub 19.00 

Each additional sink, bowl, 
or set tub i.oo 

Each additional toilet or 
bath 2.00 

Each additional faucet in 
stable or garage 3.00 

Hose — For hand use only 6.00 
For revolving sprinklers, 
sprays, or hose other than 
by hand 12.00 

The real objection to the use of flat rates is that waste is encotiraged. Leaky 
fixtures and pipes are neglected; more water is used than is actually needed; 
excessive quantities may be used for sprinkling the lawn; et cetera. Waste 
cannot be controlled through raising the price of the service, since a higher 
price on a flat rate only leads to a curtailment of the number of outlets and 
approximately the same quantity of water may be wasted as before. 

Meter Rates. Meter rates may be billed on a gallon or on a cubic-foot basis. 
The rate form may be either a straight-line meter rate or a block rate. The 
following is an example of a simple block rate: 

First thousand cubic feet — ^35^' per hundred cubic feet. 

Next 2,000 cubic feet — 24^^ per hundred cubic feet. 

Next 7,000 cubic feet — i8t/ per hundred cubic feet. 

Next 5,000 cubic feet — i2^/i per hundred cubic feet. 

All over 15,000 cubic feet — 11^ per hundred cubic feet.-'^ 

The objective in introducing meter rates may be to increase the revenue 
of the company. The net revenue is usually further increased because the in- 
troduction of meter rates reduces waste, and may even enable the company to 
postpone capital additions which had previously appeared to be imminent. 
The use of the meter rate also affords a more just allocation of cost among 
different consumers. 

Two-Part Rates. Many water companies have adopted a two-part rate com- 
posed of a service charge and a commodity charge. The service charge is nor- 
mally a demand charge proportional to the capacity costs imposed by the con- 
sumer. Commonly the service charge is calculated according to the size of 
the meter, and may function as the minimum bill to protect the company from 
non-use of the service. The commodity charge is usually in a block form. The 
following is a two-part rate: 

Selectmen v. Seymour Water Co., P.tJ.R. 1932B, 175, 185 (Conn., 1932),. 

Re Milford Water Co., P-U-R- 1919F, 672-676 (Mass., 1919). 
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Service charge 






per yea 

%-inch meter 

and 

(or) 

service 

$ 9.00 

% ;; ;; 

“ 

“ 

“ 

15.00 

I 

“ 

“ 

“ 

20.00 

1% “ 



“ 

30.00 

2 “ “ 

“ 

“ 


40.00 

aVo “ “ 




50.00 

3 “ 

“ 



60.00 

4 

“ 

“ 


80.00 

6 “ 

“ 

“ 

“ 

100.00 

In addition 

to 

above 

service 

charges, 

water consumption 

shall 1 

be chart 

red for at 

the following rates: 




For the first 

1,000 

cubic 

feet of 

water per 


month, or part thereof, 25^^^ per too cu. ft. 

For water in excess of 1,000 cubic feet 
and under 10,000 cubic feet per month, 15^^ 
per 100 cu. ft. 

For water in excess of 10,000 cubic feet 
per month, lofi per 100 cu. ft. 

Hydrants, each, per year, $75.00.-® 

iNimL-CHARGE Rates. Consumer opposition to the two-part rate with a 
service charge has led some companies to adopt an initial-charge rate form. This 
form involves an initial charge for which a limited amount of water is sup- 
plied, the intent of the initial charge being to impose the proper demand costs 
on each individual consumer, irrespective of the quantity of his consumption. 
The remainder of the schedule will normally be in the form of a block com- 
modity rate. The following is illustrative of the initial-charge schedule: 

$1.25 for 400 cubic feet or less. 

p(l} per too cubic feet used between 400 and 1,000 cubic feet. 

2o^i per 100 cubic feet used between 1,000 and 10,000 cubic feet. 

i5fi per 100 cubic feet used per month in excess of 10,000 cubic feet.-® 

The initial charge form is less satisfactory than the service charge as a 
means of allocating demand costs among consumers. The service charge 
based on differences in the size of the meter affords at least an approximation 
to the demand costs. 

Fire-Protection Service. In some instances no direct charge is made for 
fire-protection service, the utility being required to supply free service to the 
municipality as a condition of its charter. It is fairer to consumers and more 
satisfactory to the company if the municipality assumes the responsibility for 
paying the costs of fire protection. The charge for fire-protection service is 
normally based upon the number of hydrants and is proportional to the ca- 
pacity of the main from which the hydrant is served. 

Commission v. Sanford Water District, P.U.R. 1932D, 395, 398, (Me., 1932). 

Hollister y. Hollister Water Co.. P.U.R. 1915D, 626, 627 (Cal., 1915), 
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The charge per hydrant is not a wholly satisfactory basis of collecting for 
fire protection. The cost is not proportional to the number of hydrants, and 
if the rate per hydrant is high the quality of fire protection may sufifer because 
of the hesitancy of the city to install additional hydrants. Actually, the cost 
of fire protection may be smaller if many hydrants are installed, since the 
nearness of one or more hydrants to the fire may aid in bringing a fire under 
early control. Theoretically, the charge for fire protection should reflect simply 
the cost of installing the hydrants, if the hydrants are purchased and installed 
by the water utility instead of the municipality, plus a demand charge which 
reflects the probable capacity which the fire-protection service will require. 
Thus, an increase in the area of the community or an increase in the number 
of dwellings will presumably have little effect upon the capacity which the 
water company needs to supply, except in mains; but an increase in the con- 
gestion of the municipality or in height of buildings increases the fire risk, 
and compels the utility to provide more powerful pumping equipment and 
larger reserve capacity. 


7. TELEPHONE RATES 

Telephone service is rendered to many classes of subscribers under quite 
different conditions with respect to the costs and the value of service. The 
costs of telephone service vary also from community to community, the costs 
and rates being lower in the small towns than in the large city. The higher 
rates in the larger cities reflect both the higher costs of service in large com- 
munities and the higher value to the subscriber who can reach many tele- 
phone stations and maintain social and business contacts on an extensive scale. 
The higher costs of telephone service in the larger cities result from many 
factors: the higher cost of providing underground circuits, the larger number 
of exchanges that are needed, the extensive equipment required for switching 
calls from one exchange to another, and the higher operating costs of a more 
extensive and more complicated service. 

Exchange Rates. Flat rates. The flat rate is the basis of the charge for local 
exchange service, that is, service within the territory served by the single cen- 
tral office. These flat rates differ according to the class of service, the class 
within which any consumer falls being determined in part by the telephone 
company’s rules and in part by the consumer’s choice. If the subscriber is a 
business organization, a business rate must be paid. If the subscriber wishes a 
telephone for his residence he may choose between several classes of service 
— a private line, a two-party line, or a four-party line. The flat rate on a 
monthly basis varies according to the category of the service and the size of 
the community in which the subscriber is located. For example, the Southern 
New England Telephone Ciompany’s rates for New Haven in 1940 for resi- 
dential subscribers were I4.00 for the private line, $3.50 for the two-party line 
and I3.00 for the four-party line. The business subscriber having unlimited 
service paid IS.50 per month. Table 36 presents a summary of the exchange 
service rates of the Southern New England Telephone Company. 

Measured service. Instead of unlimited service, the subscriber may choose 



Exchange Ser\ 
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to take his telephone service on a measured basis. The rate form used by the 
telephone company for this class of service conforms to the block rate with 
an initial charge. In 1940, business subscribers at New Haven, Connecticut, 
might have service on the following basis: $4.50 per month for the first 75 
outgoing calls; four cents for each additional call for the next 75 calls; and 
three cents per call for all calls in excess of 150 per month. The widespread 
adoption of measured service would significantly increase the investment in 
equipment for each subscriber. 

Toll Rates. Toll service is communication between two exchanges. The 
toll schedules are constructed on the “distance principle” : the greater the dis- 
tance, the higher the charge, although the charge does not increase in direct 
proportion with the increase in distance. The subscriber may select the class 
of toll service which he will have. The basic rates are established on a station- 
to-station basis—that is, calls where the person placing the call simply desig- 
nates the number of the telephone which he wishes to reach. A more ex- 
pensive class of service is the person-to-person call, where the individual initiat- 
ing the call designates a named individual with whom he wishes to speak. 
The elasticity of demand for toll service is recognized by the telephone com- 
panies in quoting lower rates on toll calls which are placed off-peak. The off- 
peak hours are defined as the hours from 7:00 p.m. to 4:30 a.m. on weekdays 
and all day on Sundays. 

Service Charges. The telephone companies seek, as far as possible, to 
charge the individual subscriber according to the costs which he imposes upon 
the company. Thus, there are service charges for installation of service, for 
moving the instrument from one location to another, for changing the type 
of equipment, et cetera. No charge is made for repairs and replacements 
necessitated by a failure of equipment. Where the individual lives beyond 
the normal exchange area, he may be required to pay an additional charge 
representing the cost to the company of carrying the line to his property and 
maintaining service there. 

Equipment Charges. Many subscribers require more than the normal equip- 
ment for their telephone service. The following schedule is suggestive of 
some of the charges made for supplemental equipment: 


Supplemental Equipment— All Exchanges 

Service 

Applicable to miscellaneous supplemental equipment furnished 
throughout the territory served. 

Rate 


Ordinary extension bell 
Ordinary extension bell with key 
Loud ringing extension bell 
Loud ringing extension bell with key 


battery and 50 ft. of wiring 
Each additional push button 


Installation 

Rate per 

charge 

month 

$1.25 

I0.25 

1.50 

•35 

1.25 

.40 

1.50 

-L 

.50 

1.50 

.25 

•35 

.05 
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Each additional buzzer 
Each additional 50 ft, or less of wire 
Each key installed in addition to station 
Desk set cords, over 6 ft. but not exceeding 15 ft 
in length 
Booth 

Substation vacuum tube amplifier for deaf persons 
Chest transmitter and head receiver for use by relief 
operators on private branch exchange switchboards 
equipped with such sets: 

With single head receiver 
With double head receiver 
Head receiver in addition to, or in place of, the hand 
receiver on a primary or extension station: 

Single head receiver or watch case receiver 
Double head receiver or two watch case receivers 
Each operator’s chair for use with nonmultiple 
switchboards where such switchboards are not 
mounted on a platform 

Double head receiver substituted for a single head 
receiver 

Each terminal in central office connection with night 
listing for private branch exchange systems 
Jack and plug installation for use with portable 
telephones : 

Each jack 


•35 -10 

.50 .10 

1,25 0.25 

1. 00 .10 

5.00 1.50 

10.00 3.50 


1.25 

1.25 


.25 

•50 


.25 

.25 

1.25 


3.00 


Directory Listings. The importance of the telephone for business’ pur- 
poses has made the telephone directory of great importance in bringing busi- 
ness to the individual subscriber. The telephone companies have capitalized 
on the directory by providing additional listings and additional information 
with respect to the subscriber’s listing on payment of additional fees. The 
directories have also become popular as advertising media. 

8. LOCAL TRANSIT RATES 

Local transportation service is conventionally rendered for a uniform fare 
whatever the length of the ride This convention is based upon custom dating 
back to the introduction of the streetcar. Like all flat fares, the transit fare is 
neither an adjustment to the costs of rendering the individual transportation 
service nor a promotional rate to encourage increased riding. The persist- 
ence of the flat fare is historical, a reflection of franchise provisions. At the 
present time it is probably due to the inconvenience of introducing a rate pro- 
portional to distance, when such rates would increase costs or slow the service 
by reason of the necessity of calculating the fare and making change. Public 
sentimenr has also been an obstruction to the use of a transportation fare other 
Re Southern Calilorma Telephone Co., 33 Cal. R.C. 812, 849-850 (1929). 
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than the conventional flat rate. Streetcar companies suilering a loss of patron- 
age have been hesitant to adopt a rate form which might be a source of an- 
noyance to the riding public and a possible cause of declining revenue for 
the street railway. 

Zone systems are used by bus and trolley lines in interurban service, the 
charge being proportional to the distance. The zone system was introduced 
during the period of price inflation accompanying World War I and did 
prove successful then in increasing the revenues of the streetcar companies. 
The subsequent abandonment of these rates was part of an attempt to retain 
patronage in the face of competition by jitney operators and the private motor- 
car. The usual zone-fare system set a basic rate of live or seven cents for the 
first one or more zones, with a charge of one or two cents for each additional 
zone. 

The practice of the streetcar companies has differed with respect to the trans- 
fer. Originally, the transfer was given free, permitting the passenger to shift 
from one line to another in reaching his destination. When the streetcar com- 
panies faced critical financial problems, the practice was introduced of charg- 
ing one or tvim cents for the transfer. The wisdom of such charges must de- 
pend upon local riding habits. Under certain circumstances it is conceivable 
that a transfer charge might divert traffic so that less rather than more net 
revenue would result. Conventionally, the transfer is restricted with respect 
to the direction of travel and the time within which it must be used. Experi- 
ments have been made, however, with the transfer as a device for increasing 
travel, permitting the use of the transfer for round trips on a single fare; such 
a plan was adopted by the Milwaukee Electric Railway and Light Company, 
the only restriction being that transfers should be used within one hour.^"*^ 

Since World War I the street railways have experimented widely with de- 
vices to increase travel. A highly successful device has been the weekly pass. 
The weekly pass may be given as a means of encouraging the use of the street- 
car in preference to competing forms of transportation; and where this 
purpose is in view it is necessary to permit the holder of the pass to ride even 
during peak hours. The weekly pass has also been used, along with the 
monthly pass, to encourage off-peak riding. Off-peak passes would be usable 
only between the hours of, say, 9:00 a.m. and 4:00 p.m. and after 7:00 p.m. on 
weekdays, on Saturday after 9:00 a.m., and ail day Sunday. The Milwaukee 
Electric Railway and Light Company has experimented extensively with this 
plan. It offered the regular weekly pass at a dollar a week at a time when 
the cash fare was ten cents and the ticket rate eight and a third cents (six 
tickets for fifty cents). This plan was put into effect in 1930, and in 1931, in a 
period of depression; the Milwaukee Company suffered a decline in revenue- 
passenger rides of only 5 per cent in comparison with declines ranging from 
10 to 20 per cent in other comparable industrial cities. Also, an off-peak shop- 
per’s pass was offered at seventy-five cents per week, usable between 9:00 a.m. 
and 4:00 P.M. and after 7:00 p.m., on Saturdays after 9:00 a.m., and all day 
Sunday. To stimulate further the sale of passes, two school children under 

^U-’.U.R. 1931E, 289, 295 (Wis., 1931). 
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twelve years of age were allowed to ride free on the regular dollar weekly 
pass on Simdays.'^^ 

Bus lines have followed the rate forms of street railways, usually charging 
the same rates as prevail for the older service. Rapid transit lines have pre- 
sented a special problem, both because their costs have been so high, and be- 
cause political and franchise considerations have prevented readjustments of 
their fares according to service cost. At the present time the flat rate is cus- 
tomary. 

Another form of local transportation service is that provided by the taxi. 
The usual taxi rate, where it is not a flat rate within the town or city, is a 
mileage rate, with the first quarter mile being charged at a higher level. A 
rate of fifteen cents for the first quarter mile and five cents for each additional 
quarter mile might be called the conventional taxi rate. 

■12 Re Miliutuiliee Electric Ry. &■ L. Co., P.U.R. 1931E, 289 (Wis., 1931). 



CHAPTER XI 


THE PRESENTEE AIR-VALUE CONCEPT 
OF THE COURTS 

I. INTRODUCTORY 

The peculiar position of the courts in the American regulatory scheme 
requires that the judicial concept of present fair value be introduced before 
a detailed consideration of the methods of valuation and rate making em- 
ployed by the regulatory commissions. In the early instances of statutory rate 
regulation by the states, the challenge by regulated interests that they were 
deprived of their property contrary to the Fourteenth Amendment received 
scanty consideration at the hands of the Supreme Court.’ Indeed, in the 
majority decision in the case of Mim-n v. Illinois, the Court refused to pass on 
the question of whether the established rates were sufficient to afford a fair 
return upon the investment in the regulated business, holding that, if the 
power to regulate existed, the legislature was the sole judge of the reasonable- 
ness of the rates and charges established.’’ The steps in the abandonment of 
this position and the assertion of the right of judicial review have been traced.’’ 
Once the right of judicial review of the reasonableness of rates established 
under legislative authority had become accepted in American jurisprudence, 
the necessity for judging the constitutional propriety of regulated rates created 
the occasion for a series of decisions by the Supreme Court which exerted 
profound influence upon the developing mores of rate regulation by admin- 
istrative authorities. 

Tests of Constitution.\lity in Early Decisions. In the early nineties, 
the Supreme Court had been puzzled by ca.ses calling for a decision as to 
whether rates established by state authority overstepped the bounds of con- 
stitutional propriety. In 1894, in the case of Reagan v. Fanners’ Loan & Trust 
Company, the Supreme Court for the first time enjoined rates established 
by commission authority on the ground that the rates were too low to permit 
adequate earnings to the railroad.^ ‘The nature of the evidence which the 
Court was considering and the character of the problems which confronted 
it did not require any resort to valuation techniques.’’’ 

The matter of the tests of the reasonableness of rates fixed by legislative 
authority arose first in the lower courts. In November, 1894, Federal 
Circuit Court, speaking through Circuit Justice Brewer in the case of Ames 

^ Chapter VI. U.S. 113, 133-134 (1877). 

8 Chapter VI. ^ 154 U.S. 362-413 (1894). 

^Thc Court was careful to observe that the mere failure to produce some profit could not 
conclusively establish that the rates were unjust and unreasonable; that e.xtravagance in con- 
struction, waste in management, enormous salaries, unjust discriminations, inadequate traffic, 
and a general decline in the costs of construction since the time of the road’s completion, mi^ffit 
result in a failure to earn profits under rates which would otherwise be reasonable; and yet 
it concluded that “justice demands that every one should receive some compensation for the use 
of his money or property, if it be possible without prejudice to the rights of others.” 

370 
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V. Union Pacific Railway Company, refused to lay down any hard-and-fast 
rule for guidance in such matters. However, its discussion introduced the 
so-called “condemnation analogy” to disclose the equities of rate regulation 
to the different parties in interest.® But two years later, another Circuit Court, 
when presented with a similar problem with respect to the establishment 
of water rates, emphasized present value to the exclusion of cost as the 
basis upon which rates should be set.'^ In its formulation of the problem, 
there was no attempt to define precisely what significance was attached to 
“present value, ’ though the implication is clear that present value was thought 
of as synonymous with the present market value of the property. And no 
question was raised as to whether such market values were capable of definite 
determination or whether there existed any theoretical justification for the 
adoption of this measure of the reasonableness of rates established by public 
authority. 

In the early cases the investors’ interests rather than the consumers’ tended 
to be emphasized by the courts. In 1896, however, the Supreme Court, in a 
case involving the establishment of tolls for the use of a turnpike road, under- 
scored the priority of the public interest over private interests in such matters, 
but in doing so, found itself no nearer the development of a general rule 
for guidance in such matters.® 

2. THE SMYTH v. AMES CASE 

The Background. It is to the Smyth v. Ames ® opinion in 1898 that one 
must turn for the first case in which the Court discussed the complexities 

^ “What is the test by which the reasonableness of rates is determined? . . . Now, if the public 
was seeking to take title to the railroad by condemnation, the present value of the property, 
and not the cost, is that which it would have to pay. In like manner, it may be argued that, 
when the legislature assumes the right to reduce, the rates so reduced cannot be adjudged un- 
reasonable if, under them, there is earned by the railroad company a fair interest on the actual value 
of the property. It is not ea.sy to always determine the value of the railroad property, and if 
there is no other testimony in respect thereto than the amount of stock and bonds outstanding, 
or the construction account, it may be fairly assumed that one or other of these represents it, 
and computation as to the compensatory quality of rates may be based upon such accounts. 
In the cases before us, however, there is abundant testimony that the cost of reproducing these 
roads is Ic.ss ih.in the amount of the stock and bond account, or the cost of construction, and 
that the present value of the projrerty is not accurately represented by either the stocks and bonds, 
or the original con.struction account. Nevertheless, the amount of money that has gone into the 
railroad properly — the actual investment, as expressed, theoretically, at least, by the amount 
of stocks and bonds — is not to be ignored, even though such sum is far in excess of the present 
value. . . . 

“. . . Is there not an element of equity which puts the reduction of rates in a different atti- 
tude from the absolute taking of die property by virtue of eminent domain? In the latter case, 
while only the value is paid, yet that value is actually paid, and the owners may reinvest, and 
take the chances of gain elsewhere, whereas, if the property is not taken, the owners have no 
other recourse than to receive the sum which the property they must continue to own will earn 
under the reduced rates. Considerations such as these compel me to say that I think there is no 
hard and fa.st test which can be laid down to determine in all ca.ses whether the rates prescribed 
by the legislature are just and reasonable, and that often many factors enter into the determina- 
tion of the problem.” (64 Fed. 165, 177-178 [C.C.D. Neb., 1894].) 

"Sell! DieiiO Liiiiil and Town Company v. Nalional City, 74 Fed. 79, 83-94 (C.C.S.D. Cal, 
1896). 

® Cowngton 6- L. T. Rd. v. Sajtdjord, 164 U.S. 578, 596-597 (1896). 

® 169 U.S. 466-550 (1898). Mr. Justice Harlan delivered the opinion. 
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that must arise in any attempt to judge the constitutional validity of rates 
established by other branches of the government. By virtue of repeated refer- 
ences to its decision and dicta, this case has become a landmark in the law 
governing the regulation of rates and charges — a pre-eminence which has 
been strengthened by the fact that the Court has never found it necessary to 
overrule specifically the procedure there described for the testing of the con- 
fiscatory character of rates established by legislative or administrative au- 
thority. 

In 1893, Nebraska enacted a statute which classified freights, fixed maxi- 
mum rates for the transportation of freight upon the railroads of the state, 
and established a Board of Transportation to carry out other regulations of 
the railroads.^'^ The stockholders of the Union Pacific Railway Company 
and other railroads operating in Nebraska thereupon brought suit against 
the railroads and the state officials, seeking to enjoin the railroads from com- 
plying with, and the state officials from enforcing, the provisions of this statute. 
The lower federal court granted the injunction, holding that the effect of 
the statute was to confiscate the property of the carriers. 

Before the Supreme Court of the United States, to which the state carried 
an appeal, the arguments of the attorneys clearly reflected the economic in- 
terests of their clients. The railroads were naturally opposed to all regulation, 
urging that it was quite unnecessary since they were prevented from imposing 
exorbitant charges by competition and by the necessity to develop a large 
volume of traffic in a relatively new and unsettled territory. But if regulation 
should be permitted, the railroads urged that they be permitted such charges 
as would enable them to pay operating expenses, interest on outstanding 
obligations, and a dividend upon the common stock. This argument the 
Court rejected as ignoring the rights of the public and the duties which 
the railroads owed to shippers.^ ^ Furthermore, the railroads had been con- 
structed largely by so-called “construction companies” with an accompanying 
inflation of cost in terms of the securities with which the railroads paid the 
construction companies, and there had been no supervision of either the 
security issues or the accounting practices of the railroads.^^ The railroads 
also sought to argue that the charges should, as a minimum, be calculated 
upon the investment or cost of their property. 

In the presentation of the case for the state, the counsel, William Jennings 
Bryan, argued for the unrestricted right of the state to regulate the rates 
charged by common carriers,^^ or, should this contention not prevail, that 
the courts would intervene only if the established rates were so low as to yield 
no income above operating expenses. To this the Court replied that the 
rights of the investors could not be disregarded.^'^ If the reasonableness of 
the rates established by legislative authority should be subject to judicial 

The Board was empowered to change the classification of freights and lower rates, but 
it could make no change which would result in an increase in freight charges. 

“1690.5.466,545-546. 544-545. 

This argument was, of course, based upon the authority of the Court’s decision in Mtmn v. 
Illinois, 94 U.S. 113 (1876). 

169 U.S. 466, 546. 
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review, the state was unwilling that the basis of judgment should be either 
the ability of the railroads to pay interest and dividends upon the outstand- 
ing securities or a return upon the actual cost of the properties. Instead, the 
state contended that the reasonableness of the rates should be tested by the 
return upon what it would then cost to replace the railroads’ properties. In 
addition to the suspicion with which both capitalization and investment were 
regarded, there was another cogent reason for the state’s preference for the 
present replacement cost, namely, that the railroad had been constructed in 
the years immediately following the Civil War, and the long postwar decline 
in the price level, combined with improvements in construction techniques, 
had brought the replacement cost of the railroad properties well below their 
original cost. 

The “Rule.” Faced with these conflicting arguments, the majority of the 
Supreme Court refused to accept any one of the contentions of the con- 
testing parties. Instead, following the custom so prevalent with jurists called 
upon to consider conflicting facts and opposing arguments, the Court pre- 
ceded its statement of its conclusion by summarizing the opposing arguments 
and stating that these, and all other relevant facts, should be considered. Thus 
evolved the oft-cited “rule” of Smyth v. Ames: 

“We hold, however, that the basis of all calculations as to the reasonable- 
ness of rates to be charged by a corporation maintaining a highway under 
legislative sanction must be the fair value of the property being used by it 
for the convenience of the public. And in order to ascertain that value, the 
original cost of construction, the amount expended in permanent improve- 
ments, the amount and market value of its bonds and stock, the present as 
compared with the original cost of construction, the probable earning capacity 
of the property under particular rates prescribed by statute, and the sum re- 
quired to meet operating expenses, are all matters for consideration, and are 
to be given such weight as may be just and right in each case. We do not say 
that there may not be other matters to be regarded in estimating the value of 
the property. What the company is entitled to ask is a fair return upon the 
value of that which it employs for the public convenience. On the other hand, 
what the public is entitled to demand is that no more be exacted from it for 
the use of a public highway than the services rendered by it are reasonably 
worth.” 

This statement of the Supreme Court has been variously interpreted by 
courts, commissions, and legislatures. By many, it has been treated as estab- 
lishing a definite rule for the regulation of utility charges, a rule binding upon 
all agencies of control. Even attempts to enact legislation looking toward a 
more effective procedure for commission regulation have been opposed in 
the name of this decision and of those that followed in its train. It is, there- 
fore, essential that this “rule” be analyzed to reveal fully its meaning and 
that its significance as a precedent be examined. 

Ihid., 546-547. 

Thus the majority of the New York Commission on the Revision of the Public Service Com- 
missions Law, in 1930, rejected a proposal to recommend the adoption of the prudent-investment 
rate program on the ground that such a plan would fail to conform to the decisions of the 
Supreme Court (New York, Legislative Document [1930] No. 75, p. 3,0.) 
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Analysis of the “Rule.” The Court’s statement of the fundamental rights 
of the public and the investors was briefly set forth: “What the Company 
is entitled to ask is a fair return upon the value of that which it employs for 
the public convenience. On the other hand, what the public is entitled to 
demand is that no more be exacted from it for the use of a public highway 
than the services rendered by it are reasonably worth.” From this it may 
be concluded that the constitutionally acceptable rate lies somewhere between 
the upper limit of the value of the service to the consumer and the lower 
lirnit of a “fair return upon the value” of the property which the company 
uses in the public service. The difficulties of giving concrete magnitude to 
“value of service” have already been explored.’’^ 

The measurement of the company’s rights, to a “fair return upon the fair 
value of the property,” requires a twofold proceeding: a finding of the 
“fair return” and a calculation of the “fair value of the property,” Presum- 
ably, the finding of the “fair return” involves a decision as to the percentage 
rate of return which should be earned upon the property employed, but the 
opinion is silent as to the procedure which will yield the acceptable measure 
of this rate of return. The directions as to the calculation of “value” are more 
detailed even though they lack explicitness. The “elements of value,” as they 
have come to be called in subsequent decisions of this, and other, courts, in- 
clude five items: 

(1) The “original cost of construction” plus “the amount expended in 
permanent improvements.” This sum is commonly designated “the original 
cost to date” and remains one of the accepted measures of rate-making 
value.^® 

( 2 ) The “amount and market value of its bonds and stock” involves two 
magnitudes. The “amount” of a corporation’s bonds and stock is normally 
interpreted to mean the aggregate of the par values of the outstanding securi- 
ties, or in the case of those corporations whose securities have no par value, 
the sum of the stated values of those securities. Many of the objections to this 
measure of the corporation’s right to income were very apparent in this case: 
the railroads had issued securities in excess of the cost of the properties; these 
securities had been subject to no regulation by public authority; and finally, 
there was abundant evidence that the aggregate par values were in excess 
of both the current value of the railroad properties and the estimated cost 
of constructing those properties at the time. Discrepancies between the par 
value of the outstanding securities and the amount of the investment in the 
property of a corporation may arise in a number of ways : the securities may 
have been issued at less than par; property or services may have been pur- 
chased in exchange for securities having a par value in excess of the reason- 
able cost of the property acquired; or securities may have been issued as bonus 
stock to promoters or to purchasers of other securities. And of course, with 
mature properties there is also the likelihood that the par value of the out- 
standing securities may be less than either the investment in the property 

Chapter IX. 

The importance of this ‘ measure of value” necessitates a full consideration of its determina- 
tion and die problems that arise in its use.. See Chapter XII. ' 
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of the company or the present replacement cost of that property as a result of 
a long-continued policy of reinvesting earnings. For these reasons the nom- 
inal capitalization affords no measure of the sacrifice made by either the 
original investors (and of course has no relation to the cost to investors who 
purchased their securities subsequently in the open market) or of the sums 
invested by the corporation. 

Subsequent decisions of the courts and commissions have been almost 
universal in their rejection of the par value of securities as a measure of a 
utility’s right to income.^*’ In its rejection of security capitalization as a rate 
base, the Court has not distinguished between those situations where the 
security issues were largely fictitious (that is, where the securities were issued 
without the receipt of equivalent consideration by' the issuing corporation) 
and those where changes in prices left the outstanding capitalization exces- 
sive with respect to contemporary costs of construction. Undoubtedly one 
of the most potent reasons for the rejection of capitalization as a measure of 
the company’s right to income has been the fact that these securities had been 
issued without any supervision by public authority.-” It is significant that in 
Massachusetts, where the issuance of utility securities has been regulated from 
the virtual inauguration of the industry, the commissions of that state have 
based their regulation of rates largely on a consideration of the revenue re- 
quired to meet the interest and dividend payments on outstanding securities. 

In the absence of complete commission control over securities, only two 
arguments have been advanced for the acceptance of capitalization as a 
measure of the right of the regulated enterprise to earnings: (i) that this 
rate base, by supporting the existing financial structure of the company, will 
protect both investors and consumers from the disturbances of corporate 
bankruptcies and reorganizations; and (ii) that the interests of innocent 
investors who have presumably paid full value for the outstanding securities, 
would be sacrificed by a disregard of capitalization. To the first plea it may 
be said that, though the short-term interests of consumers may lie in the 
avoidance of unnecessary interruptions to service, their long-run interests in 
the fullest development and widest availability of the service demands that 
rates be ec]uated to the costs of satisfactory and adequate service even though 
this compel a reorganization of overcapitalized corporations. To the innocent 
investors’ plea may be opposed the interests of the equally innocent con- 
sumers, whose superior rights regulatory agencies have usually recognized.^ ^ 

The “market value” of the corporation’s bonds and stocks can, in practical 
application, mean only the sum secured by the multiplication of the number 
of securities of each issue outstanding by the respective market quotations 

Knoxville v. Knoxville Water Company, 212 U.S. i, ii (1909). 

Under the logic of the Willcox x. Consolidated Gas Company decision, it might be made to 
appear tliat where securities had been issued with the sanction of some public body, particularly 
a public body entrusted with the regulation of rates, that such capitalization would be recognized 
as evidence of the value of the property for rate-making purposes. The Court accepted as a part 
of the valuation of the company’s property an item of $7,781,000 for franchises on the ground 
that the capitalization of the consolidated company had been approved by the New York legis- 
lature at the time of the merger, and that this capitalization was based in part on this valuation 
of franchises. (212 U.S. 19, 47 [1909] .) 

Fubrmann v. Buffalo General Electric Company, 3 P.S.C. 2d D., 739, 768-769 (1913). 
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for each issue. It seems that this “measure of value,” suited to the determin- 
ation of commercial valuations based upon earning capacity but unsuited 
to situations where the earnings are themselves the subject of regulation, is 
the illogical by-product of the illogical “condemnation analogy” which Mr. 
Justice Brewer made basic to his decision in Ames v. Union Pacific Railway 
Company and which was adopted by Mr. Justice Harlan in his opinion in 
Smyth V. Ames. 

The impropriety of market value of outstanding securities as a measure of 
the rate base has been widely, almost universally recognized, and both theo- 
retical and practical considerations have led to its rejection. Of the theoretical 
objections the most serious is the circular reasoning which this measure 
involves. Investors’ appraisals of securities, and their purchases and sales, 
are based largely upon their estimates of the earnings which such investments 
will yield; the yields of the securities depend upon the earnings of the under- 
lying physical property which arise directly from the rates being charged by 
the utility. Thus if values depend upon earnings, and earnings upon rates, 
to make rates depend upon value would complete the circle.^’- In practical 
effect, then, existing rates would be justified, however excessive or inadequate 
they might be in relation to other measures of an adequate return. Further- 
more, the market value of securities is quite unrelated to the sums that 
have been invested by the corporation and equally unrelated to the sacrifices 
made by present investors in acquiring their stock holdings. And, finally, 
the market quotations on the securities of a corporation reflect the totality 
of the corporation’s earnings, and to the extent that any utility is deriving 
income from property other than that employed in the public service, the 
“value” would be overstated by the use of this measure. 

On the practical side, equally serious objections may be marshaled to op- 
pose the use of market value of outstanding securities to measure the utility’s 
right to income. The first difficulty arises from the fact that market values 
are very uncertain and inconstant; fluctuations in securities prices are fre- 
quent, and very often quite unrelated to the financial position of the regu- 
lated enterprise. The market values of the securities are subject to a wide 
variety of influences: the past earnings of the company; the present and future 
earnings as affected by the regulations of legislatures, commissions, and 
courts; the nature and extent of competition; the general prosperity and 
prospects of the community served; the state of the investment market, the 

22 This point has recently been made with great cogency: “To hold that a regulation is valid 
if it permits the company to earn a fair return on the value will protect the owner against 
an uncompensated destruction of value only if fair return be so defined that it will at least 
equal the rate needed to attract capital, and if value be so defined that it will at least equal a 
capitalization of the earnings anticipated under the old rates. And under these definitions we 
know in advance that every regulation of rates which reduces net earnings will yield less than 
a fair return on the value. If we know the result in advance, it is a wasteTf time to embark on 
elaborate calculations of value. It is like taking careful measurements of the circumference and 
the diameter of a circular race-track to see whether the former is more or less than 3.1416 
times the latter,” (Hale, “Conflicting Judicial Criteria of Utility Rates,” 38 Col. L. Rev. oso 
964 [June, 1938].) 

23 The most that can be said is that the present market prices of the securities represent a so- 
called “opportunity cost” to the present investors of retaining their investment in the corporation 
in question. 
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supply o£ funds seeking investment and the competing opportunities for 
investment; the attitude of the public to\vard the utility investments; the 
good or ill repute in which utility managements are held — these are only a 
few of the influences that play upon the investment markets where utility 
securities are bought and sold. Moreover, the market prices of securities are 
subject to manipulations of various sorts — the operations of stock pools, the 
misrepresentations of corporate accounting, and the exhilarating or depress- 
ing effects of market rumors. Except in the case of the larger utilities, the 
securities of these companies are not listed on the stock exchanges, and no 
satisfactory quotations would be available to establish this value. 

(3) The “present as compared with the original cost of construction” is 
now generally designated the “cost of reproduction” of the utility property. 
This measure of value was introduced, as has been noted, by reason of the 
state’s unwillingness to accept the railroads’ claim to earn on inflated costs. 
In a period when prices were declining and improvements in technology 
were further reducing the costs of railroad equipment, this measure pos- 
sessed a peculiar attractiveness for the shipping public. Furthermore, the 
distrust of past financial practices in the issuance of securities and the lack 
of accurate accounting records combined to turn attention toward a measure 
of the regulated enterprises’ right to earnings which should be free from 
the infirmities of these other yardsticks. As the most widely discussed and 
commonly used measure of the rate base, the meaning and determination of 
reproduction cost, as well as its shortcomings, will be fully presented in sub- 
sequent chapters.-"* 

(4) The fourth so-called “measure of value,” “the probable earning capac- 
ity of the property under particular rates prescribed by statute,” has languished 
in neglect. Even its precise meaning has not been thought worthy of critical 
examination by most of the commentators on the Smyth v. Ames “rule.” Two 
possible significances suggest themselves. In the first place, the “probable 
earning capacity of the property under particular rates prescribed by statute” 
may be taken at its face value as another “measure” of value. As such, the 
probable, or potential, earning capacity implies the capitalization of the pro- 
spective earnings at some rate of return, presumably the “fair rate of return.” 
Like the “market value” measure discussed above, this would involve cir- 
cular reasoning; for the value so found will be such as will make the prospec- 
tive earnings under the prescribed rates appear “reasonable.” 

A more common interpretation of this item makes it the correlative of 
the fifth item, “the sum required to meet operating expenses.” Thus inter- 
preted, the function of the “probable earning capacity of the property under 
particular rates prescribed by statute” is to determine the gross operating 
revenue which must suffice to cover “the sum required to meet operating 

24 Chapter XIII. See also Chapter XVI. 

26 On the other hand, it might perhaps be possible to compare the capitalization of the prospec- 
tive earnings at the fair rate of return with the other “measures” of value; and if the capitaliza- 
tion of prospective earnings should yield a figure substantially less than the other measure.s of 
value, it might be concluded that the rates in question were confiscatory; but if the capitalization 
of prospective earning.s should vield a figure in excess of the other measures of value, the rates 
might be held nonconfiscatory 
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expenses” and a “fair return upon the fair value of the property ” This second 
interpretation makes it still a part of the Smyth v, A 7 nes “rule,” though in 
no sense “a measure of value”; the first allows it to fall into disuse, men- 
tioned only by those courts and commissions which wish to affirm their 
allegiance to the venerable rule by citing it in full. 

(5) “The sum required to meet operating expenses,” though listed as one 
of the items that must be found in order “to ascertain that value” is obviously 
unrelated to any measure of value. 

A Tentative Appraisal. An appraisal of the Smyth v. Ames rule in its 
entirety reveals a disposition on the part of the Court to permit the presen- 
tation and consideration of all evidence that could conceivably be pertinent 
to the determination of the rights of the investors and shippers in railroad 
properties. This impression is heightened by Mr, Justice Harlan’s casual in- 
jection into the “rule”— “We do not say that there may not be other matters 
to be regarded in estimating the value of the property.” A little thought 
reveals many other items that would normally come into any careful esti- 
mate of the “value” of the property of a going concern: present and pro- 
spective competition; the nature and future prospects of the community 
served; the mildness or severity of the regulatory control; the amount and 
character of the taxation to which the business is subject; the condition of the 
physical equipment of the company and the rapidity with which such equip- 
ment becomes obsolete with changing technology; the efficiency of manage- 
ment; and the general trend of the costs of the goods and services required 
in its operations. Perhaps the most startling aspect of this “leading” decision 
is the failure of the Court to make explicit its inability to accept market 
value or exchange value as the base for rate making. In subsequent decisions 
it becomes clear that the majority of the Court is aware of the distinctions 
which must be made between “fair value” as the basis for the regulation of 
rates and charges and “present,” or “exchange,” or “market” value, as those 
expressions are current in the business world. 

3. THE DEVELOPMENTS IN PRESENT FAIR VALUE PRIOR 
TO 1916 

The Emphasis on Present Value. In the decisions that immediately fol- 
lowed Smyth V. Ames, the Court was concerned with emphasizing the “pres- 
ent” in “present fair value,” and with the rejection of claims of utilities to 
earn upon their investment or cost. In the San Diego Land and Totun case, 
in 1899, the Court was emphatic in its rejection of the cost basis for testing 
the constitutionality of rates; but its opinion was not explicit or precise as 
the meaning of “real value.” And in a second San Diego Land and Town 
case, Mr. Justice Holmes was even more forthright in disposing of a claim 
to earn upon the cost of property: 

“The main object of attack is the valuation of the plant. It no longer is 
open to dispute that under the Constitution ‘what the company is entitled 
to demand, in order that it may have just compensation, is a fair return upon 

^^San Diego Land and Town Co , v. National City , 174 U.S. 739, 757-758 (1899), 
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the reasonable value of the property at the time it is being used for the 
public.’ . . . That is decided, and is decided as against the contention that 
you are to take the actual cost of the plant, annual depreciation, etc., and to 
allow a fair profit on that footing over the above expenses.” 

The WiLLCox-CoNsoLiDATED Gas Company Case. The first substantial 
modifications in the rule of Smyth v. An 7 £s came early in 1909 when the 
Supreme Court handed down two decisions involving the confiscatory char- 
acter of utility rates. The second of these decisions, concerning the Consoli- 
dated Gas Company of New York, was in the direct line of the earlier de- 
cisions on the valuation of utility properties.-^ The decision and dicta of the 
Supreme Court added to the rule of Smyth v. Ames in three particulars: 
certain questions of franchise valuation were considered; the reasonable 
rate of return was discussed more fully than previously; and the significance 
of a general rise in the price level was weighed. 

The Court clifl'ered with the lower court in the treatment of franchise 
values. The lower court had sanctioned an increase in the valuation of the 
franchises from the $7,781,000 to $12,000,000, the increase being proportional 
to the increase in the value of the tangible property from 1884 to 1905. This 
the Supreme Court overruled. Indeed, its willingness to accept the valuation 
of $7,781,000 for franchises was based solely upon the fact that that valua- 
tion had been approved by the state at the merger of the companies in 1884, 
that securities had been issued on that basis, and that these securities had 
been traded in for years on the assumption that these franchises represented 
a valuable asset. The Court noted explicitly that its decision should not be 
interpreted as sanctioning the inclusion of franchise values in the rate bases 
of utilities.-'* 

The decision really turned upon the question of the adequacy of the rate 
of return. The lower court had found that the company was entitled to a 
return of 6 per cent, but that a return of only 5.14 per cent would be forth- 
coming.’"' The Court, finding a somewhat lower valuation, stated that, as 
the estimated return of approximately 5/4 per cent was so close to the 
presumptive fair rate of 6 per cent accepted by the lower court, the prescribed 

San Diego Land and Town Co. v. Jasper, 189 U.S. 439, 442, 443 (1903). 

The question would not stay settled, for in the next year the plea of a water company for a 
right to earn upon its investment was again rejected {Stanislaus County v. Satt Joaquin and King's 
River Co., 192 U'.S. 201, 213-214 [1904].) 

The Consolidated Gas Company was created through the merger of six smaller gas com- 
panies serving the New York area under a statute of 1884, which provided that the issuance 
of capital stock in effecting a merger should not exceed in amount “the fair aggregate value 
of the property, franchises and rights of the several companies to be consolidated.” {Laws oj 1884, 
ch. 367.) The merger was effected by an exchange of stock, the companies agreeing to a valuation 
of $7,781,000 for their franchises, a valuation which was accepted as not excessive by a New 
York Senate committee appointed in 1885 to investigate the merger. In 1905 and 1906 the legis- 
lature enacted statutes requiring the reduction of the price of gas to 80 cents per thousand cubic 
feet (75 cents to the city), which were attacked by the company. {Laws of igos, ch. 736, Laws of 
igo6, ch. 125). The lower federal court held the rates confiscatory and enjoined their enforce- 
ment. (157 Fed. 849.) 

^^212 U.S. 19, 46-48 (1909). 

157 Fed. 849, 870 (G.C.S.D. N.Y., 1907). It is interesting to note that the New York 
Commission of Gas and Electricity, whose order of May i, 1906, had fixed rates identical with 
those previously fixed by statute had recognized 8 per cent as a reasonable return. {2 Ann. Rep. 
N.Y. Comm, of Gas & Electricity 88 [1907].) 
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rates should not be enjoined without a trial. Mr. Justice Peckham’s comments 
on the requisites of a fair rate of return have been so frequently cited with 
approval by regulatory authorities that they may be thought of as adding 
concreteness to the Smyth v. Ames rule in this respect; 

“There is no particular rate of compensation which must in all cases and 
in all parts of the country be regarded as sufficient for capital invested in 
business enterprises. Such compensation must depend greatly upon circum- 
stances and locality; among other things, the amount of risk in the business 
is a most important factor, as well as the locality where the business is con- 
ducted and the rate expected and usually realized there upon investments 
of a somewhat similar nature with regard to the risk attending them. . . . 
One who invests his money in a business of a somewhat hazardous character 
is very properly held to have the right to a larger return without legislative 
interference, than can be obtained from an investment in Government bonds 
or other perfectly safe security. . . 

And finally it may be noted that the Court’s reiteration of the dicta with 
respect to the primacy of present value, referring to the rights of the utility 
under conditions of rising costs, tended to become a guiding precedent.'*^ 

The Recognition of Depreciation. On the same day that the Consolidated 
Gas Company case was decided, January 4, 1909, the Supreme Court through 
Mr. Justice Moody handed down its opinion in the Knoxville Water Com- 
pany case, an opinion which wrought an even more important elaboration 
in the rule of Smyth v. Ames.'*^ In the matter of procedure the Court was 
explicit in placing the burden of proof upon the company that would chal- 
lenge the ordinance rates, and affirmed that the unconstitutionality of the 
rates must clearly appear to the Court. Disappointment was also expressed 
that the lower court had relied so much upon prophecy and opinion, that 
the rates prescribed in 1901 had never been given a trial, and that there was 
no satisfactory evidence of the actual revenue that would be realized or of 
the operating expenses which the company might legitimately claim. 

The prominence of the Knoxville decision is due primarily to its discus- 
sion of depreciation. The special master had based his fair-value finding upon 
the current cost of reproducing the property, without any deduction for 
depreciation. The lower court followed the master in this respect, and was 
reversed by the Supreme Court, Though its discussion of accrued depreciation 
was directly concerned with its deduction from the cost of reproduction new, 
the logic of the Court’s argument applies equally well to the deduction of ac- 
crued depreciation from original cost or any other measure of value. And it 
should be noted that the Court’s pronouncements on depreciation tvere a 
fundamental part of its decision (and not dicta), and that by making a proper 

212 U.S. 19, 48-49. 

32 “And we concur with the court below in holding that the value of the property is to be 
determined as of the time when the inquiry is made regarding the rates. If the property, which 
legally enters into the consideration of the question of rates, has increased in value since it was 
acquired, the company is entitled to the benefit of such increase. This is, at any rate, the general 
rule. We do not say there may not possibly be an exception to it, where the property may have 
increased so enormously in value as to render a rate permitting a reasonable return upon such 
increased value unjust to the public.” 52.) 

Knoxville V. Knoxville Water Co., 212 UJSfXJ-iQ {iQog). 
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deduction the rate of return was found not to be clearly confiscatory and 
the decree of the lower court was reversed.^'^ 

The correlative for the deduction of accrued depreciation is a recognition 
of current depreciation as an appropriate element in operating expenses, Mr. 
Justice Moody warned that it was not only the right of a company to make 
provision in the current charges for presently accruing depreciation, but 
that it was also its duty to its security holders, and in the case of a public 
utility, to the public. A failure of the company to make such provision for 
depreciation, whether due to its dissipation of earnings or to a failure to exact 
sufficient charges for its service, was said to be no warrant for not basing 
rates upon the present value of the then existing property of the company.'^*'’ 
The Minnesota Rate Cases. The next major development in the judicial 
doctrine of present fair value occurred in 1913 with the decision in the 
Minnesota Rate Cases.^^' After commenting on the function of the courts 
as distinct from that of the legislatures, noting that “the rate-making power 
is a legislative power and necessarily implies a range of legislative discretion,” 
Mr. Justice Hughes reaffirmed the basic principles of Smyth v, Arnes and of 
other earlier cases to the effect that the company’s right to just compensation 
was to be measured by “a fair return upon the reasonable value of the property 
at the time it is being used for the public.” He also emphasized that the 
finding of value was not controlled by artificial formulas, but that the Court 
required that there be “a reasonable judgment having its basis in a proper 
consideration of all relevant facts.” 

It was in the matter of land valuations that the Minnesota Rate Cases went 
beyond Smyth v. Ames and established new principles which have been 
subsequently followed by both commissions and courts. In the valuation pre- 
pared by the railroad, the claim for land values was based upon an estimate 
of what it would cost the railroad to reacquire its holdings of land at the 
present time; this was said to constitute an application of the reproduction- 
cost method. To the normal market value of similar adjacent lands there 
was added a sum which was said to represent the additional amount which 
a railroad corporation would have to pay to acquire that real estate. The 
figure so obtained was increased by the application of a “multiplier” repre- 
senting severance damages (where the carrier took only a part of a larger 
parcel of land), cost of improvements on the land which were unnecessary 
to the railroad, easements in abutting property, and the general expenses 
of acquisition. For lands outside of the terminal properties, the “multiplier” 

.'*•1 “The cost of reproduction is not always a fair measure of the present value of a plant which 
has been in use for many years. The items composing the plant depreciate in value from year 
to year in a varying degree. Some pieces of property, like real estate for instance, depreciate not 
at all, and sometimes, on the other hand, appreciate in value. But the reservoirs, the mains, 
the service pipes, structures upon real estate, standpipes, pumps, boilers, meters, tools and ap- 
pliances of every kind begin to depreciate with more or less rapidity from the moment of their 
first use. It is not easy to fix at any given time the amount of depreciation of a plant whose 
component parts are of different ages with different e.xpectations of life. But it is clear that 
some substantial allowance for depreciation ought to have been made in this case. . . .” {Ibid., ii.) 

Ibtd., 13-14. 

230 U.S. 352-473 (1913). For present purposes the questions relating to federal and state 
jurisdiction in the regulation of railroad rates may be neglected. 

Ibid., 434. 
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used was 3. For the terminal properties, the pursuit of this method resulted 
in the master’s making an allowance of 117,315,869.45 for properties which 
had originally cost the carrier $4,527,228.76.^^ 

The attempt to apply the cost-of-reproduction method to the valuation 
of land was flatly rejected by Mr. Justice Hughes, whose extended discussion 
of land valuation sets forth principles that are still followed: 

“Assuming that the company is entitled to a reasonable share in the general 
prosperity of the communities which it serves, and thus to attribute to its 
property an increase in value, still the increase so allowed, apart from any 
improvements it may make, cannot properly extend beyond the fair average 
of the normal market value of land in the vicinity having a similar character. 
Otherwise we enter the realm of mere conjecture. We therefore hold that 
it was error to base the estimates of value of the right-of-way, yards and 
terminals upon the so-called ‘railway value’ of the property. The company 
would certainly have no ground of complaint if it were allowed a value for 
these lands equal to the fair average market value of similar land in the 
vicinity, without additions by the use of multipliers, or otherwise, to cover 
hypothetical outlays. The allowances made below for a conjectural cost of 
acquisition and consequential damages must be disapproved; and, in this 
view, we also think it was error to add to the amount taken as the present 
value of the lands the further sums, calculated on that value, which were 
embraced in the items of ‘engineering, superintendence, legal expenses,’ 
‘contingencies’ and ‘interest during construction.’ ” 

Certain salient points in the above argument deserve especial emphasis: 
(i) The Court would not support the application of the cost-of-reproduction 
method (or presumably any other method) of valuation when the results 
thereof are patently unreasonable. (2) Methods of valuation must adhere 
closely to demonstrable facts and avoid unnecessary conjecture if the results 
are to receive the approval of the Court. (3) The implication is clear that the 
railroad is entitled to the benefit of the unearned increment arising from 
the increase in the value of its real-estate holdings, but the economic (and 
constitutional) merits of permitting carriers to have the benefit of this increase 
are not discussed. (4) The maximum sum at which the land holdings of a 
regulated business may be valued for rate-making purposes is set at “the 
fair average of the normal market value of land in the vicinity having a sim- 
ilar character.” The methods of ascertaining this value are not sel forth, 
though there is no doubt that mere opinion evidence will normally be re- 
garded with suspicion. 

4. PRESENT FAIR VALUE AND CHANGING PRICES 

The period of World War I inaugurated an inflation of prices the effect 
of which continued until the beginning of the 1929 depression. The magni- 
tude of these changes may be illustrated by reference to the movements of 
wholesale prices in the United States. The Bureau of Labor Statistics index 
number takes 1926 as too: the index stood at 69.8 for 1913, rose to 154.4 

44S. 455. 



THE PRESETS!T-F AIR-VALUE CONCEPT 383 

1920, fluctuated between 114.0 and 92.9 from 1921 to 1929, and then fell 
precipitously to 64.8 for 1932, and since 1933 the index has moved upward 
with some interruptions. Rising prices presented in a critical fashion the 
issue between “actual costs” and “reproduction costs” as the dominant element 
in the determination of “present fair value.” In an increasing number of 
cases, commissions and courts were asked to make allowance for the rising 
price level through recognition of higher fair-value figures. What had been 
largely dicta in the Consolidated Gas Company case and the Minnesota Rate 
Cases was to become decision.'^^ 

The Newton-Consolidated Gas Company Case. The question of chang- 
ing price levels was squarely presented to the Court by the decision of the 
district court in a second controversy involving the eighty-cent gas rate for 
New York City.‘^^ The lower court decision came on August 4, 1920 when 
postwar prices were at their peak. In an opinion which criticized the vague- 
ness of the Smyth v. Ames rule, Judge Learned Hand asserted that there 
was no possibility of dealing intelligently with the question of valuation by 
assuming that both original cost and reproduction cost should be considered, 
and that, as soon as it was apparent that prices were not transitory, a 
reproduction-cost valuation on the basis of present prices should become the 
basis for fixing rates.'^”' The Supreme Court, speaking through Mr. Justice 
McReynolds, affirmed the decree of the lower court setting aside the statu- 
tory rates with the observation, “When it became clear that the prescribed 

In the earlier cases, the Court was quite explicit in rejecting actual cost as the measure of 
the rate base (and by implication approving the use of reproduction cost), but the rejection of 
actual cost was not based upon the fact that the costs of construction had declined subsequent 
to the time of the construction of the utility property. The reason for discarding actual cost 
was to be found, rather, in the unreliable character of the figures: the accounting records were 
incomplete or suspect; there had been improper and excessive charges to capital accounts; there 
had been a want of prudence in making investments, mistakes in judgment which were held not 
chargeable against the public; and there had been inflation of capital accounts through the devices 
of the construction company, the exchange of securities for property, and the simple overissue of 
securities to promoters and others. 

It may be noted that many of these cases reached the courts under circumstances which 
were not conducive to a restrained statement of the rights of the companies as against the public. 
There was no question about the acute financial distress in which many of the utilities found 
themselves. In some instances, there were franchise restrictions driving them toward bankruptcy. 
In other instances, the representatives of consumers and even the commissions resorted to the 
obstructionist tactics which had already become characteristic of the “valuation method” of reg- 
ulating utility charges. Commissions were loath to find in the rising prices a necessity for en- 
larged earnings and were le.ss than ingenuous in their analysis of die economic necessities of the 
situation. All of these circumstances were bound to influence the language of the court in pass- 
ing upon the constitutionality of regulated prices. 

■12 piewton V. Consolidated Gas Co., 258 U.S. 165 (1922). 

-2 The language of Judge Hand is significant: 

“. . . It must be owned that much of the discussion shows either a timidity or an inability 
to grasp any principle in dealing with the ‘rate base.’ With deference it appears to me to be 
merely an abandonment of any attempt to deal intelligibly with the question to say that cost of 
reproduction and the original cost are each elements to be considered. That statement can mean 
nothing whatever unless it is accompanied by a constructive rule which will establish some standard 
by which these may be used. It would be understandable to say that the two estimates should 
be averaged, but such a rule could obviously command no support, because it would correspond to 
no relevant considerations of policy. Merely to leave the question with a caution that several 
elements are to be considered is to abandon any effort to solve it. . . . 

“The rule of the present reproduction cost, vvhich is a necessary consequence of the foregoing 
argument, appears to me to have been cither expressly or implicitly recognized in all the cases 
in which the Supreme Court has passed on these matters.” (267 Fed. 231, 236 [S.D.N.Y,, 1920].) 
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rate had yielded no fair return for more than a year and that this condition 
would almost certainly continue for many months the Company was clearly 
entitled to relief.” 

The Galveston Electric Case. The first case in which the Supreme Court 
definitely recognized the fact of a new “plateau” of prices as a factor in the 
determination of present fair value was the Galveston street railway case.'^^ 
The company contended that the future plateau of prices would stabilize 
between 60 and 70 per cent above the prewar level, while the city argued that 
the current level of prices was temporary and that a return to the prewar 
level was to be expected. There was no controversy as to the method of valu- 
ation to be employed, for both parties agreed to an undepreciated “repro- 
duction cost on the historical basis” (that is, what the property should have 
cost on the basis of the prices prevailing at the time the specific items of the 
property were purchased or constructed, a figure usually designated “his- 
torical cost,” or “estimated original cost”) of 11,715,825. The master and the 
lower court sought a compromise between the claims as to the future level 
of prices and adjusted the historical reproduction cost figure by 33% per 
cent to bring it in line with the prevailing and prospective prices.'^*^^* 

In the period of uncertainty during and following the war, original-cost 
figures seemed remote and unreal. However, commissions and courts alike 
hesitated to abandon cost completely and base the rates directly upon con- 
temporary values, since existing prices were thought to be temporary and 
fugitive. In the Galveston case, the basic valuation rested on estimated 
original-cost figures, with the exception of land holdings which were in- 
cluded at present value.^' No attempt was made to price the items of an 
inventory at prices characteristic of the date of the rate order, but instead 
the simpler device of a blanket percentage adjustment was resorted to. On 
appeal, the Supreme Court refused to find an error in the partial adjustment 
for contemporary prices involved in the 33% per cent figure of the lower 
coLirt.-^^ 


258 U.S. 165, 176. *5 Galveston Elec. Co. v. Galveston, 258 U.S. 388 (1922). 

The district court’s valuation of $1,626,061 was derived a.s follows: 

Historical reproduction cost (as agreed) $1,715,825 

Less: Land at market value, and property 

acquired after Jan. i, 1915, at actual cost 425,117 


Plus: 33%% increase for price change 

Land and additions after Jan. i, 1915 
(as deducted above) 


$1,290,708 

$430,236 


425.1 17 855,353 


$2,146,061 

Less: Accrued depreciation to 1921 $390,000 

Increase in accrued depreciation due to 

3314% appreciation in property 130,000 520,000 


Total base value ’ $1,626,061 

‘‘^The estimated cost of the lands was approximately $15,000; the direct court had included 
it at a market-value figure of $58,836. 

Other issues in the case are not pertinent to the present discussion. The Court’s rejection 
of a claim for going concern value based upon an estimate of past deficits has made the decision 
a classic with reference to ^e treatment of intangible values. The treatment of brokerage fees, 
the allowance for depreciation and maintenance expenses, and income tax payments were also 
discussed. 
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The 1923 Decisions. The Southwestern Bell Telephone case. Within a 
three-week period in 1923, the Court was called upon to decide three cases 
presenting the issue of fair value and changing prices in such an acute way 
as to create a division in the Court. The Southwestern Bell Telephone Com- 
pany case grew out of an order of the Missouri Commission on August 4, 
1919, requiring a reduction in exchange service rates and a discontinuance 
of installation and moving charges. The company submitted evidence to 
show that the reproduction cost new of its Missouri properties was $35,100,- 
471; the reproduction cost less depreciation, $31,355,278; and the book cost, 
$22,888,943. The Commission made no attempt to value the property as of 
the valuation date or to criticize in detail the presentation of the company. 
The Commission had, however, in 1913, 1914, and 1916, made valuations of 
three of the important exchanges in the state, and it undertook to test the 
reliability of the company’s figures by these earlier valuations. On the basis 
of these comparisons, the Commission found that the company’s reproduc- 
tion-cost-new figures were 172.4 per cent of the Commission’s earlier valua- 
tion; and the cost-of-reproduction-less-depreciation estimates were 153.7 per 
cent of the Commission’s figures. Even the book-cost figures were criticized 
for containing allowances for unused properties and for failing properly to 
reflect the accrued depreciation. After making the adjustments indicatecl by 
the above comparisons, the Commission concluded that the value of the com- 
pany’s property used in the state was not in excess of $20,400,000, and that 
was found to be the rate base.'*'* The Commission’s order was sustained by 
the Missouri courts.*'® On appeal to the Supreme Court, the decisions of both 
the state courts and the Commission were reversed by the majority decision. 
Mr. Justice McReynolds’ opinion has been widely discussed as an instance 
where the Court’s condemnation of the Commission’s rates was based upon 
a disapproval of the Commission’s methods and procedure, and as a prece- 
dent favoring the use of reproduction-cost estimates as a measure of present 
value when rising prices have established a new and higher plateau of 
prices.'*'"' 

This interpretation may be questioned on a number of counts. There is 

^'•^ Southwestern Bell Tel. Co. v. Comm. 262 U.S. 276, at pages 282-287. Decided May 21, 1923. 

■7' 233 S.W. 425 (1921). 

Mr. Justice McReynolds delivered the opinion of (lie majority, consisting of Mr. Chief Justice 
Taft and Justices McKenna, Van Devanter, Sutherland, Butler, and Sanford. Mr. Justice Brandeis, 
with Mr. Justice I-Iolmes concurring, dissented from the opinion, though not from the judgment. 

“Obviously, the Connnission undertook to value the property without according any weight 
to the greatly enhanced costs of material, labor, supplies, etc., over those prevailing in 1913, 1914, 
and 1916. As matter of common knowledge, these increases were large. Competent witnesses esti- 
mated them as 45 to 50 per centum. 

“It is impossible to ascertain what will amount to a fair return upon properties devoted to 
public service without giving consideration to the cost of labor, supplies, etc., at the time the 
investigation is made. An honest and intelligent forecast of probable future values made upon a 
view of all the relevant circumstances, is essential. If the highly important element of present 
costs is wholly disregarded such a forecast becomes impossible. Estimates for tomorrow cannot 
ignore prices of today. 

“Witnesses for the Company asserted — and there was no substantial evidence to the contrary — 
that, excluding cost of establishing the business, the property was worth at least 25% more than 
the Commission’s estimates, and we think the proof shows that for the purposes of the present 
case the valuation should be at least $25,000,000.” (262 U.S. 276, 287-288.) 
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no apparent reason to interpret these remarks of the majority opinion other 
than as an explanation of why the Court did not find the figures of the Com- 
mission persuasive of the “fair value” for purposes of determining confisca- 
tion. Moreover, although the Court concluded, on the basis of the evidence 
before it, that the fair value of the property was $25,000,000, an increase of 
more than 20 per cent over that of the Commission, it may be noted that this 
figure was $6,000,000 below the reproduction cost less depreciation claimed 
by the company, and only $2,000,000 in excess of the actual book cost of the 
property. Certainly the fair value was not based primarily upon reproduc- 
tion cost, and the adjustment to the higher level of prices prevailing in 1923 
was only partial. But there is still a third bit of evidence as to the dangers 
of the obvious and simplified interpretation of the Court’s remarks, namely 
that Justices Brandeis and Holmes, outspoken critics of the Smyth v. Ames 
rule and strenuous advocates of the prudent-investment basis for testing the 
confiscatory character of utility rates, found the rates established by the 
Missouri Commission to be confiscatory on a prudent-investment basis. A 
weighing of the positive significance of the majority’s decision must await 
a consideration of two other cases decided three weeks later by the same 
court. 

The Georgia Railway a 7 id Power case. On December 30, 1921, the Rail- 
road Commission of Georgia ordered the Georgia Railway and Power Com- 
pany to reduce its maximum rate for gas in Atlanta from $1.65 to $1.55 per 
1,000 cubic feet.®® The company contended that its physical property should 
be valued on the basis of reproduction cost at the time of regulation less 
depreciation, and that the value of its property was at least $9,500,000. The 
Commission found a rate base of $5,250,000, its value being derived by 
taking the property in existence January i, 1914, at a sum which was sub- 
stantially its actual cost or its reproduction cost as of that date, with land in- 
cluded at present-value figures. Most of the plant had been installed prior to 
1914, and the construction costs were in 1921 about 70 per cent higher than 
those of i9i4.®‘^ Despite the company’s claim that its property should have 
been valued at its replacement cost in November, 1921, and its contention 
that the Commission had ignored the great increase in construction costs in 
finding the rate base, Mr. Justice Brandeis could find no basis for overruling 
the lower court: 

“The case is unlike Missouri ex rel. Southwestern Bell Telephone Co. v. 
Public Service Commission, ante, 276. Here the Commission gave careful 
consideration to the cost of reproduction, but it refused to adopt reproduction 
cost as the measure of value. It declared that the exercise of a reasonable judg- 
ment as to the present ‘fair value’ required some consideration of reproduc- 
tion costs as well as of original costs, but that ‘present fair value’ is not 
synonymous with ‘present replacement cost,’ particularly under abnormal 
conditions. That part of the rule which declares the utility entitled to the 

262 U.S. 625. June II, 1923, Mr. Justice Brandeis wrote the opinion for the majority, Mr, 
Chief Justice Taft and Justices Holmes, Van Devanter, McReynolds, Sutherland, Butler, and 
Sanford concurring. Only Mr. Justice McKenna dissented. 

'’^It is significant that this was substantially the method used by tlie Missouri Commission in 

Southwestern Bell Telephone Company cs&t. 
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benefit of increases in the value o£ property was, however, specifically ap- 
plied in the allowance of $125,000, made by the Commission to represent the 
appreciation in the value of the land owned. The lower court recognized that 
it must exercise an independent judgment in passing upon the evidence; and 
it gave careful consideration to replacement cost. But it likewise held that 
there was no rule which required that, in valuing the physical property, 
there must be ‘slavish adherence to cost of reproduction, less depreciation.’ 
It discussed the fact that, since 1914, large sums had been expended annually 
on the plant; that part of this additional construction had been done at prices 
higher than those which prevailed at the time of the rate hearing; and it 
concluded that, ‘averaging results and remembering that values are . . . 
matters of opinion ... no constitutional wrong clearly appears.’ 

“The refusal of the Commission and of the lower court to hold that, for 
rate-making purposes, the physical properties of a utility must be valued at 
the replacement cost, less depreciation, was clearly correct.” 

The Blue field case. On the same day, Mr. Justice Butler delivered the 
Court’s opinion in the Bluefield Water Wor/(^s & Improvement Company v. 
Public Service Commission of West Virginia, reversing the decision of the 
West Virginia Supreme Court of Appeals, and thereby setting aside rates 
fixed by that Commission.'''^^® The Commission had fixed a value of .$460,000, 
and finding the company to be earning only 3.87 per cent return, allowed an 
increase in rates calculated to produce a return of 6 per cent after allowing 
for depreciation. The company protested both the finding of value and the 
rate of return. The language of the Court indicated that it was of the opinion 
that the Commission’s valuation, arrived at in substantially the same manner 
as in the two previous cases, could not be sustained.*"*® Yet despite the con- 
demnation of the Commission’s valuation methods and results, it is apparent 
that this was only dicta, for the Court, accepting the Commission’s valuation, 
found the rate of return inadequate, and overruled the lower court and the 
Commission on that ground."® 

Mr. Justice McKenna’s dissent. It was the dissenting opinion of Mr. Jus- 
tice McKenna in the Georgia Railway &• Power Company case that served 
to bring to a sharp focus the controversy within the Court as to the meaning 
and significance of the rule of Smyth v. Ames. He professed himself unable 
to reconcile the contrariety of decision involved in the acceptance of the 
method and result of the Commission in that case, for in his opinion that 
Commission had followed substantially the same method as had the com- 
missions in the Southwestern and Bluefield cases. He not only refused to 
recognize the distinction that in the Georgia case the Commission had con- 
sidered reproduction cost only to reject it, for the commissions in the other 
cases had had reproduction-cost figures before them; he went further and 

262 U.S. 625, 629-630. 

262 U. S. 679. Mr. Chief Justice Taft and Justices McKenna, Holmes, Van Devanter, McRey- 
nolds. Sutherland, and Sanford concurred in the opinion. Mr. Justice Brandeis concurred in the 
judgment, but dissented from the opinion, for the reason given in his separate opinion in the 
Sotithu'csiern Bell Telephone Company case. 

'^Uhid..bg2. 689-69?- 

(hid. 602-693, 694-695. 
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accepted the company’s contention that value should be based upon repro- 
duction cost.®** 

The significance of the ig2^ decisions. In summary, it can be said that 
in these three cases decided within three weeks, the Court was called upon 
to consider the rates established by three state commissions at a time when 
the price level and the level of construction costs were substantially higher 
than those that had prevailed in earlier years, when most of the properties 
had been constructed. Two commissions rested their determination of the 
rate base on valuations in which physical property other than land was priced 
at prewar prices, the influence of the higher price level being recognized only 
by the inclusion of land at its market value as of the date of regulation and 
of recent additions at their actual cost. In the third case, the Southwestern 
Bell Telephone case, the Commission had corrected the company’s current 
valuation figures by adjustment to its own prewar findings. In the Georgia 
Railway and Power case, the Supreme Court upheld the Commission; in 
the other two, the rates were held to be confiscatory. Two distinctions are 
to be noted: the Court points out that in the Georgia Railway and Power 
case, the Commission gave “careful consideration” to reproduction cost, al- 
though it was apparent that reproduction cost had almost no weight in the 
Commission’s final value; in the Bluefield case, the Court found the rate of 
return inadequate. 

What conclusions are to be drawn from these three decisions? Certainly 
not that the Court based its decisions on defects in the commissions’ methods 
of valuation, for the methods of determining the rate base were substantially 
the same in each case. The distinction that the Commission in the Georgia 
case gave “careful consideration” to the reproduction cost did not conceal 
what was readily apparent, that reproduction cost had almost no weight in 
its finding of value. If the Court’s decisions had rested upon the methods 
and procedures of the commissions, it is reasonable to suppose that the “con- 
sideration” of the elements of the “fair-value rule” necessary to escape judicial 
disapproval could scarcely be satisfied by a simple statement that such factors 
had been accorded “due consideration” in the commission’s determination. 
This interpretation is confirmed by the attitude of Mr. Justice McKenna, 
whose insistence on the contrariety of the decisions finds support in their 
language. But, looking through the language to the substance, the most 
reasonable basis for reconciling these cases ®Ms to conclude that the Supreme 
Court upheld the commission’s order in one case and rejected the commis- 
sions’ findings in the others, not because it disapproved of the methods fol- 
lowed, but because it was of the opinion that the effects of the rate orders 
were confiscatory in two cases and not in the third.®^ In support of this con- 

262 U.S. 625, 636-638. 

It is not to be assumed that all decisions of the Court can be “reconciled"; changes in the 
times and changes in the personnel of the Court bring changes in decisions which are not always 
recognized by a formal overruling of earlier precedents. But where three decisions are handed 
down by the same Court within a period of three weeks, with every indication that the majority 
of the Court is of the opinion that the opinions are consistent one with another, it is only reason- 
able to seek a comrnon denominator which will render the decisions harmonious. 

It is doubtful if, ip these three cases, adequate support can be marshaled for the thesis that 
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elusion may be cited the positions of Justices Brandeis and Holmes who, 
while rejecting the Smyth v. Ames precedents which the majority followed, 
nevertheless concurred with the majority in finding confiscatory (on the 
basis of cost or prudent investment) the rates established by the commissions 
in the Southwestern and Blue field cases. 

And finally, it may be noted that it is even less possible to find in any of 
these 1923 decisions support for the oft-repeated contention that, when a 
new and higher plateau of prices has become established, the rate base must 
be founded upon reproduction cost less depreciation. 

5. RECENT ELABORATIONS IN THE PRINCIPLES OF 
PRESENT FAIR VALUE 

Rein\tlsted Surplus and the New York Telephone Company Case. The 
year 1926 produced two significant decisions in the Smyth v. Ames series. 
The first case grew out of a refusal of the Board of Public Utility Commis- 
sioners of New Jersey to permit an increase in telephone rates by the New 
York Telephone Company; its conclusions were as significant with re- 
spect to the importance of controlling operating expenses as with respect to 
the valuation of utility property. The Board found that the value of the com- 
pany’s New Jersey property was $76,370,000 as of June 30, 1924; that 7.53 per 
cent constituted a fair rate of return; that the company’s charge for current 
depreciation in 1924, $3,452,000, was excessive, and that $2,678,000 would 
suffice; and that the net earnings for 1924 would be $4,449,000, which was 
$1,300,000 less than a fair return. But the Board also found that the reserve 
for depreciation was excessive by some $4,750,000, and that any deficiency in 
earnings under the prescribed rates should be made up out of this excess of 
the depreciation reserve. As the Supreme Court saw the situation, the Board 
was asking the company, in view of its excessive depreciation reserve, to 
accept a diversion of $2,631,286 from its appropriations for current deprecia- 
tion in order that that sum might be added to its otherwise inadequate fair 
return.^’'^ 

Here for the first time the Court was presented with the question whether 
present regulation of rates could take into consideration the fact that in the 
past the company had earned more than a fair return upon the value of its 
property, and its response was in the negative. Drawing a parallel with its 
earlier decisions that inadequacy of past earnings could not be made the basis 
for a claim that contemporary earnings were constitutionally inadequate, 
the Court ruled that property acquired out of past earnings, when used to 
serve the public, was entitled to a fair return, however excessive the earnings 
may have been at the time the surplus funds were accumulated.®'’’^ This case 

“the ultimate measure of confiscation is whether or not a fair return is realized upon the actual 
net investment in the properties.” (Cf. Bauer, Effective Regulation of Public Utilities, pp. 99-100.) 

271 U.S. 23. Decided April 12, 1926. Ibid., 30. 

. . Constitutional protection against confiscation does not depend on the source of the 
money used to purchase the property. It is enough that it is used to render the service. . . . The 
customers are entitled to demand service and the company must comply. The company is en- 
titled to just compensation and, to have the service, the customers must pay for it. The relation 
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is the more significant in that it involved not the investment of earnings that 
would otherwise have been available for dividend payments, but revenue 
which was collected for the specific purpose of compensating the company for 
an operating expense. In short, the consumers, having provided the property, 
are compelled to pay a return on that property. The Neiu Yor{ Telephone 
Company case affords a warning of the necessity of maintaining a strict sur- 
veillance over company claims for depreciation, which should be especially 
compelling to those commissions that have been liberal in their acceptance 
of the companies’ figures for current depreciation charges on the theory that 
generous allowances would ultimately benefit consumers by providing proper- 
ties upon which no return need be earned. 

McCardle V. Indianapolis Water Company, The majority decision of the 
Supreme .Court in McCardle v. Indianapolis Water CompanyC'*^' has given 
rise to more controversy than most of the fair-value decisions. Hailed by the 
utilities as establishing reproduction cost as the measure of value when the 
trend of prices is neither upward not downward, criticized by Mr. Justice 
Brandeis for its seeming acquiescence in the lower court conclqsion which 
made “a finding of reproduction cost tantamount to a finding of value” and 
for its seeming acceptance, despite a disclaimer to the contrary, of “spot” re- 
production cost, and generally regarded by regulatory commissions as an 
authoritative statement of the Court’s views on the subject of valuation second 
only to Smyth v. Ames — the decision has had an influence on the theory and 
practice of regulation out of all proportion to its importance. 

In June, 1923, the company sought an increase in rates, which the Com- 
mission granted in part, and obtained rates calculated to yield a return of 
7 per cent on a base of $15,260,400. The Commission’s valuation of the physi- 
cal property was based on a valuation derived by applying unit prices repre- 
senting the average level of labor and material prices for the ten-year period 
ending December 31, 1921. The Company sought to have the valuation made 
on the basis of the substantially higher prices that resulted from taking an 
average for the ten years ending with 1923. On the Company’s appeal, the 


between the company and its customers is not that of partners, agent and principal, or trustee 
and beneficiary. . . . The revenue paid by the customers for service belongs to the company. 
The amount, if any, remaining after paying taxes and operating expenses including the ex- 
pense of depreciation is the company’s compensation for the use of its property. If there is no 
return or if the amount is less than a rea.sonable return, the company must bear the loss. Past 
losses cannot be used to enhance the value of the property or to support a claim that rates for the 
future are confiscatory. . . . And the law does not require the company to give up for the 
benefit of future subscribers .any part of its accumulations from past operations. Profits of the 
past cannot be used to sustain confiscatory rates for the future. . . {Ibid,, 31-32.) 

272 U.S. 400. Decided November 22, 1926. Mr. Justice Butler delivered the opinion for the 
majority consisting of Mr. Chief Justice Taft and Justices Van Devanter, McReynolds, Sutherland, 
and Sanford. Mr. Justice Holmes concurred in the result. Mr. Justice Brandeis, with Mr Justice 
Stone concurring, di.ssented. 

The company had been often before the Commission whose findings in the earlier cases 
complicated the present proceeding: as of January i, 1917, the Commission had fixed the value 
of the property at not less than $9,500,000 for the purpo.se of authorizing a $650,000 stock divi- 
dend; in igi8, the Commission granted an increase in rates to permit a return of 6 per cent on 
a base of $9,664,000; in a proceeding for the approval of security issues the Commission found the 
value of all the company’s property as of October 31, 1922, to be $16,455,000. (P.U.R. 1917E, 

556; 1919A, 448; 1923D, 449.) 
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district court found a fair value of f 19,000,000 and enjoined the Commission’s 
rates as confiscatory. It may be noted that this case presented no question 
of different methods of determining the rate base, for the Commission, the 
company, and the lower court had each based its determination of value 
upon reproduction-cost estimates. And though there was much discussion of 
whether “spot” prices should prevail in determining the cost of reproduction 
in a period of relatively stable prices, that discussion was largely dicta since 
the prices actually used could have been derived from an average of prices 
of labor and materials for the ten-year period ending with 1923. The Com- 
mission’s finding of value was rejected as inconclusive in resolving the ques- 
tion of confiscation, on the ground that consideration should be given to 
prices which are expected to prevail during the future (there was also some 
criticism of the Commission’s allowances for working capital, going value, 
and water rights) ; and the Court, largely on the basis of the evidence in the 
testimony of the Commission’s engineer and in previous determinations by 
the Commission, accepted the finding of the district court that the fair value 
was not less than $19, 000, 000.®® 

Considering the uses that have been made of the majority decision in the 
McCardle case, the importance of the case lies in what the Court said rather 
than in what it decided. In the language of that majority opinion appear 
statements emphasizing reproduction cost at present prices; 

“But in determining present value, consideration must be given to prices 
and wages prevailing at the time of the investigation; and, in the light of all 
the circumstances, there must be an honest and intelligent forecast as to 
probable price and wage levels during a reasonable period in the immediate 
future. In every confiscation case, the future, as well as the present must be 
regarded. . . .” 

While it would appear that a proper consideration for the circumstances 
peculiar to the case would render this decision of little importance, it must 
be recognized that the pronouncements of the majority opinion have been 
widely accepted as describing the proper procedures for both courts and com- 
missions. This influence is due less to the authority and soundness of these 
pronouncements (for essentially they are little better than dicta, considering 
that commission, company, and lower court had all accepted reproduction 
cost as the principal evidence of the fair value), than to the patent weakness 
of Smyth v. Ames as a guide to the mazes of utility rate regulation. Indeed, 
in comparison with the vague and inconclusive character of the usual formu- 
lation of the “fair-value rule,” the seeming concreteness and definiteness of the 
words of Mr. Justice Butler appeared to offer the “formula” which commis- 
sions and lower courts are always seeking. However, later decisions have 
rendered these 1926 opinions of less consequence than they seemed destined to 
possess in the 1920’s. 

More than eleven years later, Mr. Justice Black, in a dissenting opinion in McCart v. In- 
dianapolis Water Co. (302 U..S. 419, 430-431), had occasion to comment on the essential unfair- 
ness of this result of the application of the present-fair-value method, 

272 U.S. 400, 408. See also pp. 410 to 412. 

’"It may also be noted that Mr. Justice Holmes, who concurred with Mr, Justice Brandeis in 
the Southwestern Bell Telephone case, was able to concur with the majority in this decision. 
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Fair Value and Depreciation — United Railways v. WestF^ Though the 
United Railways case developed no new principles with respect to the rate 
base, the application of the fair-value principle to charges for operating ex- 
penses compels a critical consideration of the decision. The majority held, 
over the vigorous protests of three dissenting justices, that the logic of the fair- 
value rule required that the allowance for accruing depreciation be based upon 
the present value of the depreciating assets, not on their actual cost.^^ The 
revolutionary character of this expansion of the fair-value rule, and its poten- 
tially disturbing effects upon the regulation of utility charges, as well as its 
foundations in logic and economics, will be explored when the subject of 
depreciation expense is under consideration.^'^ For the moment, it is enough 
to note that this particular pronouncement of the Court has been quite gen- 
erally ignored by both commissions and utilities.'^^^ 

The Judicial and Legislative Spheres. — The Los Angeles Gas case. The 
Supreme Court’s decision in the case of Los Angeles Gas & Electric Corpora- 
tion v. Railroad Commission of California marks a turning point in the ap- 
plication of the fair-value rule. Its importance derives from the Court’s ex- 
plicit recognition of what had been implicit in most of its earlier decisions — 
that there exists a fundamental distinction between the functions of courts 
and commissions in the regulation of utility rates.”“ 

The significance of the Court’s opinions is further enhanced by the Cali- 
fornia Commission’s specific statement that it had adhered to the so-called 
“historical-cost” rate base,'^'^ and by the dissenting opinion of Mr. Justice But- 
ler, who asserted that the Commission’s order should be set aside because the 
theories followed were contrary to the Supreme Court’s decisions.'^® Never- 
theless, following an examination of the procedure, the evidence presented, 
and the findings in the proceedings before the Commission, Mr. Chief Justice 
Hughes, in the majority opinion, stated: 

^^280 U.S. 234-291 (1930). The opinion of the Court was given by Mr. Justice Sutherland, 
with Justices Van Devanter, McReynolds, Butler, and Sanford concurring. Mr. Jirstice Brandeis 
presented a dissenting opinion in which Mr. Justice Holmes joined. Mr. Justice Stone also dissented. 

Ibid., 233-254. Chapter XVIII. 

Doubtless a period of rising price levels, with accompanying increases in replacement costs, 
would lead utility companies to press for larger depreciation allowances on the strength of this 
precedent. 

289 U.S. 287-334 {1933)- Mr. Chief Justice Hughes delivered the opinion of the Court, with 
Justices McReynolds, Brandeis, Stone, Roberts, and Cardozo concurring. Mr. Justice Butler wrote 
a dissenting opinion, in which Mr. Justice Sutherland joined. Mr. Justice Van Devanter took no 
part in the decision. 

"“The Railroad Commission of California, believing that rates established in 1928 to yield 
a return of 7.5 per cent (P.U.R. 1929C, 3) were actually affording a much higher return, entered 
an order in November, 1930, directing the company to reduce its rates for natural gas. (P.U.R. 
1931A, 132.) 

The Commission determined the rate base on historical cost, with land valued as of December 
31, 1929, the date of valuation. The historical cost was derived from a rate base established in 
1917, with net additions at actual cost as shown by the company’s books. The Commission found 
a rate base of 165,500,000, without any deduction for accrued depreciation which was estimated 
at $7,650,000. The company claimed a fair value of $95,767,351, and was successful in securing 
an interlocutory injunction in the district court; but on final hearing, the bill was dismissed, 
whereupon the company appealed to the Supreme Court. 

In a dissenting opinion, Commissioner Decoto had insisted that the Commission’s disregard 
of the principles enunciated by the Supreme Court had resulted in the establishment of con- 
fiscatory rates. 

289 U.S. 287, 326-327. 
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“We approach the decision of the particular questions thus presented in the 
light of the general principles this Court has frequently declared. We have 
emphasized the distinctive function of the Court. We do not sit as a board of 
revision, but to enforce constitutional rights. . . . The legislative discretion 
implied in the rate-making power necessarily extends to the entire legislative 
process, embracing the method used in reaching the legislative determination 
as well as that determination itself. We are not concerned with either, so 
long as Constitutional limitations are not transgressed. When the legislative 
method is disclosed, it may have a definite bearing upon the validity of the 
result reached, but the judicial function does not go beyond the decision of 
the constitutional question. That question is whether the rates as fixed are 
confiscatory. And upon that question the complainant has the burden of proof 
and the Court may not interfere with the exercise of the State’s authority 
unless confiscation is clearly established.”’® This recognition of the distinc- 
tive character of the Court’s functions in testing the confiscatory character of 
the rales established by state authority and of the fact that the Court is con- 
cerned solely with the effect of the rates so established, that is, whether con- 
fiscatory or nonconfiscatory, rather than with the procedure by which such 
rates are determined, is as explicit as language permits.®® Thus, if rates estab- 
lished by legislative authority escape being confiscatory, the particular rates 
prescribed are within the discretion of the legislature; and, what is even more 
important, this legislative discretion is said to extend “to the entire legislative 
process, embracing the method used in reaching the legislative determination 
as well as that determination itself.” This reassertion of first principles con- 
stituted a clear invitation to legislatures and commissions to devise and adopt 
such methods and procedures as should appear appropriate for the efficient 
discharge of their regulatory functions.®’ 

Applications of the Los Angeles precedent in igsi- I’’ the next two fair- 
value cases to come before it, the Supreme Court displayed the same temper 
that characterized its decision in the Los Ajtgeles Gas case. The case of Lind- 
heimer v. Illinois Bell Telephone Company was the second appearance be- 

Ihul., 304--305, 

This conclusion finds added support in the manner in which the Court disposed of ques- 
cions respecting the appropriate allowances for particular items in the rate base. The controversy 
regarding the proper allowance for going-concern value reveals most clearly the Court’s under- 
standing that its testing of the confi.scatory character of rates is quite distinct from the Commis- 
sion’s problem in prescribing reasonable rates. The Court recognized that going value might be 
included m the valuation of a utility company to determine if rates are confi.scatory; but in re- 
viewing its own decisions where going value had been allowed, it emphasized that it was not 
concerned with the adequacy or inadequacy of the allowance for any specific item, but only with 
whether the total effect of the rates was “to deny to the owner of the property a fair return 
for its use." The Court concluded that, though the Commission had made no specific allowance 
for going value, the total rate ba.se, after deductions tor items not appropriately included in 
present value tor testing confiscation was sufficient to cover anv proper allowance for going 
value, (//uii. 514-317.) 

S' Of course, the Court’s disclaimei ot interest in die commission’s procedure in no way relieves 
ihe commission of uinforming to the rudimentary requirements of “due process,’’ that of afford- 
ing a full, fair and open hearing and of finding support for its decisions in the evidence presented. 

S'' 29a U.S. 151 182 (1954) Mr Chief justice Hughes delivered the opinion for a court com- 
posed ot lusrices Van Hevanter. McRevnolds. Brandeis, Sutherland, Stone, Roberts, and Cardozo. 
Mr. justice Butler filed a concurring opinion. 

In the first appeal to the Supreme Court, the case was remanded with instructions to make 
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fore the Court of the long litigation that revolved around the fixing of tele- 
phone rates for Chicago. On the basis of elaborate findings as to the fair value 
of the utility’s property, the lower court concluded that the rates established 
were confiscatory. However, instead of undertaking a detailed review of the 
voluminous testimony respecting the value of the utility’s property used in its 
intrastate business, the Supreme Court addressed itself to only two questions: 
(i) the experience of the company under the existing rates and (2) the re- 
lation of lower earnings to (a) operating expenses and (^) the annual allow- 
ances for depreciation. 

A comparison of the net income available from intrastate business as shown 
by the company’s books, the net income on intrastate business with adjust- 
ments for those operating expenses which the lower court found excessive, 
and the amount of the net income which was found to be necessary to avoid 
confiscation, led the Court to the conclusion that the acceptance of the find- 
ings as to fair value and return would indicate “that when the Commission’s 
order was made in 1923, not only the new rates, but the existing rates as well 
were grossly confiscatory; that appellee was receiving under the existing rates, 
according to its books, a net return of 15,347,533 when it was entitled to nearly 
$4,000,000 more, or $9,315,000, to prevent its property from being confiscated,” 
and that a similar situation existed in the subsequent years. Yet during the 
period when these “confiscatory rates” were in effect, the company paid 8 
per cent dividends upon its stock, increased its capital stock from $70,000,000 
in 1923 to $150,000,000 in 1930, increased its “fixed-capital reserves” from I37,- 
575,004 in 1923 to $69,242,667 in 1931, and augmented the book cost of “total 
plant and general equipment” from $145,984,084 at the end of 1923 to $291,- 
259,580 at the end of 1931! Over 30 per cent of the operating expenses of each 
year were attributable to depreciation expense, and yet the company claimed 
that the existing depreciation in its property amounted to less than one-third 
of its accumulated reserve for depreciation. Said the Court: “It appears that 
the depreciation reserve to a large extent represents provision for capital ad- 
ditions, over and above the amount required to cover capital consumption.” 
Hence the excessive annual charges for depreciation were treated as an offset 
to the reductions in income resulting from the application of the new rates. 

In the light of these facts, common sen.se compelled the Court to set aside 
the fair-value findings and uphold the rates fixed by the Commission’s order: 

“This actual experience of the Company is more convincing than tabula- 
tions of estimates. In the face of that experience, we are unable to conclude 
that the Company has been operating under confi.scatory intrastate rates. Yet, 
as we have said, the conclusion that the existing rates have been confuscatory 
—and grossly confiscatory— would be inescapable if the findings below were 
accepted. In that event, the Company would not only be entitled to resist 
reduction through the rates in suit, but to demand, as a constitutional right, 
a large increase over the rates which have enabled it to operate with outstand- 

specific findings as to interstate and intrastate properties and the propri-ty of the payments 
iTiade by the Illinois Company to its affiliated companies, the American Telephone Ss Te!e<maph 
Company and the Western Electric Company. 

174. . ; 
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ing success. Elaborate calculations which are at war with realities are of no 
avail. The glaring incongruity between the effect o£ the findings below, as to 
the amounts of return that must be available in order to avoid confiscation, 
and the actual results of the Company’s business makes it impossible to accept 
those findings as a basis of decision.” 

The decision of Mr. Justice Cardozo in Dayton Power & Light Company 
V. Public Utilities Commission of Ohio affords a further example of the 
Court’s concern with the results under the rates prescribed rather than with 
the reasoning and methods of the lower court and commission — for the 
Court refused to find in the dicta of the state court, or in errors in the treat- 
ment of particular items in the valuation, any basis for overthrowing the rates 
prescribed by state authority. Small comfort for those who would exploit the 
inflationary possibilities in the valuation method is to be found in these senti- 
ments : 

“Dissection of the several items that have been criticized in the appellant’s 
argument has thus brought us to the conclusion that the order of the Com- 
mission, whether generous or ungenerous, is at all events not confiscatory, and 
hence not subject to revision here. But the conclusion has reinforcements that 
come to it from other avenues of approach. In a statement put in evidence by 
the appellant, the rate of return under the new schedule is said to be i^%oo 
per cent of the fair value of the property. Under the earlier schedule the 
revenue was even less. So modest a rate suggests an inflation of the base on 
which the rate has been computed. It is a strain on credulity to argue that the 
appellant, when putting into effect a new schedule of charges was satisfied 
with one productive of so meager a return. The same surprise is excited when 
we consider what it claims as to the fair value of the gas delivered at the gates. 
All that the affiliated seller asks is 45 cents per thousand cubic feet, yet ac- 
cording to the appellant’s figures nearly 7 cents more, or a price of about 52 
cents, is necessary to protect the seller against the wrong of confiscation. The 
argument proves too much; the valuations are discredited by the teachings of 
experience.” 

Judicial condemnation of the use of price indices by the Maryland Com- 
mission. The Los Angeles Gas case and those which immediately followed it 
contained the promise of a new freedom for the regulatory commission: for 
while the Supreme Court had been quite generally conscious that “the legis- 
lative discretion implied in the rate-making power necessarily extends to . . . 
the method used in reaching the legislative determination as well as that 
determination itself,” the lower courts had been much less hesitant in im- 

Und., 163-164. 

292 U.S. 290-392 (1934). The majority was composed of Mr. Chief Justice Hughes and 
Justices Brandeis, Stone, Roberts, and Cardozo. Justices McReynolds and Butler concurred in the 
result. Justices Van Devanter and Sutherland took no part in the decision. 

Ibid., 3 1 1-3 12. 

The 0'Fff//o?r ca.se, which is sometimes cited in this connection, is only an apparent ex- 
ception to this statement. In that instance, the Court reversed the Interstate Commerce Commis- 
sion's recapture order, not on the ground that a constitutional guarantee was infringed, but 
because the Commission had failed to comply with the statutes. By the recapture clause and the 
Valuation Act, Congress had directed the Commission to determine value by ascertaining the 
original cost to date, die cost of reproduction new, and the cost of reproduction less depreciation. 
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posing their ideas of the proper procedure on regulatory bodies. The doctrine 
of the Los Angeles case constituted a rebuke to those who were inclined to 
neglect the distinction between the spheres of the legislative and judicial 
branches of the government, and an invitation to commissions and legislatures 
to address themselves to the task of formulating more satisfactory regulatory 
techniques. The salutary elJects of these decisions have been partly neutralized 
by the majority decision in West v. Chesapeake & Pototnac Telephone Com- 
pany, which reversed the Commission’s order with the observation that the 
method followed was “inapt” and “erroneous.” 

The Commission began with a valuation made by a lower federal court as 
of December 31, 1923, and by the use of a composite price index translated 
this value (less accrued depreciation) and the net investment for each subse- 
quent year into corresponding values as of December 31, 1932; from this gross 
value as of 1932, the Commission deducted the sum of the 1923 depreciation 
reserve and the subsequent annual accretions to the reserve, each converted 
into 1932 figures; the addition of an allowance for working capital gave the 
rate base for 1933. It was this method which the majority of the Court char- 
acterized as “inappropriate for obtaining the value of a going telephone 
plant.” Four objections were raised to this procedure: that the indices (in- 
dividually) were not prepared as an aid to the appraisal of the property; that 
the wide variation in the results from the application of the different indices 
impugned their accuracy; that the “Commission attempted a rule of thumb 
corrective, by weighting the several indices upon a principle known only to 
itself”; and that the result of the Commission’s method was affected by sud- 
den shifts in price level.®^ 

The impropriety of the Court’s action in overthrowing the action of the 
Commission was clearly presented to the members of the Court by Mr. Justice 
Stone’s dissenting opinion.®*^ In answer to the criticisms of the Commission’s 

The Court held that the Commission, in failing to consider reproduction cost, had not acted 
within its statutory powers. {St. Louis & O’Fallon Ry. Co. v. U.S., 279 U.S. 461 [1929].) 

295 U.S. 662 (1935). Mr. Justice Roberts announced the decision for a majority composed 
of Mr. Chief Justice Hughes and Justices Van Devanter, McRcynolds, Sutherland, and Butler. Mr. 
Justice Stone dissented, with Justices Brandeis and Cardozo concurring. There was no word of 
explanation from the Chief Justice as to how this deci-sion is to be reconciled with his pronounce- 
ments in the Los Angeles case. 

In holding that “die Commission’s order violates the principle of due process as the measure 
of value adopted is inadmissible,” Mr. Justice Roberts attempted a reconciliation with the Los 
Angeles and later decisions: 

“. . . Nothing said in . , . these cases, justifies the claim that this court has departed from the 
principles announced in earlier cases as to the value upon which a utility is entitled to earn a 
reasonable return or the character of evidence relevant to that issue. It is apparent from what 
has been said that here the entire method of the Commission was erroneous and its use necessarily 
involved unjust and inaccurate results.” {Ibid., 674-675.) 

^0 The issue was actively pressed that the Court had not passed upon whether the rates estab- 
lished by the Commission were confiscatory. Despite the fact diat it could not uphold the finding 
of the lower court, the Court had permitted the lower court’s injunction to stand. It was said 
that the lower court’s finding made insufficient allowance for the decline in values after 1929. 
Mr. Justice Roberts thus described the method of the lower court: “It found that book cost 
less actual accrued depreciation would probably give too high a figure. It sought to correct the 
probable error by deducting from cost the entire depreciation reserve, though conceding this ex- 
ceeded actual depreciation. It felt that this large deduction would also redress any excess of 
cost over present value; and finally it said the result of its method would be appropriate to allow 
for going value.” 679.) 



THE PRESENT-FAIR-VALUE CONCEPT 397 

method, the dissenting Justice adduced evidence to support the reasonableness 
of the Commission s procedure: (i) the composite index number was said to 
be appropriate for adjusting for changes in the value of the dollar and in 
the costs of utility construction; (ii) the variation in the results obtained from 
the application of the individual indices was shown to be smaller than the 
variations in the valuations arrived at on the basis of engineering appraisals; 
(iii) the Commission had received and considered all of the evidence pre- 
sented by the company, and it was indicated that the price indices introduced 
by the company were less reliable than those developed and used by the Com- 
mission; and (iv) it was recalled that the Court itself had referred with ap- 
proval to the use of general price trends in estimating fair value/'' ^ 

The Pacific Gas and Electric Company caseT^ In 1938 Mr. Justice Hughes 
returned to the Los Angeles decision to uphold another rate order of the 
California Commission which was admittedly based upon historical-cost 
figures. The Commission had received evidence introduced by the company 
to show the replacement cost, but found it of no probative force because the 
estimates for 1933 were higher than the historical-cost figures, although the 
property had been largely constructed in the period of high prices following 
1919. The lower court did not deal with the question of confiscation, but 
simply enjoined the Commission’s order as invalid on the ground that the 
Commission had refused to consider the fair value of the property. The Chief 
Justice noted that the Commission’s actions were consonant with the require- 
ments of due process,*''^ that historical cost was appropriate evidence of the fair 
value, and that the issue of confiscation was not before the Court; and finally, 
concluded by reversing the decree of the lower court.’’''* 

6. TENTATIVE CONCLUSIONS RESPECTING PRESENT 
FAIR VALUE 


The Present Stmt of the “Rule.” What general principles may be ex- 
tracted from this survey of the elaborations and modifications of the present- 
fair- value rule from 1898 to the present.? The most obvious characteristic of 
the decisions must be the fact that the Supreme Court itself is committed to 
nothing, that we may expect from the Court the same freedom in the future 
as in the past in propounding modifications. The Court has consistently re- 


Ol/fc/., 685-686, 

^-Clarli’s Ferry Bridge Co. v. Pub. Serf. Comm., 291 U.S. 227, 236 (1934); St. Louis &■ 
O'Fallon Ry. Co. v. U.S., 279 U.S. 461 (1929). 

Railroad Comm, of Cal. v. Pacific Gas & E. Co., 302 U.S. 388 (1938). The majority was 
composed of Mr. Chief Justice Hughes and Justices Brandeis, Stone, Cardozo, and Roberts. Mr. 
Justice Black concurred in the order. Mr. Justice Sutherland did not participate in the decision. 
Mr. Justice McReynolds joined in Mr. Justice Butler’s dissenting opinion. 

'^-Ihid., 393-394. 

The issue respecting the rate base and rate-making procedure was sharpened by the dissent 
of Mr. Justice Butler, who was of the opinion that the Commission’s procedure could not be 
sc]uared with the holdings of the Court: 

“The principle applied in Smyth v. Ames has long governed wherever judicial action has beem 
invoked to enforce the rule of just compensation. It is binding upon state courts and commis- 
sions. But the California commission refuses to follow the established rule. It does not ascertain 


or use present value but in its place takes historical cost, actual or estimated, as the basis of its 
determination in rate judging and rate making.” 404-405.) 
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fused to be bound by a definite formula, and has often reiterated that fair 
value rests on a “reasonable judgment having its basis in a proper considera- 
tion of all relevant facts.” But both in the matter of what constitutes “proper 
consideration” and what facts are “relevant,” the decisions have been notably 
lacking in precision. 

Despite the uncertainties and ambiguities that have been displayed in the 
foregoing cases, there has been some degree of crystallization in the thought 
of the judiciary. Certain of the original ingredients of the recipe have been 
consistently omitted: the market value of the company’s outstanding securities 
is never used to measure the propriety of existing or proposed rates; the par 
value of outstanding securities is accepted as having probative force only 
when such evidence is acceptable to a commission, presumably because the 
securities have been subject to regulation; and the probable earning capacity 
of the property under existing rates has been deleted from the rule. Courts 
and commissions have tended to place their reliance chiefly on two “measures 
of value”; the original cost (actual or estimated) to the present time; and 
the present cost of replacing the property; but the Supreme Court has quite 
uniformly held that fair value is not necessarily identical with either the 
original cost to date, the present cost of reproduction new, or the present cost 
of reproduction less depreciation. 

It is especially to be noted that the fair-value rule is concerned with pro- 
tecting the value of the utility’s property, not the value of the business as a 
going establishment (for presumably this latter value is derived from the 
earnings of the business), nor the investment in, or the cost of, the property. 
Yet the finding of the fair value is not confined to the value of the physical 
property, but may also embrace various intangible elements. Of course, the 
full value of the physical property of the utility is not protected under all cir- 
cumstances, as, for example, when the property is no longer adapted to, or 
useful in, the public service. Changes in the general level of prices call for 
revisions in the valuation of the property, though the extent of the revisions 
and the methods by which the changes are to be given effect are not wholly 
free from obscurity. The property is valued in its present condition; and the 
same logic which supports the deduction of accrued depreciation from the 
reproduction-cost-new estimates also requires its deduction from the original- 
cost figures. With little or no consideration of economic merits, property in 
land has been accorded special treatment— -the present value of land usually 
being measured by the market value of similar adjacent land rather than 
by either the original cost or the present replacement cost of the land. Though 
many fair-value determinations have involved a large measure of estimate, 
the Court has frequently ruled that purely hypothetical items or estimates are 
not permissible in such valuations. The one objective touchstone in the fair- 
value determination and the control of rates seems to be the ability of the 
utility to attract new capital; but, though it has often referred to the primacy 
of this test, the Court has hesitated to make this the foundation upon which to 
erect a regulatory program. Today, as in 1898, the essence of the rule is still 
to be found ill the pronouncement: “What the company is entitled to ask is 
a fair return upon the value of that which it employs for the public con- 
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venience. On the other hand, what the public is entitled to demand is that 
no more be exacted from it for the use of a public highway than the services 
renderefl by it are reasonably worth,” All other elements of the rule have 
undergone modifications, and are likely to experience further changes in the 
years ahead. 

Critical Appraisal. A final critical appraisal of the present-fair-value rule 
cannot be formulated until the entire process of valuation and rate regulation 
has been reviewed. The present purpose, therefore, will be to consider the fair- 
value program in the light of the foregoing decisions of the Supreme Court 
rather than as it has been applied by the lower courts and the commissions. 

A glance at the origins of the fair-value procedure may serve to clarify this 
present judgment. There is no doubt of the propriety of the Smyth v. Ames 
decision at the time that it tvas made, though eveh in 1898 it might have been 
apparent that there was confusion of thought and dangers for the future in the 
choice of the unfortunate “value” standard and in the prominence given to the 
fallacious condemnation analogy. The Court was clearly motivated by two 
considerations: the necessity of preserving to the state the power to protect the 
shippers from the exorbitant charges and discriminations of the railroads, and 
a desire to protect the legitimate interests of investors. With a due regard for 
these opposing interests, it could accept neither the contentions of the state 
of Nebraska nor those of the railroads. It committed itself no further than to 
say that the question of the confiscatory character of the rates should be de- 
termined in the light of all the relevant evidence. 

The fair-value rule arose out of the confusions and uncertainties as to the 
legitimate rights of investors; neither the amount nor the propriety of the 
investment in the property of the carriers was capable of accurate determina- 
tion. As regulation has developed with a control over the accounting practices 
and security issues of utility corporations, the contemporary source of con- 
fusion and uncertainty is no longer as to the protection of the legitimate rights 
of investors, but is rather in the obscurities and obstructions in the application 
of the fair-value rule itself. It may therefore be proper to raise the question 
whether the precedent of Smyth v. Ames should not now be formally super- 
seded either through the enactment of appropriate legislation by the state 
and federal governments or through the abandonment of the precedent by 
the Court itself. 

At the outset, consideration may be given to the possibility that the rule of 
Smyth V. Ames was never designed by the Court to serve as a binding rule or 
procedure for the administrative and legislative branches of the government. 
Five lines of evidence may be introduced to support the conclusion that, at 
least in the early years of judicial review of rates, the rule was never intended 
to limit the adoption of any reasonable procedure by either the legislature or 
its agent, the commission: 

(i) The circumstances of its formulation strongly suggest that Mr, Justice 
Harlan had no intention of prescribing a procedure for the future guidance 
of regulatory commissions, and certainly no one has suggested that the pro- 
cedure should be applied by the legislatures. All of the “elements of value” 
were proposed by one or the other of the parties as the basis upon which the 
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adequacy of the rates should be judged. If the case stood alone, it would be 
obvious that the rule was a typical reply by the Court to the conflicting argu- 
ments urged for its consideration, and in support of this interpretation it may 
be noted that in the decision the Court summarized the arguments of oppos- 
ing counsel in the paragraphs just prior to that in which the rule was enunci- 
ated. 

(2) A critical analysis of the rule itself alTords convincing evidence that 
the Court was not intent on prescribing a procedure for the future control 
of utility rates by state authorities. Of the six factors which the opinion enumer- 
ated as “matters for consideration,” not all are of equal significance in furnish- 
ing evidence as to the fair value of a utility’s property, and others afford no 
evidence whatever as to value. Two factors, the original “cost of construction” 
plus “the amount expended in permanent improvements,” and “the present as 
compared with the original cost of construction,” in later application expanded 
to “reproduction cost new” and “reproduction cost less depreciation,” have 
been widely employed as measures of present fair value. The other “matters 
for consideration” are all unsuitable as measures of fair value for rate regu- 
lation; they seem to have been included in the enumeration only because they 
appeared in the arguments of counsel. “The amount and market value of its 
bonds and stocks,” whenever mentioned by the courts and commissions, have 
been mentioned only to be rejected.^® The “amount” of bonds and stocks was 
presumably intended by the Court to designate the par value of the outstand- 
ing securities; the irrelevance of this factor when securities have been issued 
in excessive amounts was recognized in this, and other, decisions where utili- 
ties have claimed a right to earn upon capitalization. The “market value” of 
the bonds and stocks is similarly quite inappropriate as a measure of the rate 
base; the market value of any security depends largely upon the earnings 
applicable to that security, and hence would always tend to be such as to make 
existing earnings appear reasonable. No discussion is necessary to indicate that 
the remaining matters enumerated — the probable earning capacity under 
the prescribed rates and the operating expenses — have no significance in 
determining fair value, however important they may be in estimating the fair 
return likely to be realized. Finally, one who is formulating a definite rule 
dues not, as Mr. Justice Harlan did, insert the caveat, “We do not say that 
there may not be other matters to be regarded in estimating the value of the 
property.” 

(3) Subsequent modifications of a major character in the rule constitute 
irrefutable evidence of the impracticability of the original formulation as a 
guide for either courts or commissions. The most conspicuous omission in the 
original rule was the failure to consider the condition of the property in its 
bearing upon value — an omission that was corrected after more than a decade 
when the deduction of accrued depreciation was required. The valuation of 
land on the basis of the market price of similar adjacent lands has been an- 

”“The notable exception to this statement would be those states that have followed the 
prudent-investment procedure, where the regulation of security issues and control of accounts 
give assurance that outstanding securities bear some known relation to the investment in utility 
property. 
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other major modification in the fair-value technique. And the attention which 
has been paid to the nonphysical elements of value is in striking contrast to 
the early applications of the rule to physical property. And certainly the con- 
centration on original cost and reproduction cost to the almost complete 
neglect of the other “elements” constitutes a change so sweeping as to be 
nearly an abandonment of the original rule. 

(4) The discussion in the following chapters may be somewhat anticipated 
by calling attention to the test of suitability as another line of evidence as 
to the impropriety of regarding Smyth v. Ames as the answer to the pro- 
cedural problems which regulatory authorities encounter. The costly, time- 
consuming, litigious, and self-defeating attempts to apply the fair-value rule 
to the administrative determination of reasonable rates should be a warning 
that the tool was never designed for that operation. While the rule is possible 
of application to the judicial task of weighing the confiscatory character of 
rates established by legislative authorities, and while for judicial proceedings 
the very freedom from formal requirements and definite procedures may aid 
in fitting the decision to the particular case, the wisdom of abiding by present 
fair value has been frequently and seriously questioned even within the 
Court.*’ ‘ 

5) The final argument against the interpretation of Smyth v. Ames as 
imposing a procedure of rate regulation on state commissions is to be found 
in the impropriety of judicial interference within the sphere of legislative 
authority, an impropriety so clearly acknowledged in the Los Angeles de- 
cision. Courts have never possessed the power to dictate to the legislatures the 
methods or procedures by which legislation is enacted; no maximum-rate 
statute has ever been declared unconstitutional on the ground that the legis- 
lature failed to determine the value and prospective net income of companies 
operating subject to the statute. It would seem good law, as well as good logic, 
to recognize that the commissions enjoy the same freedom of choice as to 
method and procedure that would be enjoyed by the legislature in dealing 
with the same question, subject only to such limitations as the legislature 
may impose. 

One of the most persistent sources of confused thinking relative to the 
principles of judicial review of rate regulation is to be found in the ubiquitous 
condemnation analogy.”® The inapplicability of the principles of eminent 
domain to the valuation of property for purposes of rate control should be 
readily apparent. Where property is taken by eminent domain, the owner is 
entitled to receive just compensation measured by the value of the property 
at the time of the taking; the compensation should leave the owner as well 
off with the payment but without the property as he was with the property 
but without the payment. In such proceedings the value of the property ap- 
propriately depends upon the income derivable from the property; value is 
essentially market value. The inaptness of this principle in testing the legality 
of the regulation of rates arises from the fact that it is often the purpose of rate 

Mr. Justice Brandeis in his separate opinion in Southwestern Bell Tel. Co. v. Comm., 262 U.S. 
276, 296-298 (1923). 

See Mr. Justice Roberts, in West v. Chesapeake & Potomac Tel. Co., 295 U.S. 662, 671 (i935)- 
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regulation to effect a reduction in the income derived from the regulated 
property; that any reduction in the earnings must have an adverse effect upon 
the mlue of the property; and that an attempt to preserve the value of the 
property (in the sense in which value is used in condemnation proceedings) 
would forestall any and all reductions in rates, however excessive the existing 
charges might be.*''‘ The taking of property by eminent domain involves 
only the relations between the property owner and the state at the instant 
when the property is taken; it does not look back to the relations of the past 
nor forward to the mutually dependent and profitable business of the future 
which is characteristic of the relations between the utility and its public. A 
fundamental step in the development of logical principles governing the 
z'egulation of the rates and charges of businesses “affected with a public in- 
terest” must be the abandonment of the condemnation analogy.’^’^' 

A further source of confusion in the regulation of utility charges is implicit 
in the failure to distinguish the property of a utility corporation from that of 
other private businesses. The differences are more important than the like- 
nesses. The typical regulated business is largely protected from competition, 
is relatively secure from the losses inherent in rapid and unforeseen changes 
in productive technique, and has a large measure of assurance as to the future 
demand for its product. Under such circumstances, there is little in common 
between an investment in the equity securities of utility enterprises and of 
industrial or commercial businesses. Instead of paying almost exclusive at- 
tention to the restrictive character of regulation, far more consideration 
should be given to the benefits which control confers upon the regulated 
enterprise. It is especially important to note that neither present value nor 
original investment is afforded any protection by the competitive conditions 
which constitute the environment in which unregulated enterprises operate. 
From these observations it may be deduced that the return requisite to at- 
tract capital into utility undertakings is not to be measured by the earnings 
of competitive business, and that to give utility enterprises the benefit of 
increases in the price level is to prefer the protected to the unprotected enter- 
prise — that to give utilities the benefit of price increases is as unnecessary as it 
is impractical to impose upon them the losses from declining price levels. 

Many logical inconsistencies are present in the formulation and application 
of the fair-value procedure. The limited validity of reproduction cost as a 
measure of value has been set forth, and the lack of harmony in the elements 
which constitute the typical reproduction-cost estimate will be developed 
subsequently.^”^ It has already been remarked that land values are normally 
derived from a standard which is not applied to other forms of property. Noi- 
ls the propriety of granting to the utility company partial recognition for 

Unless, of course, the reduction in charges resulted in such an increase in volume of business 
as to bring larger net earnings. 

100 pof a fulj discussion of the Court’s use of eminent domain principles as a criterion of 
utility rates, see Hale, "Conflicting Judicial Criteria of Utility Rates,” 38 Col. L. Rev. 959-977 
(June, 1938), and “The Fair Value Merry-Go-Round, 1898 to 1938,” 33 III. L. Rcu. 517-531 (Jan., 
1939). Professor Hale hp presented the ultimate fallacy of the use of eminent-domain principles 
in the regulation of utility rates with a clarity and acumen that is not to be found elsewhere in 
public utility literature. 

Chapter XIII. 
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increases in value attributable to changes in the general price level beyond 
questioning; why not the full increment or none? But perhaps the most seri- 
ous deficiency in critical perspective is to be found in the allowance for in- 
creases in the general price level in the determination of the rate base and 
the measurement of the rate of return by the rate of earnings which unregu- 
lated enterprises enjoy on their investments; to base charges on the higher rate 
base and also to adopt a higher rate of return is to make a double adjustment 
for the same rise in prices to the double disadvantage of consumers. 

In turning to a consideration of valuation methods as applied to the deter- 
mination of original-cost and reproduction-cost figures, two fundamental 
tests of the justice and expediency of any system of rate regulation should 
be kept in mind. Any program of control must be fair to those committed to 
the enterprise prior to the inauguration of the program or of the change in 
program. And looking to the future, regulation must be effective in securing 
and maintaining satisfactory service, especially in attracting new capital funds 
as required by the enterprise. 



CHAPTER XII 


ORIGINAL COST 

I. THE NATURE OF ORIGINAL COST 

Definitions of Cost. One burden shared by economics and law is the 
necessity of imposing a technical and precise meaning on words which already 
have wide currency. The confusions of thought and expression attendant 
upon the adoption of “value” to describe the rate base have been remarked. 
A further illustration of word difficulties is provided by the multiple mean- 
ings associated with “cost.” 

Three primary meanings attaching to original cost. Original cost is usually 
defined in one of three senses — as the book cost, the cost of the original units 
of property, or the cost of those units of property which are currently in use. 

(1) The book cost is the total of the costs shown by the accounts. The 
validity of this figure depends upon the correctness of the system of accounts 
which the company uses. A meticulous preservation of the distinction be- 
tween capital charges and other expenditures is essential. The asset accounts 
should record only those items which are proper charges to capital and should 
include all of such capital charges; and likewise, the asset accounts should 
reflect all capital retirements or reductions in the value of existing capital 
assets. As a definition of original cost, book cost would be acceptable only if 
the utility had kept its books according to a system of accounts prescribed 
by public authority, and if, moreover, the company’s compliance with the 
prescribed system had been subject to thorough check through audits by the 
commission’s accounting staff and through inspection of the physical prop- 
erty by its engineering staff. In the absence of such searching supervision, 
the accounts will almost certainly include items that cannot be accepted as 
part of the original cost for rate regulation. 

(2) The cost of the original units of the property, the second meaning of 
original cost, may differ from the cost of the existing units of property. A 
good example of this is afforded by the accounting rules of the Interstate 
Commerce Commission, which, with respect to certain primary accounts, 
make no allowance for differences in cost between the thing replaced and 
the thing with which it is replaced. Thus, if ties originally cost 50 cents 
each, the accounts .still record the investment as 50 cents even though the 
original ties have been replaced with ties costing $i each. If the cost of re- 
placements is charged to operating expenses, the books continue to reflect 
the cost of the original unit to the company, any added costs for present units 
having been provided by the users of the service. 

(3) The third, and much the most serviceable definition of original cost, 
runs in terms of the actual cost of the existing property of the company. All 
superseded property should be written out of the capital accounts at original 
cost (or at whatever figure appears in the accounts) and all replacernents 
charged to the asset account at actual cost. Thus, to revert to the tie illustration 
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again: according to this definition, when the original ties are retired, the 
asset account should be reduced by 50 cents and when the new tie is installed 
the asset account should be increased by $1. In the absence of any notation to 
the contrary, this third meaning will govern the use of “original cost” in this 
discussion of utility rate regulation. 

Cost to Whom? Does original cost signify the cost to the owners of the 
corporation, the security holders, or the cost to the corporation itself? No 
extended consideration is required to demonstrate the inappropriateness of 
the former concept. The various prices at which the present security holders 
have purchased their stocks and bonds would be incapable of ascertainment, 
and even if available, would have no significance in measuring the obliga- 
tion which the users of the utility service have to either the utility or its 
security holders. Cost refers to the cost to the utility. 

Much more serious is the question that arises when utility assets have been 
sold by one utility company to another. Is original cost the actual cost to the 
present utility corporation, or is it the cost to the original utility? This ques- 
tion has not always been answered uniformly, but the weight of authority 
favors the cost to the corporation that first devotes the property to the public 
service. This is the meaning that the Interstate Commerce Commission has 
consistently attached to the term.^ And when the issue has been presented, 
most state commissions have returned the same answer." Also, the uniform 
system of accounts adopted by the certain federal commissions defines original 
cost to mean “the actual money cost of (or the current money value of any 
consideration other than money exchanged for) property at the time when 
it was first dedicated to the public use, whether by the accounting company 
or by a predecessor public utility.” And this requirement respecting tele- 
phone accounting has been upheld by the Supreme Court against the chal- 
lenge of the American Telephone and Telegraph Company.® The objections 
to defining original cost in terms of cost to the present owners rather than 
in terms of the cost to the original owners is obvious; a transfer of the prop- 
erty may be the occasion for including in the capital accounts such things 
as “write-ups” in the value of the property, discounts on securities, costs of 
financing, promoters’ profits, and extravagant payments for the acquired 
property. 

The Amount of the Cost. In quantitative terms, the cost is to be measured 
by the actual money payment for the property in question. If the property has 
been purchased for a non-cash consideration, as securities, then it becomes 
necessary to express the consideration in its cash equivalent,^ Very often in 
the purchase of property, especially land, the formal consideration is nom- 
inal; to show original cost accurately, it is necessary to ascertain the real 
consideration paid. The determination of the actual cost is further cornpli- 

^Neiv Orleans Great Northern R. Co,, 133 I.C.C. 825, 826 (1927). 

‘^Potomac Elec. P. Co. v. Comm.. P.U.R. ig2oC, 326 (Sup. D.C., 1920); Re Metropolitan West 
Side Elev. R. Co., P.U.R. 1921B, 229 (III., 1921); Hanstia v. Commonwealth Tel. Co., i P.U.R. 
(N.S.) 52 (Wis., 1933); Re Upstate Teleph. Carp., 13 P.U.R. (N.S.) 134 (N.Y., 1936); Pub. Utility 
Comm. V. Duquesne Light Co., 20 P.U.R. (N.S.) 1 (Pa., i937)> 

^ Am. Tel. & Tel. Co. \'. U.S., 299 U.S. 232, (1936). 

^ Re Alabama Power Co., P.U.R. 1932D, 345, 352-353 (F.P.C., 1932) • 
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cated when, as so often happens in the acquisition of real estate, more prop- 
erty is acquired in a single transaction than is -actually used in the public 
service. 

It is possible for the actual cost to be in excess of the purchase price. For 
example, the cost to the utility should include not only the payment made 
for equipment that is purchased from a manufacturer, but also the cost of 
making the purchase and the cost of installing the equipment or otherwise 
preparing it for use. In the absence of accurate accounting practices, the costs 
of purchasing and installing may be charged directly to operating expenses, 
whereas they are more properly chargeable to capital account. 

Original Cost Distinguished from Related Terms. Historical cost. Orig- 
inal cost or actual cost is a fact to be ascertained from an inspection of a 
company’s books or from other relevant sources of information. It sometimes 
happens, however, that it is impossible to ascertain this actual or original cost. 
Historical cost designates an estimate of what the original cost presumably 
was. The items listed in the inventory of the utility’s property are valued 
according to the prices which prevailed at the respective dates when the 
various items of property were acquired. Historical cost is thus an estimate 
of a normal or average cost whereas original cost is a factual statement of the 
cost sustained by the particular company in acquiring its property. 

Investment cost. Investment cost is a concept developed by the Interstate 
Commerce Commission in its valuation of the railroads. Since most railroads 
were constructed many years ago, the records of original cost are frequently 
no longer extant, and even when such records are in existence, the form in 
which the accounts were kept renders them of little validity as proof of the 
cost to the carrier or its predecessor. In these circumstances, the Commission 
refused to make a determination of original cost on the basis of estimates. 
Instead, it undertook to find the “investment cost” by recapitulating the finan- 
cial history of the carrier in order to show the maximum sum that could have 
been expended in the creation of the property, actual cost figures being in- 
cluded in so far as such were available." 

Prudent investment. The book-cost-to-date may be said to record original 
cost from the standpoint of correct accounting; the actual-cost-of-existing 
property, from the engineer’s standpoint of an appraisal based upon an in- 
ventory of the property; and prudent investment, from the standpoint of equi- 
table treatment of inve.stors and consumers. Prudent investment differs from 
original cost in that it imports an element of judgment, involving the elimina- 
tion from the total of original cost of those expenditures which were improper, 
improvident, or unnecessary in the light of the conditions prevailing when 
the expenditures were made. Prudent investment, like the actual cost of exist- 
ing property, requires the elimination of those items of cost which represent 
property no longer used and useful in serving the public. 

Original Cost Defined. For the purposes of this study, original cost may 
now be formally defined as the actual money cost of (or the contemporary 
money equivalent of any consideration other than money given in payment 

^ Texas Midland R., y5l.C.C. 1,179-iZo 
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for) the existing property at the time when the property was first applied 
to the public use. In explanation of this definition, attention may be called 
to the interpretation which the. Federal Power Commission has placed on 
the expression “net investment cost” as used in the Federal Water Power 
Act: “The Commission interprets this ... to mean that the cost must be 
(i) actual, that is, real and bona fide, as distinguished from fictitious or fab- 
ricated, whether by intercorporate dealings or otherwise; and (2) legitimate, 
meaning not coerced, collusive, fraudulent, or unreasonable; and (3) original, 
as excluding elements of subsequent enhancement, profit, or accretion.” 

2. TFIE ASCERTAINMENT OF ORIGINAL COST 

The Procedure. The procedure followed in the ascertainment of original 
cost will depend upon the definition of cost adopted, and upon the adequacy 
of the prescribed system of accounts and the commission’s confidence in the 
accuracy of the company’s books. The asset accounts will provide the point 
of departure, and if there is absolute assurance that the books correctly reflect 
the cost of the property as it is presently constituted, the original cost could 
theoretically be determined without further investigation. 

For most utilities, however, it is impossible to discover the original cost 
from accounting records alone. This may be due to the fact that the original 
books and records are not in existence; they may have been destroyed, acci- 
dentally or otherwise; or they may not have passed to successor corporations 
at the time of mergers or consolidations.'^ In many utilities’ accounts, especially 
those referring to land, expenditures for used and useful property have not 
been separated from expenditures for property not used in the utility service. 
In some instances, the cost of property abandoned or retired has not been 
written out of the accounts. Or again, a utility may have given its securities 
as consideration for the acquisition of property and charged to its invest- 
ment accounts the equivalent of the par value of the securities without respect 
to their actual market value. 

The preparation of a complete and detailed inventory is a usual step in 
finding the original cost of a complex property. This may be unnecessary 
if the utility has kept, under commission supervision, a continuous inventory 
of its property. The purpose of the inventory is to verify the existence and 
usefulness in the public service of the property recorded in the asset accounts. 
In preparing the inventory, the first problem that arises concerns the units in 
which the property shall be reported; it is customary to select units which 
conform as closely as possible with the primary accounts of the company. 
Following the count of the units of property, it is necessary to enumerate, 
classifying according to type, the man-hours of labor involved in the acquisi- 
tion and installation of the physical property. And finally, a determination 

® Re Louisville Hydro-Electric Co., i P.U.R. (N.S.) 454, 463-464 (F.P.C., 1933). 

" This is especially true with respect to the valuation of the railroads by tlie Interstate Com- 
merce Commission. The Commission illustrated this difficulty by noting that the Boston & Maine 
system, comprising less than 2,500 miles of line, had involved 167 corporations in the course of its 
development. (re.rffr I'J., 75 I.C.C. I, 181 [1918].) 
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must be made of the time when each unit of the present property was installed 
(such data being also required for the purpose of calculating the deprecia- 
tion of the property) , 

The third stage in the original-cost determination is the verification of the 
cost entries for each class or unit of property. Data are sought in the vouchers 
of the utility, in contracts, in the cash books and contracts for construction 
materials and installations (not only for the utility but for other firms that 
have undertaken construction work), in the time records and payrolls for 
labor, in the files of purchasing departments, in trade publications, in the 
catalogues and estimates of manufacturers, and in the records of courts and 
other governmental agencies. Indeed, the search proceeds wherever reliable 
information can be obtained as to what the utility actually paid for property 
purchased or constructed and what other businesses were paying for similar 
purchases at the time. 

The final step in the determination of original cost is the calculation and 
deduction of accrued depreciation.^ Many commissions and courts have not 
habitually provided for any deduction from the original cost figures for ac- 
crued depreciation, especially in the earlier cases; ® but the present tendency 
seems to favor its deduction.^” No logical basis exists for distinguishing be- 
tween original cost and reproduction cost with respect to accrued deprecia- 
tion; the same considerations that underlie the deduction of accrued depreci- 
ation from the latter apply to its deduction from the former. The loss of value 
and the exhaustion of service capacity, which is the accruing of depreciation, 
operates as irresistibly against the original cost of the property as against any 
other measure of the value of the property. Furthermore, in the prescribed 
accounting systems, the annual depreciation charge and the accumulation of 
the reserve relate primarily to the original cost of the depreciable property. 
Of course, reasons may exist which will render inadvisable the deduction of 
accrued depreciation in arriving at the final rate base, but such considerations 
are irrelevant to the question of its deduction from original cost as a measure 
of that rate base.^^ 

Estimates of Original Cost. Wide differences of opinion have prevailed 

® The general considerations pertaining to the deduction for accrued depreciation are presented 
in Chapter XIII. 

^ Re Portland R. L. & P. Co., P.U.R. 1916D, 976 (Or., 1916); Phie Lawn v. West St. Louis 
Water & L. Co., P.U.R. 1917B, 679 (Mo., 1916); Verona v. Suburban Water Co., P.U.R. 1920F, 
942 (Pa., 1920); Re N.Y. State Rys., P.U.R. 1921C, 496 (N.Y., 1921); Re Huntington Water 
Corp., P.U.R. 1922C, 636 (W.Va., 1922); Re Monroe, P.U.R. 1924C, 808 (Mich., 1924); Re 
Imperial Utilities Corp., 31 Cal. R.C.R. 539 (1928); Comm. v. Solar Elec. Co., 24 P.U.R. (N.S.) 
337 (Pa- 1938). 

Charlesion-Dunbar Nat. Gas Co., i W.Va. P.S.C. Decisions 831 (1921); Re Southern 
Bell. Tel. &• Tel. Co., 7 P.U.R. (N.S.) 21 (N.C., 1934); Re Jamaica Water Supply Co., 13 P.U.R. 
(N.S.) 405 (N.Y., 1936); Bo. Bell Tel & Tel. Co. v. Comm., 187 La. 137, 174 So. 180 
(1937); Southwestern Bell Tel. Co. v. State, j8i Okla. 246, 71 P. (2d) 747 (1937); Presque 
Isle Water Co. v. Itself. 18 P.U.R (N.S.) 385 (Me., 1937); Comm. v. Edison L. & P. Co., 
21 P.U.R. (N.S.) 328 (Pa., 1937); Re Capital Transit Co., 25 P.U.R. (N.S.) 177 (D.C., 1038)’ 
Fla. P. &■ L. Co.. V. Miami q8 F. (2d) 180 (C.C.A. 5th, 1938). 

la The Interstate Commerce Commis.sion consistently deducted accrued depreciation in its 
administration of the recapture clause. Richmond, F. & P. R. Co. Excess Income, 170 I.C.C. 451, 
468-470 (1931)- See also Ltm x. Great No. Ry. Cp., 33 I.C.C. 541 (1915); New Yor/^-jerse'y City 
Ferry Rates, 37 I.C.C. 103 (1915). It is interesting to note that the Valuation Act required the 
Commission to report on depreciation only with respect to reproduction cost. 
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among members o£ regulatory commissions as to whether original cost should 
be estimated when it cannot be ascertained as a fact from reliable records. 
This issue has been raised most acutely before the Interstate Commerce Com- 
mission, which .was instructed in the Valuation Act to determine the original 
cost of the railroad properties. The Commission interpreted this instruction 
as requiring the ascertainment of a fact, and when original cost could not 
be reliably determined as a fact, the Commission refused to resort to esti- 
mates.^^ This position of the majority was criticized by some of the com- 
missioners, who called attention to the statutory instruction to prepare such 
figures, to the need for accurate knowledge of what the railroads did, or 
should have, cost in arriving at the final fair value, and to the desirability of 
knowing to what extent railroad properties had been constructed by funds 
other than those supplied by the security holders.^'"* Though the estimate of 
original cost may be somewhat more difficult than that of reproduction cost 
as of valuation date, the process is fundamentally the same. Certainly the 
original-cost figures are of such importance in resolving conflicts of interest 
between utilities and their patrons, that the public should not be made to 
suffer from the deficiencies in the records of utility corporations. 

The defects in the evidence as to original cost will be automatically cor- 
rected with the passage of time provided there is adequate supervision of 
accounts. The processes of retirements and replacements and of additions 
and betterments afford original-cost records for an increasing proportion of 
utility assets. It is significant that the Interstate Commerce Commission an- 
nounced in its annual report for 1933 that original cost was then known for 
70 per cent of the railroad property of the country.^^ 

Inclusions .\nd Exclusions. Two principles control the inclusion and ex- 
clusion of items from the original-cost determination. First, only those ex- 
penditures which constitute proper charges to capital are included. To include 
expenditures not chargeable to capital might result in the public paying twice 
for the same expenditure — paying the charge itself as an operating expense, 
and then paying a return on the same charge. Secondly, only those charges 
to capital account which represent property or expenditures currently used 
and useful in rendering the public service may be included in the original- 
cost figures. 

The source from which were derived the funds expended in acquiring 
utility property is generally held to be of no significance in determining the 
legitimate original cost. If the property is used and useful in the public service, 
the cost belongs in the original-cost determinations whether the funds were 
provided through the sale of securities, the reinvestment of earnings, the in- 
vestment of reserves or charges to operating expenses.^^ To this general rule, 
some exceptions in the interests of justice and equity to consumers are 

It did, however, make use of estimates when the original cost of the major part of a carrier’s 
property could be accurately determined, but it refused to utilize estimates for any major portion 
of the carrier properties. {Texas Midland R., 75 I.C.C. i, 177, 180 [1918].) 

Petition of National Conference on Valuation, 84 I.C.C. 9, 14-22 (1923). 

47 Ann. Rep. I.C.C. 73 (1933) . 

Re Portland R. L. & P. Co., P.U.R. 1916D, 976 (Or., Bd. of Pub. Utility Cotnmrs. v. 

IV.y. Teh Co., 271 U.S. 23, 31-32 (1926). 
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required. The inclusion of property acquired through the reinvestment of 
earnings is often criticized, but fairness to utility investors demands that 
their sacrifice in foregoing dividends be recognized.^*’ A more difficult prob- 
lem is presented by the claim that original cost should include items originally 
charged to operating expenses. Of course, an expenditure should not be in- 
cluded in the original cost if it would have been improper as a charge to 
capital accounts at the time it was incurred.^^ A heavy burden of proof does, 
and should, rest on the corporation that would claim as a part of original 
cost the investment in any property charged originally to operating expenses, 
and the proof should include both the existence of the property on valuation 
date and, where the expenditure is for replacements, the fact that the super- 
seded property has been written out of the accounts. But where the require- 
ments of strict proof are met, the property should be included in the original- 
cost determination.^® 

The preceding discussion has made it clear that charges not represented 
by any addition to the physical property of the utility may be included in 
original cost. Overhead costs, such as interest during construction, legal and 
organization expenses, engineering and supervision, taxes, and insurance 
premiums or damage settlements, are usually a necessary and legitimate part 
of the expenses of establishing utility enterprises. On the other hand, discount 
on securities should be included only to the extent that it constituted an in- 
terest charge applicable to the construction period.-® 

Many of the problems involving exclusions from original cost are con- 
cerned with property that is not used in the public service. Property may 
have been acquired for some non-utility purpose; and inasmuch as corpora- 
tions keep only one set of books, such non-utility property may be recorded 
along with that used in the utility service. Such expenditures must, of course, 
be excluded from original cost. As another possibility, a charge to a capital 
account may represent an investment that covers both utility and non-utility 
property, as when a corporation finds it necessary to buy an entire tract of 
land though only a part is needed for the utility’s operations. If the utility 
has subsequently disposed of the non-utility property, the total cost attribut- 
able to the entire property, reduced by the sum received from the sale of the 
non-utility property leaves the investment that should be included in original 
cost; but if the utility still holds the non-utility property and a segregation 
of expenses between the utility and non-utility portions proves impossible, 
the entire sum may be charged to capital.®^ 

In all calculations of original cost some adjustment has to be made for re- 

Elgin, ]. & E. Ry. Co., 84 I.C.C. 587, 593 (1924); but see Advances in Rates, Western Case. 
20 I.C.C. 307, 341 (1911). This is discussed in Chapter XIII, Sec. 2. 

17 Texas Midland R., 75 I.C.C. i, 43 (1918); Elgin, }. & E. Ry. Co., 84 I.C.C. 587, 594 (1924). 

1® La Salle &■ B. C. R. Co., 141 I.C.C. 73 (1928); Nashville, C. & Si. L. Ry., 31 Val. Rep. 567 
(1930); Philadelphia & R. Ry. Co., 32 Val. Rep. 205 (1930); St. Louis-S. F. Ry. Co., 41 Val. Rep. 
139, 141, 146 (1932). 

Ptdlman Co., 36 Val. Rep. 845, 849 (1931). 

20 Pittsburg & S. R. Co., 31 Val. Rep. 667 (1930); P/h'/a. &■ R. Ry. Co., 32 Val. Rep. 205 (1930); 
Erie R. Co., 33 Val. Rep. i, 7 (1930); Chicago & A. R. Co., 40 Val. Rep. i, 4 (1932). 

21 Texas Midland i?., 75 I.C.C. i, 165 (1918); New York., ?. &■ N. R. Co., 97 I.C.C. 273, 278 

(1925); C/jjroK ?«£•. P. Co., 44 Val. Rep. I, 26 (1933). ■ 
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placements which have been erroneously charged to capital account, and for 
capital accounts which still record property that has been superseded or aban- 
doned. Since the original-cost determination is concerned only with property 
which is actually used and useful, all abandoned and superseded property 
should result in a credit to the appropriate capital account for whatever part 
of the cost of the asset still remains in the account. Where the books of the 
company do not accurately reflect retirements, deductions must be made for 
ail such changes in the property.-- 

Improvident and imprudent expenditures also call for modifications in the 
original-cost figures as shown by the company’s books. Regulatory authorities 
have recognized that the public cannot be required to pay for mistakes, ill- 
conceived projects, and imprudent investments.^-^ In general, new investments 
should add either to the earning capacity of the utility or should improve the 
tpuality of the service rendered. -■* This question arises frequently with respect 
to property constructed in advance of present needs, and normally commis- 
sions are inclined to permit the inclusion of such investments in original cost. 
But where the property is unwarrantedly in excess of present and prospective 
future requirements, that part of the investment should be excluded from 
the original-cost finding and the rate base.''^” 

The development of holding-company systems and the multiplication 'of 
intercorporate transactions has further complicated the determination of what 
capital charges may legitimately be included in the findings of original cost. 
Construction work, the purchase of equipment and supplies, and the flota- 
tion of securities all give rise to charges that find their way into capital ac- 
counts, and these operations have typically been handled by an affiliate when 
the utility is a member of a holding company system. Following the lead 
given by the Supreme Court in Sniith v. Illinois Bell Telephone Company, 
state and federal commissions have been increasingly critical of capital charges 
arising out of intercompany payments, insisting that such payments be limited 
to the actual cost to the affiliated company, and that they be not in excess 
of the payments that would be incurred in acquiring the same property from 
other sources.-' The importance of these items may be realized when it is 
noted that in one instance the California Commission found that at least 55 
per cent of the amount paid to an affiliate by an operating company and in- 

-- V. Consuwers Elec. L. & P. Co., P.U.R. i9i5A, 956 (Mo. 1915); Kansas City So. Ry. 
Co.,y^ I.C.C. 223, 230 (1919); Spo/iane, P. & S. Ry. Co., 41 Val. Rep. I, 13-15 (1932); Re Capital 
Traiuit Co.. 25 P.U.R. (N.S.) 177 (D.C., 1938). 

Atlanta, B. & A. R. Co., 75 I.C.C. 645, 668 (1923); Dept, of Public Wor/{s v. People’s Utility 
Co., P.U.R. 1924E, 724 (Wash., 1924). 

. 4(1 ranees in Rates, Western Case, 20 I.C.C. 307, 341 (1911); Re Interstate Utilities Co.. 
P.U.R. 1924A, 197 (Ida,, 1923). But see Port Worth Gas Co. v. Port Worth, 35 F. (2d.) 743 
(N.D. Tex., 1929). 

Sullivan V. Mo. Elec. P. Co. 6 P.U.R. (N.S.) 225, 244 (Mo., 1934). See also Re Detroit 
United Ry., P.U.R. 1923E, 282 (Mich., igz^); Colorado P. Co. v. Halderman, 295 Fed. 178 
(D. Colo., 1924). 

282 U.S. 133 (19.30). 

21 Re Union Elec. L. & P. Co., P.U.R. 1924A, 74 (Mo., 1923); Re Tennessee Eastern Elec. Co., 
P.U.R. rgahE, 378 (Tenn., 1926); Re Louisville Hydro-Electric Co., i P.U.R. (N.S.) 454 (F.P.C., 
1933); Re Wisconsin Tel. Co., 6 P.U.R. (N.S.) 389 (Wis., 1934); Comm. v. Empire Dist. Co., 
10 P.U.R. (N.S.) 302 (Mo., 1935); Re Long Island Lighting Co., 18 P.U.R. (N.S.) 65 (N.Y., 
1935); Re Northern States P. Co.. 15 P.U.R. (N.S.) 126 (N.D., 1936). 
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eluded in the capital overheads should be deducted in order to eliminate inter- 
company profits and record the overheads on an actual-cost basis.-'^ And a 
similar necessity for the elimination of unwarranted inflation in cost figures 
arises when mergers and acquisitions of utility assets take place at prices in 
excess of the costs to the predecessor company,-® and when there have been 
write-ups in the asset accounts based on revaluations of the utility’s prop- 
erty.'’^® 

Obstacles and Problems in Determination. The obstacles and problems 
that are encountered in the determination of original cost depend in the first 
instance upon the definition of original cost which is adopted. If the recom- 
mended definition of original cost — the actual cost of the existing units of 
property — be accepted, the difficulties in its ascertainment are not likely to 
be insurmountable. Even where original cost cannot be determined from the 
books and supporting accounting data, it is usually possible to prepare reason- 
ably accurate estimates for those parts of the property whose original cost 
is unknown from records of the prices of labor and materials current at the 
time the property was constructed. 

The definition of original cost as the cost of the existing units of property 
does not eliminate all difficulties. It may still be impossible, even in the case 
of the better regulated companies, to ascertain original cost from accounting 
records alone. The question whether retirements have been accurately shown 
arises frequently. The utility’s property cannot be disassembled into units to 
which definite ages can be assigned. A single purchase, as of real estate, may 
include both useful and non-useful property; or a contractor may have con- 
structed a complex project for a single payment without ever preparing an 
itemized statement of the allocation of costs to the parts thereof. Again, pur- 
chases of operating properties or equipment from affiliated interests, and 
mergers and consolidations, may have introduced write-ups which make it 
difficult to discover what the asset or property actually cost when it was first 
devoted to the utility service. 

3. JUDGMENT REGARDING ORIGINAL COST 

The discussion has been concerned with original cost as a measure of the 
rate base upon which the right of the utility to earn a return should be judged, 
not as the rate base in itself,'^^ Any final appraisal of original cost must weigh 
the advantages and disadvantages inherent in the use of alternative methods 
of arriving at a satisfactory rate base. Thus, until the entire procedure of as- 

San Diego v. San Diego Consol. Gas & E. Co., 7 P.U.R. (N.S.) 443, 458-462 (Cal., 1935). 

Re Kansas City Elec. L. Co., P.U.R. 19.17C, 728 (Mo., 1917); Potomac Elec. P. Co. v. Comm., 
P.U.R. 1920C, 326 (Sup. D.C., 1920). 

Commercial Club v. Pub. Utilities Co., P.U.R. 1915C, 1017 (Mo., 1915); Re Bliiefield Tel. 
Co. P.U.R. 1926D, 209 (W.Va., 1926); Re Mountain States P. Co., 3 P.U.R. (N.S.) 29 (Or., 
1933); East Hampton v. East Hampton Elec. L. Co., 8 P.U.R. (N.S.) 143 (N.Y., 1935); Comm. 
V. Ozar\ Utilities Co., 18 P.U.R. (N.S.) 408 (Mo., 1937). For estimates of the extent of write-ups 
in utility assets due to the operations of holding companies, see Chapter IV. 

This latter question relates to questions considered in the presentation of the prudent-invest- 
ment program. (Chapter XVII.) 
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certaining fair value has been presented, the conclusions which follow must 
be held to be tentative only. 

Advantages. The advantages of original cost as a measure of the rate base 
may be analyzed in relation to three criteria: administrative efficiency in regu- 
lation, financial stability for the enterprise and its investors, and the main- 
tenance of equitable relations between the patrons and the company. 

The relative ease with which administrative and regulatory authorities 
may determine original cost is a legitimate reason for the preference which 
commissions have shown for this measure of the rate base. Provided there 
has been adequate supervision of accounting, the commission’s investigators 
can usually ascertain the original cost of the present property without great 
difficulty. The task of determining original cost may be further simplified 
by requiring the utility company to maintain a continuous inventory of its 
property, so that time and effort may not be required to make a detailed veri- 
fication of the existence of the units whose costs are carried in the asset ac- 
counts. Revisions in original cost figures are required only infrequently (not, 
as with reproduction-cost estimates, whenever there is a change in the general 
level of prices), and when required, can be completed with only a check on 
net capital additions and retirements subsequent to the last determination. 
Since original cost is based upon findings of fact by the commission or its 
staff, rather than on estimates and forecasts, the commission has a relatively 
certain and stable basis for its decisions — an advantage which brings in its 
train an elimination of some of the grounds for litigation which flourishes 
when reproduction cost is the measure of the rate base. The occasions for the 
fantastic distortions in the rate base due to the changeable and subjective 
judgments of valuation experts, commissions, and courts, are also largely 
avoided. 

Any circumstances which add to the financial stability of utilities will lower 
the cost of capital and reduce the expense of the service. Original cost is not 
subject to those wide fluctuations which are characteristic of reproduction- 
cost estimates. As long as utility enterprises are financed largely by securities 
whose earnings are fixed by contract (bonds and preferred stocks), any sub- 
stantial decline in the rate base below the original-cost figure, may leave the 
utility unable to meet its fixed charges and may threaten it with bankruptcy. 
The majority of investors desire stable incomes, as witness their purchase of 
bonds and preferred stocks, and it is doubtful if even the common stockhold- 
ers would welcome the wide fluctuations in earnings that would follow the 
complete abandonment of original cost as a guide to utility earnings. 

Justice between patrons and investors is said to be assured by the use of 
original cost to determine the appropriate amount of utility earnings. Cer- 
tainly, in the first instance, the original cost is the measure of the property 
devoted to the public service. Assuredly full justice is done to bondholders 
and preferred stockholders if earnings continue to cover their contractual 
interest and dividend payments; and so far as that pzrt of the utility’s capital 
is concerned, consumers should not be required to pay more. If justice to 
common stockholders requires a larger rate of return during a period of in- 
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flation, the granting of earnings sufficient to pay larger common dividends 
is not inconsistent with the use of original cost to measure the rate base. 

Disadvantages. Two major disadvantages are said to adhere to the use 
of original cost as a measure of the utility’s right to earn an income, the most 
serious of which is that fixing prices according to past costs will result in dis- 
tortion in the allocation of economic resources. This argument is derived by 
analogy from the conditions which are assumed to result from the free play 
of competition in the unregulated sector of industry. Under competitive con- 
ditions, price is said to be normal when equilibrium conditions prevail, that 
is, when there is no tendency for either the investment, or the withdrawal, 
of capital or labor. Under such conditions, price is said to possess two func- 
tions: in the short run, to move the present volume of production into con- 
sumption and to ration limited quantities among competing uses for the 
commodity; and in the long run, to guide the flow of capital and labor into 
the different fields of production so that the marginal productivity of capital 
and labor will be approximately the same in all employments. Applying this 
analogy to the pricing of the utility services, if prices fixed on the basis of 
past costs remain unchanged at a time when the general level of costs is ris- 
ing, the “bargain prices” will cause a larger use of the utility service than 
would occur if consumers were required to pay the current real cost of pro- 
duction, and there will be an apparent need for further investments of capital; 
but the inadequacy of utility earnings will make it difficult for the industry 
to secure additional capital funds in competition with other investment oppor- 
tunities. Conversely, if utility prices remain high in a period when costs of 
production in general are declining, the high prices will arbitrarily reduce 
the sale of utility service, even though consumers would gladly purchase 
more of the service at prices above the true economic costs; this suppression 
of the demand for the product will deter further investment of capital and 
labor in the industry to the prejudice of true efficiency, for further invest- 
ments in the utility industry would yield larger increments of real social in- 
come than equivalent investments in other directions.^- 

It must be admitted that theoretically this criticism of original cost is a 
serious one. Presumably regulation should not produce a distortion in the 
flow of investment funds and in the application of labor and other resources; 
resources should be so distributed among competing uses that no change in 
their allocation could produce an increase in the real income of the com- 
munity. Nevertheless, two countervailing considerations may be presented as 
to the practical importance and validity of this criticism of original cost, (i) In 
practice, those who would utilize reproduction-cost figures instead of original 
cost to give effect to changing costs of production, tend to apply the alternate 
in such a way that utility prices are more responsive to changes in the general 
level of prices than to the actual changes in costs in the utility industry. 
(2) The adjustment of prices to changing conditions of costs in industries 

Sec Dorety, “The Function of Reproduction Cost in Public Utility Valuation and Rate Mak- 
ing,” 37 L. Rev. 173-200 (Dec., 1923); Brown, “Defects in Mr. Brandeis’s Theory of 

Prudent Investment as a Rate Base,” 12 Calif. L. Rev. 283-301 (May, 1924); Brown, “Railroad 
Valuation and Rate Regulation," 33 /. Pol. Ecori. 505-530 (Oct, 1925); Brown, “Economic Basis 
and Limits of Public Utility Regulation,” ^3 A.B.A. Rep. 717-737 (July, 1928). 
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which are most nearly analogous to the public utilities seldom occurs with 
the smoothness and accuracy that the theory assumes. Industries with heavy 
fixed costs, such as characterize utility enterprises, are not those whose prices 
reflect sensitively the variations in production costs; indeed, they are likely 
to follow a quite rigid price policy, preferring to accept smaller volume of 
production to the uncertainties of substantial price reductions. And further- 
more, it is in the industries with relatively heavy fixed investments that com- 
petition produces the greatest maladjustments in the allocation of capital and 
other resources. 

The second major disadvantage is especially apparent in enterprises which 
are financially unsucessful. Where radical declines in demand for the service 
occur, or where competing services develop, it may become utterly impossible 
for the utility to earn a return on its original cost with any schedule of charges. 
The fate of the street railways supplies a dramatic illustration of the decline 
that can come to a once thriving industry. Under such circumstances, all dis- 
cussion of adjusting rates to a rate base is purely academic. 

Conclusion. This brief presentation of the characteristics of original cost 
should reveal its relation to the regulation of utility rates and charges. The 
methods available for its determination and the problems peculiar to each 
have been canvassed. On grounds of administrative efficiency, economic ex- 
pediency, and equity, original cost affords a satisfactory measure of the rate 
base. Some adjustments in the rate of return may be necessary if original cost 
is relied upon to fix the rate base when the general price level is fluctuating 
materially. Otherwise, the disadvantages in this measure do not assume seri- 
ous proportions. 


CHAPTER XIII 


REPRODUCTION COST 

I. THE REPRODUCTION-COST METHOD 

Introductory. The reproduction-cost method of valuation presents greater 
difficulties than are encountered in the determination of original cost — diffi- 
culties in part inherent in the complex character of reproduction-cost esti- 
mates and in part traceable to the divergent assumptions and procedures that 
characterize the valuation work of different courts and commissions. As a 
first approximation, reproduction cost may be defined as the estimated cost 
of reproducing or reconstructing a particular property or enterprise. Repro- 
duction-cost estimates are of two types: the cost of reproduction new, ba.sed 
on the assumption that the property is in new condition; and the cost of repro- 
duction less depreciation, based on the assumption that the property is in its 
present depreciated condition. 

The estimate of reproduction cost begins with the assumption that the 
property to be valued is not in existence. A practical and economical pro- 
gram for the construction of the property is prepared; the items constituting 
the physical property are inventoried; unit prices are calculated for each class 
of property. Special investigations are undertaken to develop the present price 
of land holdings. Separate allowances are made for expenditures of an over- 
head and intangible character that have not been included in the valuation 
of the physical property. And finally, in determining the cost of reproduc- 
tion less depreciation, the age and condition of the depreciable property is 
noted and the amount of accrued depreciation is calculated and deducted 
from the cost of reproduction new. 

The Assumptions. The final estimate secured by the reproduction-cost 
method depends largely upon the assumptions on which the valuation is 
made. Is reproduction cost concerned with the cost of reconstructing the 
present plant as it exists at the valuation date or the cost of constructing a 
substitute plant such as would now be constructed to perform the same func- 
tions? Is the cost to be calculated on the assumption that present or original 
physical conditions prevail? And is the reconstruction to be done by historical 
or by present methods of construction? Is it assumed that the property is to 
be rebuilt as a single undertaking or piecemeal, additions being made to the 
property as its output enlarges? 

- Reproduction of an identical, or a substitute, plant? With all products 
capable of being freely reproduced, commercial or market value is limited 
by the present cost of replacement, replacement not in kind but in equivalent 
capacity for performing its proper function. No existing utility property would 
be reproduced precisely as it exists on valuation date. All complex properties 
that have grown through the years will exhibit many examples of lack of 
perfect adaptation to contemporary conditions of technology, market de- 
mand, and territory served. New methods of construction have rendered old 
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properties obsolete. An expanding demand for electric service has left many 
generating stations v^dtli several units of small capacity where today a new 
plant serving the same market would install a small number of large gen- 
erators. A growth in the territory served, could it have been anticipated, would 
in many cities have led to a different location of the utility plant. Should all 
of these factors be considered by determining the replacement cost of an 
equally efficient substitute plant, such as would be built under contemporary 
conditions, or should the existing plant be valued.? 

Those who favor the reproduction cost of an equally efficient substitute 
rather than the cost of reproducing the existing plant, point out that the for- 
mer conforms more closely to commercial market value. It is argued that the 
public is primarily concerned with service, not with the instruments by which 
that service is rendered; that under competitive conditions, the service would 
be available at a price reflecting the cost of the most modern methods of sup- 
plying it; and that the public should not be required to pay more than the 
costs of supply from an equally efficient modern plant. These considerations 
have not prevailed. 

There are certain objections to strict adherence to the replacement cost of 
the existing plant as the standard for valuation. The public should not be 
saddled with higher costs because the existing plant is obsolete or poorly 
adapted to its function; appropriate deductions for accrued depreciation 
should be made. Also, the existing plant, if it has been constructed in piece- 
meal fashion to meet an expanding demand for the utility service, probably 
represents a larger investment than would now be requisite to perform the 
same service. Furthermore, technical difficulties in making the reproduction- 
cost estimate are encountered when significant parts of the plant are no longer 
in current production; to replace each of these outmoded parts would be 
more expensive than to construct a modern plant. 

The acceptance of the existing plant rather than an equally efficient substi- 
tute plant as the standard for the determination of reproduction cost is urged 
on grounds of equity to the company and of practicability in the valuation 
work. Since the company’s obligation to serve has been a continuing one in 
the past, the company should be credited with what it has done in good faith 
and in conformance with reasonable judgment. Also, it is all too apparent that 
the standard of an eciually efficient substitute plant would raise difficulties, 
opening the doors to speculation and uncertainty as to the nature of the sub- 
stitute plant, with unending and futile confusion in the determination of 
the reproduction cost. 

The Supreme Court has been quite emphatic in holding that reproduction 
cost is concerned with the reproduction of the identical property, not with 
the reproduction of the service.^ Most of the lower courts and regulatory 
commissions have long conformed to the standards of the existing property 
as the general guiding principle for the determination of reproduction cost. 
The standard oJ the identical plant has not been followed slavishly — the ob- 
jective has been the cost of reproduction of the company’s property by the 
use of materials and methods substantially, not exactly, similar to the property 

^ McCardle V. Indianapolis Water Co., 272 U.S. 400, 417-418 (1926),, 



4i8 economics OF PUBLIC UTILITY REGULATION 

being valued.- Thus, commissions and courts have not hesitated to base re- 
production cost on the cost of a substantially similar substitute when the 
identical equipment or material is no longer manufactured or available in 
the market.'^ 

Present or original conditions? Whether reproduction cost should be de- 
termined on the assumption that historical or present conditions as to terrain 
and sources of supply prevail has not been authoritatively decided. With the 
exception of the Interstate Commerce Commission, this question does not 
appear to have been thoroughly explored by the regulatory authorities. 

A strict adherence to the logic of reproduction cost would dictate the ac- 
ceptance of present conditions. This is the interpretation of reproduction cost 
adopted by the Interstate Commerce Commission in its valuation work,'^ 
and by a substantial number of the commissions that have given attention 
to this question.® The assumption of present conditions would presumably 
include the adoption of present sources of supply for materials even though 
the materials were not precisely of the kind used in the original construction. 

The adoption of original conditions would encounter serious difficulties. 
It would obviously involve a distortion of reproduction cost, for certainly no 
property being built in the present can take advantage of conditions that pre- 
vailed in the past. Double counting would be involved in valuing land ac- 
cording to the present value of similar adjacent lands, and at the same time 
allowing the historical cost of clearing forests, filling swamps, and otherwise 
reducing the land to cultivation. There is the further difficulty of accurately 
determining conditions at the time of the original construction. Despite these 
difficulties in theory and application, a few reproduction-cost determinations 
based on original conditions have been made.® 

The adoption of present conditions may, under certain conditions, appear 
to work to the disadvantage of the utility; for example, the disallowance of 
expenditures involved in the relocation of highways or crossings,'’’ the exclu- 
sion of expenses for the relocation of buildings,® and the rejection of expendi- 
tures for property no longer in use.® In so far as the investment or sacrifice 
by the company is considered a fair standard for the regulation of charges, 
the adoption of reproduction cost under present conditions vyill be thought 

2 Consol. Water Co. v. Malthie, 275 N.Y. 357, 9 N.E. (2d) 961 (1937). 

^ Texas Midland R., 75 I.C.C. i, 41, 1x8, 177 (1918). 

In one instance where reproduction in kind was impractical, a commission trended the original 
cost to conform to the present level of prices. (Re Capital Transit Co., 25 P.U.R. [N.S.] 177 [D.C., 
1938].) 

Texas Midland R., 75 I.C.C. i, 14-16, x 15-118 (x9x8); Atlanta, B. & A. R. Co., 75 I.C.C. 645, 

651 (192.?)- 

® Knoxville v. South Pittsburgh Water Co., P.U.R. X928B, 204 (Pa., 1927); Douglas v. Arizona 
Edison Co„ 1 P.U.R. (N.S.) 493 (Ariz., igss) I Scranton-Spring Brook Water Service Co. v. Comm., 
X19 Pa. Super. Ct. 1x7, x8i Atl. 77 (X935); Pacific Tel. Sr Tel. Co. v. Thomas, 13 P.U.R. (N.S.) 
337 (Or. C.C., 1936); Re Capital Transit Co., 25 P.U.R. (N.S.) 177 (D.C., 1938). 

^ Peck V. Indianapolis L. & H. Co., P.U.R. 1916B, 445 (Ind., 1915); Milwaukee Elec. R, & L. 
Co. V. Milwaukee, P.U.R. X918E, x (Wis., 19x8). 

If the purpose of the reproduction -cost estimate is to provide a check for the original cost of, 
or investment in, the utility, then the assumption of original conditions is logical. 

7 Texas Midland R., 75 I.C.C. x, 116 (1918). 

^ Cumberland & M. R. Ca., ii6 I.C.C. (ig26). 

8 San Pedro, Los Angeles & Salt Lake R. Co„ 75 I.C.C. 463, 480 (1923), 



REPRODUCTION COST 419 

to work relative injustices among utility companies, for different companies 
may have experienced wide variations in their investment costs without any 
corresponding differences in the replacement costs under present conditions. 

Much attention has been devoted to the possible injustices to consumers 
that may result from a strict application of the reproduction-cost technique 
under present conditions. For example, carriers and other utilities have 
claimed as part of their reproduction cost the estimated expense of remov- 
ing hypothetical buildings that would presumably be found on the sites used 
by the utility. Claims may also be based on increased costs due to a multi- 
plication of subsurface structures,^ ^ the cutting and replacing of street pave- 
ments laid subsequently to the placing of the utility’s subsurface structures, 
and theoretical overhead costs. So impressed have many students of valua- 
tion been by the dangers to the consuming public or to the utilities in the 
adoption of present conditions that they have been prepared to risk the cer- 
tain difficulties inherent in the acceptance of historic conditions as the guide 
to the preparation of the reproduction-cost estimate.^-^ 

It must be recognized that an undeviating adherence to either historic or 
present conditions in the preparation of the cost-of-production estimate may 
work serious injustice to either the investors or the consumers. The balance 
of advantage appears to be inclined to the acceptance of present conditions 
as the guiding principle. However, where considerations of justice and equity 
to either patrons or utility require it, departures from strict compliance with 
the assumption of present-day conditions are in order. 

Original or current methods of construction? There is no doubt that most 
utility structures could be replaced by the use of less costly construction 
methods than were employed when they were built. The requirement that 
the reproduction program be prudent and economical carries with it the ac- 
ceptance of modern methods of construction as the standard for measuring 
the cost of reproduction.^*^ 

Piecemeal construction? For purposes of the reproduction-cost determina- 
tion, should it be assumed that the property would be constructed in piece- 
meal fashion or that it would be built as part of a single co-ordinated con- 
struction project .i* Historically, most utility properties were constructed in 
piecemeal fashion, additions being made as the demand increased or the 
service area broadened. Piecemeal construction is always more expensive than 
“single-impulse construction”; hence, to the extent that unit prices for ma- 
terials and labor are prepared on the basis of actual costs to the company, they 
will exaggerate the present reproduction cost. The reproduction-cost deter- 

^0 The Interstate Commerce Commission has rejected such claims in its valuations of the rail- 
roads, Texas Midland R., 75 I.C.C. 1, 116-117 (1918). 

It was exaggerated claims for similar allowances that caused Mr. Justice Hughes in The Minne- 
sota Rate Cases, 230 U.S. 352, 452, 455 (1913) to reject the application of the cost-of-reproduction 
method to the valuation of lands. 

Columbus G. & F. Co, v. Colufnbtis, 17 F. (2d) 630, 637-638 (S.D. Ohio, 1927). 

12 These claims are almost universally rejected on the authority of the Supreme Court’s decision 
in Des Moines Gas Co. v. Des Moines, 238 U.S. 153, 171-172 (1915) . 

i^Maltbie, Public Utility Valuation, pp. 32-33; Spurt, Guiding Principles of Public Service 
Regulation, I, 330-331; Whitten-Wilcox, Valuation of Public Service Corporations, I, 688. 

Kansas City So. Ry. Co., ys I.C.C. 223, 244 (1919). 



420 ECONOMICS OF PUBLIC UTILITY REGULATION 

niination seeks the replacement of the property as it exists on valuation date; 
piecemeal methods and costs are, therefore, unacceptable. This is the position 
that has been taken by most of the commissions that have passed on the 
matter.^''’ 

The property new or in its present condition? All utility properties that 
have existed for any time have experienced a cumulative decline in value 
due to wear and tear, obsolescence, inadequacy, and the changing require- 
ments of public authorities. Depreciation is the diminution in value of prop- 
erty due to the lessening of its service-life from any, or all, of these causes. 
Since the object of the valuation is the determination of the fair value of the 
present property, it becomes necessary to determine not only the cost of re- 
production new, but also the cost of reproduction less depreciation. 

Reproduction Cost Defined. On the basis of this consideration of the alter- 
nate assumptions according to which the reproduction-cost estimate may be 
prepared, it appears that— reproduction cost is concerned with the reconstruc- 
tion of an identical or substantially similar plant, as a single integrated under- 
taking, under present conditions and with the use of modern methods. Since 
the reproduction cost of the property in its present condition is sought, the 
reproduction cost new must be diminished by the amount of the depreciation 
in the property to secure the cost of reproduction less depreciation. 

Valuation Procedure. The general character of utility valuations. The 
term “valuation” is used to identify the pecuniary sum at which a property 
is appraised and also to describe the process by which that sum is determined; 
that is, valuation refers both to the process and the result of that process.^'^ 

Valuations by regulatory commissions. There are marked differences in 
the thoroughness with which commissions prepare valuations. The most 
accurate and painstaking work has been done by the federal commissions, 
the Interstate Commerce Commission being the pioneer in the field.’^ In 
some instances, state commissions have employed staffs of expert engineers, 
accountants, and attorneys; in other cases, the commissions have made their 
“valuations” largely on the basis of testimony introduced by valuation experts 
employed by the company or by other parties to rate proceedings. 

Judicial valuations. When a valuation is appealed to the courts, there may 

Interstate Commerce Commission— rearcj Midland R., 75 I.C.C. 1, 115 (1918); California 
—Fresno v. San {oaqiiin L. Sr P. Co., 19 P.U.R. (N.S.) 73 (1936); Missouri— AV Missouri S. R. Co.. 
P.U.R. 1916C, 607 (1915); New Jersey— Re N. Y. Tel. Co., P.U.R. 1925C, 767 (1924); New 
York— Ae Brool{lyn Borough Gas Co., 21 P.U.R. (N.S.) 353 (1937): Oklahoma— Soiish- 
western Bell Tel. Co., 9 P.U.R. (N.S.) 113 (1935); Oregon— Ae Pacific Tel. & Tel. Co., 8 P.U.R. 
(N.S.) 61 (1934); Texas— Lone Arar Cor Co. V. Fort IFor.'/j, 20 P.U.R. (N.S.) 89 (1937); Virginia 
—Re Chesapeake Sr P. Tel. Co., P.U.R. 1926E, 481 (1926); Washington— Do/;/, of Public Sendee 
•V. Pacific P. Sr L. Co., 13 P.U.R. (N.S.) 187 (1936); Wisconsin— AV Wisconsin Tel. Co., 13 P.U.R 
(N.S.) 224 (1936). 

The testing of whether rates prescribed by regulatory authorities are nonconfiscatory, as 
well as the establishment of reasonable rates in the first instance, requires resort to the valuation 
procedure. Although the principles governing the findings of the fair value or the rate base are 
substantially the same whether they are prepared for a judicial or an administrative tribunal, there 
are certain aspects in which the procedures of courts and commissions differ. These differences 
will be noted in pa.ssing. 

poi- a detailed description of the valuation methods of the Interstate Commerce Commission 
see Texas Midland R., 75 I.C.C. i, 108-186 (1918). This material is also available in Barnes,’ 
Cases on Public Utility Regulation, Chapter IX. 
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be either a certification of the record before the commission so that the court’s 
decision may be based upon the commission’s findings of fact or there may 
be a trial, de novo. If there is a new trial, the actual valuation is ordinarily not 
the work of the court. Instead, the court will normally appoint a special mas- 
ter to take testimony and sift conflicting evidence. The master then prepares 
his findings and recommendations which are thereupon submitted to the 
parties to the case; the master’s report, together with the exceptions and the 
briefs of the contending parties, is then submitted to the court and an oppor- 
tunity is presented for oral argument before the court. On the basis of these 
reports and arguments, the court is prepared to make its findings of value. 
Though the case may be appealed from the lower to higher courts, the work 
ol: valuation will not be repeated; if defects are discovered in the valuation of 
the lower court, the higher court may simply modify the decree of the lower 
court or the matter may be returned to the lower court for further proceed- 
ings in harmony with the rulings of the higher court. 

2. PHYSICAL PROPERTY OTHER THAN LAND 

The valuation of the physical property other than land presents certain 
distinct problems. The appraisal involves four operations: an inventory of 
the property, the determination of the condition of each class or unit of prop- 
erty, the preparation of unit costs for each category of property, and the ap- 
plication of the appropriate unit prices to the inventory quantities to obtain 
the final appraisal figures. 

The Inventory. Its preparation. If the valuation is to be done thoroughly 
and carefully, the inventory should be prepared by the commission’s staff, 
or perhaps jointly by the commission and the utility. The procedural details 
in the preparation of the inventory depend upon the character of the property 
and the state of the records pertaining to it. If the records of the company — 
not simply accounting records, but construction plans, specifications, en- 
gineering reports, vouchers, deeds, et cetera — are complete and accurate, it 
may be possible to prepare the inventory from the records, making field sur- 
veys only to verify the sufficiency of the records. On the other hand, if the 
records are incomplete or of doubtful accuracy, the inventory must rest on 
field studies. Even the most painstaking field studies will not suffice to pro- 
duce a complete inventory of the property; in any complex property, there 
will always be elements of cost attaching to the physical property that will 
not be revealed by inspection alone, even for those physical properties that 
are capable of being fully measured and described. Therefore the field sur- 
veys must always be supplemented by a detailed study of all available records 
(those of contractors and others connected with the property as well as those 
of the corporation itself) in order to eliminate errors in the field studies, to 
identify invisible items (such as underground construction and temporary 
structures), and to obtain information as to inaccessible elements of the prop- 
erty.^® 

i*For a description of the method pursued by the Interstate Commerce Commission which 
illustrates the thoroughness with which the work should be done, see Texas Midland R.,-75 
I.C.G. I, iio-m (1918). 
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If it lacks the time or the staff requisite for the thorough and detailed in- 
ventory such as has just been described, a commission may rely upon a so- 

called “yardstick appraisal.” This procedure involves the careful appraisal 
ii of a limited part of the utility’s property for the purpose of testing the relia- 

bility of the utility’s valuation. If the company’s appraisal does not agree with 
that of the commission, it is assumed that the same margin of error is to be 
found in the entire company appraisal, and a correction is made by a per- 
centage adjustment. Although this procedure does not afford the same pro- 
tection to the public that is secured by the more detailed inventories and ap- 
’ \ I praisals, the “yardstick” procedure has its advantages— significant savings in 

’ ' time and expense, and eliminating controversies over matters of detail. 

■m; “Spot checking” is another short-cut to an appraisal of a utility’s property. 

\ j The commission may start with the inventory and appraisal prepared by the 

company or some other party to a rate proceeding, and cause its own staff 
to verify details selected at random. If the “spot checking” reveals errors, they 
cannot normally be compensated for by any overall adjustment such as is 
used in the “yardstick-appraisal” method; indeed, if the errors are sufficiently 
serious, it may be necessary for the commission to proceed with its own valu- 
ation of the property. 

■!j ' The form of the inventory. To be satisfactory, the inventory must be a care- 

Jp !’ fully classified and fully itemized list of all the physical property of the utility 

company. Since most utility properties are extremely complex aggregations 
' . - of structural items and equipment, it is important, both for economy in prepa- 

ration and practicability in use, that the form of the inventory be carefully 
considered before the actual listing of the property begins. In general, the 
inventory will follow the form of the prescribed system of accounts, and 
, within the accounting classification the enumeration will presumably use 

the conventional units employed in contracts and commercial transactions. 
V The description of each unit of property must be so full and complete, through 

; , classification, measurement, or other description, that no questions will arise 

j i as to its identity or the appropriateness of the unit prices finally applied to it. 

The substance of the inventory. What specific properties of the utility should 
be inventoried and included in the rate base, and what property should be 
excluded in the finding of fair value.? In so far as it has spoken, authority, in 
, the voice of the Supreme Court, has been concerned with generalized and 

■ i affirmative statements that the utility should have “a fair return upon the 

■ reasonable value of the property at the time it is being used for the public”; 

that is, the inventory should include all property which is actually and neces- 
’ I sarily used and useful in the rendition of its public service. 

Every utility will own or use many items of property whose status for valu- 
ation purposes is somewhat ambiguous. The discussion of the substance of 

i the inventory may consider specifically the status of seven categories of utility 

property : 

:i ; 1 *^ Southwestern Bell Tel. Co. v. Comm., 262 U.S. 276, 282-287 (1923). 

' 20 Qi^igf Justice Hughes in Los Angeles G. & E. Co. v. Comm., 289 U.S. 287, 305 (1933), 

1: quoting from Diego Land & Town Co. v. National City, 174 U.S. 739, 757 (1899). Many 
other expressions of similar import have been used by the Court. 

'bln- 
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(1) The status o£ property acquired through the reinvestment of earnings 
may depend upon whether those earnings were excessive or only fair. Ac- 
cording to the theory of regulation, the utility is permitted to earn only a 
fair return upon its property or investment. If the utility, while receiving only 
a fair return, chooses to withhold some of its earnings for investment in 
additions to its property, the property so acquired may be regarded as hav- 
ing been purchased with funds belonging to the stockholders. But if the 
utility enjoys surplus earnings, so that in addition to paying a fair return to 
its security holders, it is in a position to make capital investments out of 
earnings, a more delicate question is present as to the equitable treatment of 
such property. It might seem fair to regard property so acquired as held in 
trust for consumers. But in reality the answer is not so simple. The utility 
with surplus earnings was under no compulsion to reinvest any part of them; 
all earnings could have been distributed in the form of dividends (though if 
excessive dividends had been paid there would probably have been a demand 
for reductions in rates); and capital additions could have been financed 
through the sale of additional securities. To exclude from the rate base prop- 
erty which has been acquired in the past through the reinvestment of earn- 
ings, however excessive, will only penalize the conservatively managed 
utilities. 

For the future, however, the equitable rule should prevail. Utility com- 
panies should not be permitted earnings above a fair return if such surplus 
earnings are not to be impressed with a public trust so that they may be used 
neither to pay excessive dividends nor to enhance the rate base upon which 
the consumers are later required to pay a return. 

The legal status of property acquired through the reinvestment of earn- 
ings has already been discussed.^^ Rate regulation may not operate retro- 
actively. The Supreme Court has held that property used by the utility is 
entitled to earn a return even though acquired with funds paid in by con- 
sumers in excess of the costs of the service.^- 

(2) Property used in the utility service but acquired without cost to the 
company may have been donated by some governmental unit, supplied by 
patrons, paid for with customers’ deposits, or purchased with funds accumu- 
lated for depreciation, or for other, reserves. 

The fair and equitable disposition of this question would appear to be 
the exclusion of donated property from the inventory. Obviously such prop- 
erty was not given for the purpose of enabling the corporation to exact higher 
charges; the intent was rather to enable the company to keep its investment 
at a minimum and so to enjoy a reasonable return on its investment with 
smaller earnings. Clearly, in establishing the rate base, franchises and any 
analogous rights in public property must be excluded from consideration 
except to the extent that the utility has incurred a cost in obtaining such 
rights from a governmental unit.^^ 

21 Chapter XL 

22 Bd. 0/ Pub. Utility Commrs. v. N. Y. Tel. Co., 2yi U.S. 23, 31-32 (1926). 

23 Willcox V. Consolidated Gas Co., 212 U.S. 19, 44-48 (1909); Georgia Ry. & P. Co. v. 
Comm., 262 U.S. 625, 632 (1923). 
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Where property has been supplied by patrons or where funds have been 
paid to secure the extension of service to consumers who would not other- 
wise have been served, the same equitable rule should prevail. Though the 
title to such property is usually in the utility, a majority of the commissions 
ruling on the matter have held that customers’ contributions should be de- 
ducted from the rate base, unless the utility is paying interest on such contri- 
butions and is under obligation to refund the payments to the customers at 
some future date.-'* 

It is sometimes said that property has been acquired without cost to the 
corporation when it has been purchased with funds accumulated for depre- 
ciation or other reserves. The treatment of such property raises more involved 
questions than have been presented by other instances of the acquisition of 
property without cost to the utility. In theory, it would seem proper that, 
where reserves have been accumulated by charges to operating expenses, the 
reserves so accumulated, or the property acquired with the investment of such 
funds, should not result in an addition to the rate base.-"* 

In justice to utility corporations, the rule suggested with respect to prop- 
erty acquired without cost to the company should work both ways. In many 
instances, public service corporations are under the necessity of spending sub- 
stantial funds without acquiring any property in return: the removal of grade 
crossings, the substitution of underground for overhead wires, and other ex- 
penditures of a similar character are sometimes held to be of no moment in 
the determination of the rate base. If it is fair to disregard legal ownership 
where the utility is using property that has been provided through funds of 
patrons, it is just and reasonable to permit the utility to claim a right to a 
return upon any such expenditures as the corporation has been required to 
make. 

(3) Every sizeable business finds that it is employing properiy which it does 
not own. For such property, either of two alternatives may be followed: it 

Re Southern Calijornia Edison Co., P.U.R. 1924C, 40, 46 (Cal., 1933); Gcniert v. Myer.s- 
town Water Co., P.U.R. 1925B, 290, 293-294 (Pa., 1924); Public Utilities Comm. v. East Provi- 
dence Water Co., 48 R.I. 376, 136 Atl. 447 (1927); Re Elizabethtown Water Co., P.U.R. i9a7E, 
39, 45 (N.]., 1927); Wisconsin Public Utility Co., P.U.R. 1930A, 119 (Wis., 1929); Re 
Northern Power Co., P.U.R. 1933C, 128, 131 (Mich., 1932); Re Brool{lyn Borough Gas Co., 
21 P.U.R. (N.S.) 353, 413-414 (N.Y., 1937). Contra: Re Sullivan Comity Watep Co., P.U.R.’ 
1922B, 715, 727 (Ind., 1921); New Roc/ielle Water Co. v. Maltbie, 248 App. Div. 66, 289 N.Y. 
Supp. 388 (1936). 

■2® This position was taken by the Supreme Court in the Cumberland Telephone case: 

“. . . It was obligatory upon the complainant to show that no part of the money raised 
to pay for depreciation was added to capital, upon which a return was to be made to stockholders 
in the way of dividends for die future. ... It certainly was not proper for the complainant to 
take the money, or any portion of it, which it received as a result of the rates under which it 
was operating, and so to use it, or any part of it, as to permit the company to add it to its 
capital account, upon which it was paying dividends to .shareholders. . . . That it was ri'dit to 
raise more money to pay for depreciation than was actually disbursed hir the particular year 
there can be no doubt, for a reserve is necessary in any business of this kind, and so it might 
accumulate, but to raise more than money enough for the purpose and place the balance to the 
credit of capital upon which to pay dividends, cannot be proper treatment." (La. Railroad Comm. 
V. Cumberland Tel. &■ Tel. Co., 212 U.S. 414, 424-425 fipog].) 

This case did not involve the question of the investment of surplus earnings remaining after 
provision for depreciation funds. Board of Public Utility Commissioners v. New York Telephone 
Co., 271 U.S. 23 (1926), was concerned with .surplus earnings and should be distinguished froni 
tjip earlier case which, the Court stated, it did not rever.se 
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may be included in the rate base; or, if it be excluded from the inventory and 
the rate base, the annual rental or other payment for its use may be included 
as an operating expense. The latter method will deprive the utility of the 
benefit of unusually favorable leases, and at the same time it will expose the 
public to any excessive costs that may arise from imprudently negotiated 
leases or from contracts between affiliated interests. However, the important 
thing is to avoid double charging that would result from the inclusion of the 
property itself in the rate base while permitting the annual rental to be 
charged as an operating expense.'"^® 

(4) Puzzling problems are sometimes presented by property which the 
utility has acquired in anticipation of future requirements. While it is desir- 
able to encourage utility managements to be foresighted in anticipating the 
requirements of future service and in acquiring the necessary property at a 
saving in costs where possible, it is unwise to require the consuming public 
to underwrite any and all such anticipatory investments, guaranteeing the 
utility against all mistakes. Three alternatives may be suggested: (i) the 
property may be included in the rate base from the time of its acquisition; 
(ii) the property may be excluded from the rate base until it is actually em- 
ployed in the public service, at which time it may enter the rate base at its 
original cost plus the costs of carrying the investment to the date of employ- 
ment; or (iii) the property may be excluded from the rate base until it is 
actually employed in the public service, and then it may be included at its 
fair market value as of the date of use. These three methods are not mutually 
exclusive— one method may be followed for some, and another for other, 
properties. The Interstate Commerce Commission has followed the practice 
of including such property if the public use is “imminent.” 

(5) What treatment shall be accorded property abandoned or discarded 
after once having been used in the public service.? Abandoned and super- 
seded property, when it has no further value in the utility service, should 
be written out of the capital accounts and excluded from any enumeration 
of the property entering into the rate base. Certainly, if the question is one 
of confiscation, the general rule against the inclusion of such property will 
be strictly applied."*^ Elut when the question comes before a commission, un- 
deviating adherence to the general principle is neither possible nor desirable. 
Assuredly, the burden of proof on the utility to sustain the inclusion of aban- 
doned property should be a heavy one, but there are circumstances where 
the utility may legitimately expect to be permitted to amortize the undepre- 
ciated balance of property prematurely abandoned; presumably such would 

It may be noted that the Interstate Commerce Commission has followed the practice of 
including such property in the inventory of the carrier using the property. {Texas Midland R., 
75 i.C.C. I, 20 [ 1918 1 .) 

The rule was stated with respect to land: 

. . By ‘imminent’ is meant that the possible use must at least be capable of definition. It 
is not necessary that the lands be put to this use in any definite time after their purchase, but 
the carrier must be able to point out with reasonable clearne.ss the probable future use which is 
to be made of them,” (Texas Midland R., 75 I.C.C. i, 162 (1918!.) 

Knoxville v. Knoxville Water Co., 212 U.S. i, 9-10, 13-14 (1909)- 

In one instance where a gas plant was suddenly superseded by the adoption of a new process, 
the Supreme Court held that the lower court should have allowed in the rate base either the 
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be the case if the absence of a sufficient depreciation reserve is no fault of the 
company.'^® 

It often happens that property which has been superseded for normal 
operations is retained as emergency or stand-by equipment. Where the com- 
pany retains the old property in good faith, there is no impropriety in includ- 
ing the property in the inventory of used and useful property; but such prop- 
erty must be valued with some regard to its reasonable worth as stand-by 
equipment. 

(6) Property acquired incidentally in the purchase of other property, but 
which is not used or useful in the public service, has no place in the inventory. 
Such property is commonly land, and where the utility enjoys the privileges 
of eminent domain, there is no excuse for acquiring property not required 
for the public service unless it is cheaper to purchase an entire tract than to 
acquire a part through condemnation proceedings. Where the purchase of 
such property can be thus justified, there would seem to be no injustice in 
its inclusion in the rate base, at least temporarily. But the utility should be 
expected to dispose of such unused property as soon as possible without un- 
necessary sacrifice. Mergers and consolidations have also occasioned the acqui- 
sition of unnecessary and excess property, but in such situations the utility 
is usually able to show sufficient public use of the duplicate equipment to 
cause the commission to include it in the inventory.'*^ 

(7) The last category of property includes that which is unrelated to the 
performance of the utility’s public duties. The corporation may be engaged 
in some non-utility enterprise. Or investments may have been made in the 
sale of merchandise or appliances, as is customary with electric and gas com- 
panies, or in the operation of amusement parks, an undertaking not un- 
common with street railways in the past. The company may seek to provide 
educational or recreational facilities, dwellings, or other property for the per- 
sonal use of its workers or officers. The general rule should be that all these 
enterprises must be kept wholly distinct from the utility business and that 
under no circumstances should they cause any enhancement in costs of. the 
utility service to the consumers.^^ 

Unit Costs. Wherever a utility’s inventory contains many items of the same 
type, it is customary to develop unit costs to be applied to the inventory 
quantities in arriving at the final reproduction-cost figures.’’'^ The determina- 
tion of accurate unit costs is of paramount importance if the final appraisal is 


unamortized cost of the superseded plant or the value of the patent rights which the gas company 
had acquired. {Pacific Gas &■ E. Co. v. San Francisco, 265 U.S. 403 [1924].) 

Infra, Sec. 6 . 

'■^'^New York Sr Richmond Gas Co. v. Prendergast, P.U.R. 1925E, 19, 33, to F. (2d) 167 
(E.D.N.Y., 1925); Ben Avon Borough v. Ohio Valley Water Co., P.U.R. 1921E, 471, 478, 271 
Pa. 346, 114 Ad. 369 (1921); Re Southern California Telephone Co., P.U.R. 1922C, 97, 114 
(Cal., 1921). 

a-Xif. Joseph StocJ{ Yards Co., v. U.S. 298 U.S. 38 (1936); Denver Union Stock Yard Co. v. 
1 C/. 5 ., 304 U.S, 470 (1938); Consolidated Gas Co. v. Prendergast, 6 F. (2d) 243 (S.D.N.Y., 1925). 

For many types of construction, it is not possible to develop unit costs, and each item must 
be appraised individually. Thus for excavations, grading, rail, poles, wire, et cetera, unit costs 
may prove useful; but buildings, land, and other property for which standard units cannot be 
established must be subject to individual appraisals. 
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to be accurate, for slight variations in the unit costs for items which are present 
in large quantities will cause substantial variations in the final results. 

Unit costs may be defined as the representative prices that would be paid 
by a utility for property constructed or purchased by the usual methods. The 
unit costs include the total cost of the units in place and ready for use. They 
are also “theoretical” rather than “factual” in the sense that few, if any, are 
to be found already formulated in the company’s books or in other records 
that are available for consultation. Few, if any, of the unit costs are capable of 
absolute and exact determination, especially the labor costs, so that resort 
must necessarily be had to estimate and judgment. 

Unit costs are largely influenced by the assumptions that control the par- 
ticular reproduction-cost determination: whether average, trend, spot, or 
normal prices are adopted as the standard; whether piecemeal or wholesale 
construction is predicated; whether the work is done by a contractor or 
whether the utility serves as its own contractor, perhaps even doing some of 
the work itself. Even when the basic assumptions are clear, the unit costs for 
a particular type of work will differ greatly according to the assumptions made 
with respect to construction conditions; that is, the source from which ma- 
terials are brought, the methods of transportation employed, the disposition 
of waste materials, the weather conditions, the character of the labor force and 
freedom from strikes and other labor troubles, the number and seriousness 
of the accidents encountered, the accuracy of the preliminary engineering 
work, et cetera. As the occasions for wide variations and serious errors are 
omnipresent and inescapable, the development of accurate and fair unit costs 
imposes great responsibilities on regulatory authorities. 

The general objective is clear. Representative unit costs are sought. These 
unit costs should contain every element of cost that can be determined and 
allocated for each category of property. In order that the result may be just 
and fair, all relevant facts must be considered, the actual experience of the 
utility reviewed, and sound judgment used in resolving all questions of con- 
flicting assumptions and evidence. 

The composition of the unit cost. The unit cost should contain every ele- 
ment of cost that can be determined and allocated to the particular unit, in- 
stalled and ready for use. The elements to be included in the unit cost will 
vary with the nature of the property being appraised. In general, unit costs 
may be said to embrace the following elements, in so far as they are appropri- 
ate and capable of determination: (i) the cost of the item as purchased; (ii) 
the cost of transportation from the place of purchase to the location of the 
utility; (iii) the cost of purchasing; (iv) the engineering costs in preparing 
specifications and inspecting the item; (v) the costs of storage in warehouse 
or material yard; (vi) losses and breakage in storage and installation; (vii) 
the costs of installation, including local transportation and supervision,'^'^ 

The compilation of unit costs. In the compilation of unit costs the first 

“Ordinarily the cost of a unit divides itself into three parts: 

“(a) The cost f. o. b. some point, usually the point of origin. 

“(i) The cost of transporting, handling, storing, etc., up to the tirne it is put in place, or in 
some instances taken out of the material yard for the purpose of being placed in position. 

(c) The cost of installation proper,” (Texas Midland R., 75 I.C.C. i, 135 1 1918] .) 
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questions concern the sources of data. The predilections of utilities for the 
opinion evidence of experts makes it necessary to stress the unsatisfactory 
character of such data; the testimony of experts is not capable of objective 
verification and test, and is almost inevitably biased in favor of the party for 
whom the testimony is presented. The prices actually paid by the utility in 
question are an important source of information, and are always subjected to 
careful study and analysis; but such actual costs are not necessarily controlling, 
since the quest is for representative costs as of the date of valuation. In ac- 
cepting as evidence the costs reported by the utility, commissions are advisedly 
critical of payments made to affiliated interests and of claims based on piece- 
meal construction. The catalogues of manufacturers, quotations and bids 
submitted by manufacturers and contractors, and trade journals may supply 
data which are capable of verification and comparison with other sources of 
information; but it should be noted that quotations by manufacturers and 
contractors in response to incpiries are seldom as low as the figures that would 
be submitted if there were competition for a specific construction project. 

Probably no regulatory authority has developed unit costs with the care 
and accuracy which the Interstate Commerce Commission has displayed. The 
railroads were required to list their construction work and purchases of ma- 
terials and equipment for the five or ten years prior to the valuation date. As 
designated by the Commission, full and complete data were submitted for 
each type of construction work, for representative purchases of materials and 
equipment, and for labor costs, based on the actual compensation paid to 
each type of labor. This information was verified by the commission’s staff 
and checked by reference to the contractor’s bids, manufacturers’ catalogues, 
and personal interviews with important manufacturers and suppliers of ma- 
terials. The data thus assembled and analyzed were thereupon submitted to 
a special board of engineers experienced in railroad construction, and the final 
unit costs for each inventory category were derived and applied. While actual 
costs were considered, such figures were not controlling; prices representa- 
tives of average conditions were held to be more reliable than the costs of 
any single carrier.‘^^ 

Types of unit costs. Utility appraisals have led to the development of sev- 
eral types of unit costs, which, for convenience, may be designated as “actual,” 
“spot,” “average,” “trend,” “predicted,” and “normal” prices. Each type has 
its appropriate use, and each is quite unacceptable under some circumstances. 

“Spot” prices are those prevailing at the time the valuation is made. Com- 
missions and courts have normally been loath to accept “spot” prices in utility 
appraisals on the ground that they may not be representative. 

“Actual” prices, the appropriate standard where the original cost of the 
utility property is sought, are not controlling in the finding of the reproduc- 
tion cost. Although some commissions have gone so far as to rule that actual 
prices should be disregarded, regulatory authorities generally are agreed that 

Texas Midland R., 75 TC.C. i, 136 (1918); San Pedro, Los Angeles & Salt Lake R. Co.. 
75 I.C.C. 463, 474 (1923), 97 I.C.C. 737 (1925); Norfolk Southern R. Co., 84 I.C.C. 693, 695 
(1925) ; Central R. Co. of N. 149 I.C.C. 659, 684 (1929). 
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the prices actually paid by the company constitute only one line of evidence on 
the basis of which the unit costs should be developed. 

“Average” prices have commonly been used in valuations of public utilities. 
Such prices are thought to be more representative than those prevailing in 
the particular year when the valuation chances to be made. The use of average 
price is also defended on the ground that, as no utility could be reproduced in 
a short space of time, average prices are the best indication of the costs of 
reconstructing the property. Five-year averages have been frequently utilized, 
and in some instances ten-year averages have been held to be reasonable. 
Average prices become unacceptable when economic changes intervene to 
make past prices unrepresentative of the present and future. 

“Trend” prices are those based upon the statistical trend of past and present 
prices. Their nature may be suggested most simply by the plotting of a price 
series and fitting a trend line to the points shown. If, for illustrative purposes, 
it be assumed that the following price series be characteristic of certain ma- 


cerials used in utility construction, the nature of the 
onstrated : 

unit prices may be dem- 
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If the property be valued as of the tenth year, the spot price would be 100; 
the average price would vary with the term of the average — the ten-year 
average is 82.5, while the five-year average is 95. The trend price also depends 
upon the term for which the trend is determined: if a trend line is fitted to the 
data for the ten-year period, the trend price is nearly 105; if the five-year 
period be chosen, the slower rate of increase in the last five years is reflected in 
the trend price of approximately 103. Though sometimes used by commis- 
sions, trend prices are quite unreliable unless there is reasonable certainty 
that the underlying economic conditions will continue unchanged in the 
future. 

The so-called “split inventory” method was developed by some commis- 
sions in the 1920’s. This practice consisted in applying prewar prices to as 
much of the property as was constructed prior to the wartime increase in 
prices while including property subsequently acquired at its actual cost. In 
practice, however, the “split-inventory” method was less a device for pricing 
an inventory of utility property than a search for an acceptable compromise 
between original and reproduction costs in a period when present prices 
seemed abnormally high.‘^‘* 

‘'if* Though the split-inventory method has been before die Supreme Court in at least three cases, 
there has been no clear ruling as to its propriety. See Southwestern Bell Tel. Co. v. Cotntti., 262 
U.S. 625 (1923); Bluefield IF. IF, &■ Imp. Co. v. W.Va., 262 U.S. 679 (1923). 
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Although there has been much discussion of “normal” prices as the objec- 
tive in preparing unit costs, normal prices are not practicable measures for the 
valuation of utilities. It is not that normal prices would not be satisfactory and 
acceptable to both utility and regulatory authority, but that the discovery of 
such normal prices in a world of change is usually impossible. As the term is 
employed by the Interstate Commerce Commission, “normal prices” has 
several connotations: abnormal or unrepresentative prices are to be rejected; 
prices are normal in the sense of applying to all carriers similarly situated, not 
simply to the particular carrier; prices are normal in the sense that they in- 
clude all the elements of costs associated with the item of property being 
appraised; and prices are normal with regard to the period of time for which 
the property is valued,-'^'^ In these senses, any prices adopted, whether spot, 
average, trend, or otherwise, are acceptable only to the extent that they are 
“normal”; but normal prices do not constitute a type distinct from the others 
under discussion. 

The Ascertainment of the Final Appraisal Figure. The ascertainment 
of the final appraisal figure for the physical property other than land is ac- 
complished by multiplying the quantities shown in the inventory by the 
appropriate unit prices. The result is the cost of reproduction new. The valu- 
ation of a utility property also requires the determination - of the cost of 
reproduction less depreciation, which is considered subsequently under “De- 
ductions from Gross Value.” 

3. THE VALUATION OF LAND 

Land occupies a special status in utility valuations as a result of both eco- 
nomic and legal factors. From the economic standpoint, the special character 
of land arises from the facts that land does not usually depreciate but in grow- 
ing communities tends rather to appreciate in value, that the utility , of land is 
not inevitably destroyed for other purposes when it is devoted to a particular 
use, and that improvements made to land merge into the land and become 
inseparable from it. The special legal status of land for utility purposes is the 
result of judicial precedents, and is evidenced in the application to land of 
valuation techniques different from those applied to other types of property. 

Original Cost. Its meaning. The connotation of original cost as applied to 
land is the same as with respect to other forms of property. It signifies the 
actual cost of the land to the utility, including the costs of acquisitio'n and any 
other sums that had to be expended in addition to the formal consideration 
paid for title to the property. If the utility is not equipped with the power of 
eminent domain, the payment of hold-up prices and the general increase in 
the level of prices demanded may force the utility to pay far in excess of what 
other similar sites in the vicinity would cost other purchasers; and even if 
the utility takes the land requisite for its purposes by condemnation, the costs 

Texas Midland R., 75 l.C.C. i, 136 (1918); Gtdf &■ N. Ry. Co.. 114 LC.C. 506 (1926); 
Illinois Term Co., Excess Income, 184 l.C.C. 289, 295 (1932). 

Infra, Sec. 6. 

3“ This material has appeared as “Measures of Land Value for Utility Regulation,” in 39 Mich 
L, 37-58 (Nov., 1940). 
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of condemnation, the payment of severance damages, and the high prices 
characteristic of condemnation proceedings will certainly impose substantial 
costs on the company. 

Difficulties in the determination of original cost. For the older utilities, 
serious difficulties may be encountered in the attempt to determine the original 
cost of their land holdings. Land was usually the first property to be acquired, 
and since replacements do not normally occur in the course of operations, 
there are no subsequent occasions for supplementing inadequate cost records. 
More frequently than in the case of other forms of property, land may be 
acquired for nonmonetary considerations, and more often than not, the con- 
sideration recited in the deed by which the property is transferred is not the 
real consideration. Further difficulties are encountered in the frequent neces- 
sity of acquiring more land than is required in the public service; where such 
unused property has been disposed of by the utility, the sum received may be 
deducted from the original cost to find the actual cost of the useful property, 
but where the non-useful property is still owned by the utility, there may be 
no acceptable basis for the segregation of the costs of the two parts of the 
tract. So serious were these difficulties that, despite a Congressional mandate, 
the Interstate Commerce Commission was unable to determine the original 
cost of carrier lands for a large proportion of the railroads.^® 

Legal status of original cost. The legal status of original cost in the ap- 
praisal of lands is the result of dicta and usage rather than of judicial decision. 
In the earlier Consolidated Gas case, the Court suggested that utilities were 
entitled to the benefit of increases in the value of their land and similar 
rights,**^ and in The Minnesota Rate Cases, Mr. Justice Hughes also appeared 
to reject original cost as the standard for land valuations.'^^ Most commissions 
and courts have not regarded original costs as significant in determining the 
value of utility lands. 

Despite these judicial slights, original cost has continued to be used under 
special circumstances in arriving at land valuations. The Federal Power Com- 
mission is required by the Federal Water Power Act to find the net investment 
cost of hydroelectric projects developed under federal license, and in these 
determinations, lands are included at their actual original cost, provided this 
is not more than their fair market value at the time of acquisition.^*"* And as 
will appear in a later part of the present section, the Supreme Court appears 
to incline to original cost as the acceptable measure of the fair value of natural- 
gas lands and leases. 

Adherents to the prudent-investment program of rate regulation have 

-io Texas Midland IL, 75 I.C.C. 1, 164-165 (1918). 

Willcox V. Consolidated Gas Co., 212 U.S. 19, 52 (1909). 

•*- “It is clear that in ascertaining the present value we are not limited to the consideration of 
the amount of the actual investment. If that has been reckless or improvident, losses may be 
sustained which the community does not underwrite, .^.s the company may not be protected in 
its actual investment, if the value of its property be plainly less, so the making of a just return 
for the use of the property involves the recognition of its fair value if it be more than its cost. 
The property is held in private ownership and it is that property, and not the original cost of it, 
of which the owner may not be deprived without due process of law.” (230 U.S. 352, 454 [ 1913] .) 

‘^3 Alabama Power Co. v. McTdinch, 94 F. (2d) 601 (App. D.C., 1937) : Re Alabama Power Co., 
P.U.R. 1932D, 345, 353-354 (F.P.C., 1932). 
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wavered between original cost and present value, though the logic o£ prudent 
investment would certainly indicate the use of original-cost figures for lands 
as well as for other properties'^ 

The Reproduction-Cost Method. The use of the reproduction-cost method 
to determine the value of lands met its Waterloo in The Minnesota Rate Cases. 
The “reacquisition costs” accepted by the lower court had been built up by 
taking the present value of similar adjacent lands, developed largely from 
opinion evidence, as the base value; to this were added the special costs which 
it was assumed the railroad would experience in acquiring a continuous strip 
of land suitable for railroad use—this sum, the so-called “market value” or 
“what it would cost the railroad to acquire the land,” being developed on the 
basis of opinion evidence; the “value for railway purposes” was derived by 
multiplying the “market value” by 1.30 for terminal properties and by 2.00 
for rural lands to allow for improvements assumed to iae found on the lands, 
consequential and severance damages, and the expenses of acquisition. By this 
method terminal lands which had cost the carrier 14,527,228.76 were included 
in the valuation at 117,315,869.45. 

Confronted with such exaggerated claims submitted in the name of the 
reproduction-cost theory, Mr. Justice Hughes’s condemnation of this method 
of appraising land was sweeping and conclusive : 

“Moreover, it is manifest that an attempt to estimate what would be the 
actual cost of acquiring the right-of-way, if the railroad were not there, is to 
indulge in mere speculation. . . . The assumption of its nonexistence, and at 
the same time that the values that rest upon it remain unchanged, is impos- 
sible and cannot be entertained. The conditions of ownership of the property 
and the amounts which would have to be paid in acquiring the right-of-way, 
supposing the railroad to be removed, are wholly beyond reach of any process 
of rational determination. The cost-of-reproduction method is of service in 
ascertaining the present value of the plant, when it is reasonably applied and 
when the cost of reproducing the property may be ascertained with a proper 
degree of certainty. But it does not justify the acceptance of results which 
depend upon mere conjecture. . . .” 

The Present-’Value Standard. Its origin and legal status. The present-value 
standard for the appraisal of utility lands evolved from the Supreme Court’s 
decision in The Minnesota Rate Cases. Having rejected the so-called repro- 
duction method of valuing land and holding that actual original cost, even 
if it could be ascertained, might be inconsistent with the present-fair-value 

See the dissenting opinion of Commissioner Eastman in San Pedro, Los An2eles & Salt Lake 
R. Co., 75 I.C.C. 463, 535-537 (1923). and the Prudent Investment Bill in the “Report of 
Commission on Revision of the Public Service CommLsions Law,” New York, Legislative Docu- 
ment No. 75 (1930). PP- 411-422. See also Bay State Rate Case, P.U.R. 1916F, 221, 252-253 
(Mass., 1916), 

Even the California Commission, which has applied the prudent-investment principle in its 
regulation of rates, has tended to take land at its present value. (Re Imperial Utilities Corp., 31 
Cal. R.C.R. 539 [1928]; Re Los Angeles G. & E. Corp., P.U.R. 1931A, 132, 142-143 [Cal., 1930]; 
Re San Jose Water Works, 36 Cal. R.C.R. 803 [1931]. Contra: Re Great Western Power Co. 
P.U.R. 1923C, 545, 554-556 [Cal., 1923].) 

230 U.S. 352, 452 (1913). 
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standard as applied to other properties of utility corporations, the question re- 
mained as to what extent the carriers were entitled to the benefit of any ap- 
preciation in the value of their land holdings. The opinion advanced the 
proposition that the maximum measure of the value of utility lands should 
be “the fair average of the normal market value of land in the vicinity having 
a similar character. The rule as to the lawful measure of fair value for 
lands reads; 

'‘Assuming that the company is entitled to a reasonable share in the general 
prosperity of the communities which it serves, and thus to attribute to its 
property an increase in value, still the increase so allowed, apart from any 
improvements it may make, cannot properly extend beyond the fair average of 
the normal marl^et value of land in the vicinity having a similar character. 
. . . The company would certainly have no ground of complaint if it were 
allowed a value for these lands ec\ual to the fair average market value of 
similar land in the vicinity, without additions by the use of multipliers, or 
otherwise, to cover hypothetical outlays.” 

It may be remarked that the present-market-value standard was proposed 
with no discussion of its advantages or disadvantages; it appeared in the 
guise of dictum as a counterpoise to the exaggerated claims of the railroads. 
The true character and significance of this measure of land values has never 
been subjected by the Court to the searching analysis which its importance 
would seem to require. In subsequent decisions of the Supreme Court, the 
market-value rule has been mentioned with approval, and on the basis of 
this approval, the method has been quite generally adopted by the regulatory 
commissions of the country. 

The measurement of present value. The present value of utility lands is 
obtained by multiplying the number of acres of each category of land by a 
figure which is a fair average of the normal market value of similar lands in 
the vicinity. 

Actual field appraisals are always necessary, not only to determine the 
character and extent of the utility’s holdings and to identify the similar parcels 
of land in the vicinity whose market value is to be sought, but also to judge 
the reasonableness of the value figures developed. 

Three classes of evidence are considered in arriving at the fair average of 
the normal market value of similar adjacent lands: the sale prices of similar 
adjacent parcels of land, the assessment figures for tax purposes, and the 
opinion of experts familiar with local real-estate values. 

Actual sale prices are considered the best evidence of the market value of 
adjacent lands. It must appear that the adjacent lands whose prices are avail- 
able are really similar to the utility’s, and the sales must be representative, that 
is, not accompanied by any special circumstances that would enhance or de- 
press values. Thus sales to the utility itself come under suspicion lest the 

455. Italics .supplied. 

‘‘’’See Denver v. Denver Union Waier Co., 346 U.S. 178 (1918); Galveston Elec. Co., v. Gal- 
veston, 2'^% U.S. 388 (1922); Georgia Ry. &■ P. Co. v. Comm., 262 U.S. 625 (1923); McCardle v. 
Indianapolis Water Co., 272 U.S. 400 (1926). 
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consideration reflect prospective earnings of the company. The sales must 
be recent, and there must be confidence that the true consideration has been 
determined. 

Assessment for tax purposes must be used with extreme caution. It cannot 
safely be assumed that the assessed values of real estate conform to market 
values. However, if real estate in a community has been assessed uniformly, 
there may be a consistent relation between assessments and market values 
which will make it possible to develop a reliable ratio of sales prices to 
assessed values for the purpose of finding an imputed market value for utility 
lands. 

Although perhaps not so reliable as other lines of evidence, opinion evidence 
is used to supplement the conclusions drawn from sales and assessment figures. 
It is, of course, recjuisite that the witnesses be properly qualified and that their 
testimony be supported by relevant and demonstrable evidence. 

Many additional considerations are frequently urged on commissions in 
their appraisal of utility lands. The special adaptability of the lands to the 
utility use, while often stressed, is likely to be accorded only limited con- 
sideration.'^® Prospective or actual earnings attributable to lands are obviously 
inappropriate. Condemnation awards, either actual or estimated, are usually 
held to be irrelevant. Although theoretically overhead costs are not allowable 
in the appraisal of lands, such items do appear in some commissions’ valua- 
tions. There is general agreement, however, that such specific elements as 
assemblage values, severance damages, and the like are not to be included in 
appraisals on the present-value basis. 

Natural-gas lands and leases. Natural-gas lands and leases have presented 
one of the most difficult problems encountered in the appraisal of utility 
lands.^*^ When applied to the natural-gas fields and leaseholds, the present- 
value rule exhibits special infirmities which have lead some regulatory bodies, 
including the Supreme Court, to abandon present market value as the 
standard in favor of a cost standard. 

The cases involving the United Fuel Gas Company will serve to develop 
the problem. In a proceeding before the West Virginia Public Service Com- 
mission, the company claimed a present value of $36,449,176.00 for “gas lands, 
leaseholds and rights” whose “book cost” did not exceed 16,732,920, the ap- 
preciation exceeding the asserted value of all its other property. The claim 
for appreciation in the value of the gas properties was based upon two types 
of opinion evidence. There was testimony as to the sums at which the proper- 
ties could be sold; and estimates, based on the assumed capacity of the fields 
and the prospective price at which the gas could be sold, were presented of 
the earnings which the company might expect to realize.-'’^ Both the Com- 
mission and the West Virginia Supreme Court pointed out that the evidence 

Minnesota Rate Cases, 230 U.S, 352, 443-456 (1913). 

Questions as to what lands and leases should be included as used and useful property may 
be ignored in the present analysis. Most natural-gas companies control their producing areas 
through leases rather than by ownership of the properties. Gas companies commonly have four 
classes of gas leaseholds; properties that are in active production; lands that are proven but are 
not in operation; probable lands, unproven and unoperated; and "merely prospective gas lands." 

Re United Fuel Cas Co., P.U.R. igaoC, 583, 589-591 (W.Va., 1919). 
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failed to support the company’s claims: it was noted that to base market 
value upon prospective earnings was not permissible where the earnings de- 
pended upon the rates that were being regulated. The appeal directly to 
exchange or market value for natural-gas leases was rejected on the ground 
that the estimate was not supported by adequate evidence; that the so-called 
“open market” for such leases should be more precisely identified and char- 
acterized; and that if a natural-gas utility were the assumed purchaser (and 
such companies would be virtually the only conceivable purchasers), its offer 
would not be competent to show fair value in a rate case, since the offer 
would rest indirectly upon the earnings of a public utility^ ^ 

The United Fuel Gas Company also operated in Kentucky, and finally, 
on January 2, 1929, two cases involving this company, one from Kentucky 
and the other from West Virginia, reached a decision in the Supreme Court.^^ 
In the lower federal court, book value had been adopted as the measure of the 
fair value of the company’s gas leaseholds for rate purposes^'’’ After a descrip- 
tion of the character of the evidence introduced in support of the claim for 
the alleged appreciation in the value of the gas lands and leases, Mr. Justice 
Stone’s opinion set forth objections which would appear to be fatal to any 
attempt to employ the market-value standard in the appraisal of natural- 
gas lands and leases: 

. . In both methods of valuation, the value of property used in a busi- 
ness whose rates are regulated is made to depend on an assumed earning 
capacity, and the data relied on to establish assumed earning capacity are 
themselves essentially speculative — so much so as to form no trustworthy 
basis for the computation of value. 

“It is true that a part of appellants’ business is not regulated at present. . . . 
The unique character of appellants’ control over a natural product, limited 
in amount, asserted here as a basis of value, the obvious necessity of securing 
franchises or special privileges to enable them to distribute their product to 
consumers under the conditions assumed, and other circumstances which 
subject them to regulation in Kentucky and West Virginia, make inadmis- 
sible the assumption that the price to consumers would remain unregulated 
elsewhere, 

“And in other respects the assumed earning capacity is so wanting in pro- 
bative force as to require its rejection in the circumstances here disclosed. , . . 

“On the record as made, appellants have failed to present any convincing 
evidence of value of their gas field which would enable us to assign to it any 
greater value than that which they appear to have assigned to it on their books. 
This book value, therefore, may be accepted not as evidence of the real value 
of the gas field, but as an assumed value named by the appellants, which, on 


P.U.R. igaoG, 583, 591-605. See also Charlestown v. Public Service Comm., 95 W.Va. 91, 
120 S.E. 398 (1923); andNatural Gas Co. of W.Va. v. Comm., g^ W.Va. 557, 121 S.E. 716 (1924). 

United Fuel Gas Co. v. Railroad Commission of Kentucky, 278 U.S. 300, and United Fuel 
Gas Co. V. Public Service Commission of West Virginia, 278 U.S. 322. 

United Fuel Gas Co. v: Railroad Commission of Kentucky, 13 F- {2d) 510, 518-520 (E.D. 
Ky., 1925). 

^‘^The volume of ga.s reserves was estimated and calculations were made of the revenue that 
could be derived by selling the gas to industrial consumers in Pittsburgh. (278 U.S. 300, 314-316,) 
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the evidence presented cannot reasonably be fixed at any higher figure.” 

In rejecting the application of the market- value test in the United Fuel Gas 
case, the Court did not go so far as to rule that present value might never 
be applied in the appraisal of gas leaseholds,^^* but the defects in the proof that 
were so prominent in this case would seem to be inescapable in any attempt 
at a market evaluation of natural-gas lands. Furthermore, the acceptance of 
book value in default of market value should afford no precedent for the 
general adoption of book-cost figures. The infirmities of book values in an 
industry characterized by a multiplication of affiliated corporations whose ac- 
counting practices are not subjected to the strictest regulatory supervision are 
too obvious to require enumeration. 

The affirmative adoption of a legal standard for the valuation of natural- 
gas lands and leaseholds awaits further rulings by the Supreme Court. The 
one appropriate standard is the actual reasonable cost of the leases. There 
would appear to be no reason why a public utility exploiting a natural resource 
should be allowed to appropriate for itself any of the value of the natural 
resource. The principle is already established with reference to hydroelectric 
projects developed under federal license; investors are entitled to a fair return 
upon their iirvestment but to no additional income by reason of their right to 
exploit a natural resource. It may be objected that the water-power rights are 
assumed to be the property of the whole people, while the ownership of 
natural gas, or the right to appropriate it, belongs to those who control the 
surface and have the right to drill gas wells. But if the appeal is from the 
analogy to other public utilities — where regulation presumably limits return 
to a fair percentage on the property devoted to the public service — to other 
industries (as coal and petroleum) engaged in the exploitation of natural 
re.sources, it must be realized that these industries operate under competitive 
prices, and that the competitive payment for the natural resource (royalty pay- 
ment) is presumably made only for relatively superior resources, the marginal 
resources earning no royalty or “economic rent.” The monopolistic posi- 
tion of the natural-gas utilities with respect to their market makes the analogy 
to the competitive coal or oil industries imperfect, and of course the presence 
of active competition would have to be presupposed to justify an absence of 
regulation. Clearly, reproduction (or reacquisition) cost and market value are 
illogical, impractical, and indefensible standards for the valuation of natural- 

278 U.S. 300, 317-318. 

It may be noted that the courts of Pennsylvania and New York have apparently been willing 
to accept the market-value standard supported by evidence that has been considered unacceptable 
in other jurisdictions. {Erie v. Comm., 278 Pa. 512, 123 Atl. 471 [1924]; Venna. Gas Co. v. 
Comm., 204 App. Div. 73, 198 N.Y. Supp. 193 [1923], and 21 1 App. Div. 253, 207 N.Y. Supp. 
599 [1925]-) 

The case^in support of the present-value standard for natural-gas lands may be summarized 
in three arguments: (i) all utility property should be treated uniformly; the present- value standard 
applies to other types of utility property and should be applied to rights in natural-gas prop- 
erties as well; (2) the “economic rule of equality of exchange” governs all transactions in reg- 
ulated and unregulated _ enterprise alike (this argument definitely identifies present value, as 
used in regulated enterprises, with market or exchange value); and (3) securities have been issued 
and property rights have become fixed in the light of the established principles of regulation— 
hence to depart from the present-value standard would be to the prejudice of innocent third 
parties, investors and others. 
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gas leaseholds. No case can be made for book value. Hence, actual cost or 
investment, both on the basis of economic principle and in default of an 
alternative standard, appears to be the one basis for the valuation of property 
rights of utilities in natural-gas fields. Perhaps such a development is fore- 
shadowed in the Dayton Power & Light case, where book-value figures were 
adjusted downward by the Ohio Public Utilities Commission and this stand- 
ard was accepted by the Supreme Court."’ 

The theoretical basis of the present-value standard. There is little to dis- 
tinguish between present value, the legal standard, and market value, the 
measure, in the valuation of utility lands; for all practical purposes, the 
standard is market value. The market-value standard has been rejected as an 
acceptable measure of the value of utility structures for two reasons: (i) that 
market value cannot be determined because utility properties are not bought 
and sold under conditions that identify a “market price”; and (ii) that the 
adoption of the market-value standard would involve circular reasoning, 
inasmuch as market valuations would depend upon earnings, which depend 
upon the rates. Why are these same objections not conclusive against the 
application of the present-value standard to lands.? 

The decisions of the Court have proceeded upon the hypothesis that there 
is an ascertainable market value for land. It is, of course, axiomatic that the 
value of land depends upon the income it yields (the economic rent) ; but it 
is assumed that the income-producing capacity of land is independent of the 
rates which the utility is allowed to charge. This assumption rests upon the 
supposed indestructible qualities of land; presumably the utility might expect 
to be able to dispose of land to other prospective users, and the sum which 
they would presumably pay is taken as the measure of its present value for 
purposes of utility rate regulation. 

The market-value standard immediately encounters difficulties when land 
is asserted to have some peculiar value to the utility. To claims for “railway 
values” and other special values, the Court has returned a negative answer. 
The refusal to consider special railway values was predicated upon the as- 
sertion that the railroads, having the power of eminent domain, might con- 
demn the necessary property, and the compensation awarded would be 
measured by the value of the property to the owner whose property was con- 
demned, not by its value to the taker of the property. Yet certain flaws in 
the consistency of this argument may be noted: present value does not include 
the “costs of acquisition” or “consequential and severance damages,” which 
are a part of the condemnation costs. It is only in the appraisal of natural-gas 
lands that the circular reasoning implicit in the use of the market-value 
standard has been recognized. 

Dayton P. & L. Co. v. Comm., 292 U.S. 290 (1934). The investment cost o£ the leases was 
apparently $4,730,444; the Commission allowed an appraisal of $7,284,900; while criticizing the 
Commission’s figures as too high, the Ohio Supreme Court affirmed the order; and Mr. Justice 
CardozQ, in commenting on the rejection of figures for present value and market value by the 
Ohio authorities, remarked; “If those data were unacceptable, the only others left were the entries 
in the books, and these perforce were followed for lack of anything better.” (Pp. 302-303.) 

• For the opinions of the Ohio Court, see Logan Gas Co. v. Comm,, 124 Ohio St. 248, 177 N.E. 
587 (1931); Columbus G. &■ F. Corp. v. Comm., 127 Ohio St. tog, 187 N.E. 7 (1933); Dayton P. 
& L. Co. V. Comm., 127 Ohio St. 137, 187 N.E. 18 (1933). 
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Criticisms of the present-value rule. The present-value rule for the ap- 
praisal of utility lands has been criticized as theoretically unsound and as 
faulty in its application. Some of the more basic theoretical objections have just 
been noted. Certain weaknesses may be itemized. 

(1) The rigid application of the standard of the “fair average of the nor- 
mal market value of similar adjacent lands” may work serious injustice to the 
utility. In the absence of appreciation in the value of the similar adjacent 
land, the rule may deny the right to a return on legitimate elements of cost 
inevitably incurred in the acquisition of necessary land.‘'® And if the present- 
market-value rule be strictly construed, it is altogether possible for the presence 
of a utility plant so to depreciate the value of the surrounding real estate as to 
prevent the utility from ever having a fair return on that part of its investment. 

(2) The rejection of the “unit” valuation of utility real estate that is, 
refusing to value the site and the structures thereon together— olfers a target 
for valid criticism. Land and buildings, according to the prevailing methods 
of appraisal, are valued separately: the structures are given their full value 
(perhaps on the basis of reproduction cost even when the existing buildings 
would never be reconstructed); and the site is valued as though unencum- 
bered with buildings which, in actuality, would have to be razed before 
the land could be sold, or the price for the site would have to be lowered by 
at least the cost of removing the structures. If market value be the measure 
of the legal standard for the appraisal of lands, the site value should reflect 
the costs involved in making the site available for use.®*’ 

(3) The assumption that utility lands would have a value equivalent to 
that of similar adjacent lands, if the company were in a position to dispose 
of its land, has also been challenged. It has been pointed out that in so far 
as railway rights-of-way are not used for railroad purposes they are of no 
value, and that urban lands must usually be disposed of at great sacrifices, 
encumbered as they are with specialized structures and frequently being 
irregular in shape.® ^ 

(4) Both the justice and the economic wisdom of the present-value rule have 
been repeatedly called in question, especially by those who believe the prudent- 
investment principle to be the sound basis for utility regulation. In eifect, the 
present-market-value standard gives the utility an artificial and unearned 
increment when surrounding lands appreciate in value. The increment is 
unearned, since the utility is not responsible in any determinable measure for 
the increase in the value of the surrounding lands; it is artificial, because so 
long as the land is retained in the public service, there is no possibility of 
the utility taking advantage of rising real estate values and certainly there 
is no increase in the value of the property for the purposes of utility opera- 

®®Note the dissenting opinion of Commissioner Daniels in Kansas City So. Ry Co., 75 I.C.C. 
223, 269-270 (1919). 

Y. Tel Co. V. Prendergast, 36 F. (2d) 54, P.U.R. 19306, 33, 45-46 (S.D.N.Y., 1929); 
Manitowoc v. Wisconsin Fuel & Light Co., P.U.R. 1927D, 737, 741 (Wis., 1927). 

This procedure was suggested in a New YorJ{ Telephone Company case, in the dissenting 
opinions of Chairman Prendergast and Commissioner Van Namee, P.U.R. IQ26E, i, qq-ioo 
(N.Y., 1926). / J 

See Commissioner Eastman’s dissenting opinion in the San Pedro, Los Angeles Gr Salt Lake 
R. Co.. 75 I.C.C. 463, 535 (1923). 
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tions.®^ Indeed, where it has taken property by eminent-domain proceedings, 
the utility usually has a limited deed only, its continued possession of the 
property being conditional upon its employment in the public service; hence 
it would have no right to dispose of the property in a free market such as 
is available for adjacent lands. In this respect it may be said that the lands of 
the utility are not similar to those adjacent lands which are not employed in 
the public service. 

The large fixed investments which utilities usually make on their land 
holdings effectively withdraw all such sites from a free market. The value of 
these sites, like the value of other fixed investments, will necessarily depend 
upon the profitableness of the enterprise. Furthermore, it may be noted that 
even with respect to the market values of adjacent lands, they do not fluctuate 
with the “general prosperity of the community” nor with changes in the 
general level of prices; their values respond sensitively and violently to 
changes in the local real estate market, to the costs (largely construction 
costs) incidental to the employment of land, and to variations in the rates of 
growth of population and business activity. 

In Conclusion. Despite the fact that the present-market-valuc standard 
is widely followed by regulatory authorities, the Supreme Court itself has not 
affirmatively ruled that such is the only acceptable standard for the appraisal of 
utility lands. The matter is of such importance that it is hard to understand 
why regulatory commissions have been willing to allow this decision to go 
by default. It would be a definite step in the direction of sound system of rate 
regulation if the present-market-value standard, which has no real significance 
in the relations between the utility and its patrons, should be abandoned in 
favor of an actual-cost standard. The adoption of the cost standard would 
protect the investment of utility corporations in a way that is not possible 
under the adjacent-market-value rule, and would assure that ail costs imposed 
upon the utility in the acquisition of its lands would find recognition in the 
establi,shment of rates; the consuming public would benefit by the greater 
definiteness and certainty that would attach to valuation procedures, and by 
the elimination of the possibility that they might be called upon to pay a 
return on land values inflated as a result of public improvements to which 
they have already contributed in taxes. 

4. OVERHEAD COSTS 

The General Nature of Octlrheads. The expenditures for physical prop- 
erty do not embrace all of the costs which are necessarily incurred in the con- 
struction and ec]uipment of a plant. Preliminary even to the organization of 
the enterprise, there are expen.ses attributable to the work of the promoter 
and others. The creation of the corporation imposes other costs — for incor- 
poration fees and the service." of attorneys. There are the expenses of employ- 
ing engineers to prepare estimates, plans, and specifications; contracts must be 
drawn and let. A general executive and 'clerical staff must be paid for carrying 

®2It might be said that so long as the utility continues to utilize the land, any increase in its 
assessment value is to the disadvantage of the utility, since it will be required to pay higher taxes. 
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on the affairs of the corporation until operations begin. The raising of funds 
for construction and other purposes imposes interest costs. Ihese, and other 
costs of a similar nature, cannot be identified with the physical property that 
has been inventoried and appraised; they are incurred on behalf of the busi- 
ness as a whole, not for particular assets. They are general overhead costs. 
Formally defined, overhead expenses are those necessary and legitimate costs 
which cannot be allocated to particular units of the physical property. 

The Propriety of Including Overheads in the Rate Base. General over- 
head costs are an inevitable and proper part of the cost of any utility enterprise. 
No sweeping challenge to the propriety of including overhead expenses in the 
rate base can be sustained against the testimony of all experience in the 
building and launching of utility enterprises. The commissions have almost 
universally included some allowance for overheads in their valuations, and 
the prescribed systems of accounts provide for them as capital charges. Where 
the question has been presented to the Supreme Court, there has been approval 
of the principle that overheads in some form belong in the rate base.*’"'^ 

The difficulties surrounding the treatment of overhead expenses are not 
concerned with their inclusion in, or exclusion from, the rate base, but with 
the principles which should determine the appropriate allowances for these 
items. Under the precedents established by the courts, the actual costs incurred 
by the utility are not conclusive as to the amount of the proper allowance; 
indeed, in one case, in overruling the commission’s rejection of an item of 
$5,000 on the ground that the company offered no proof of actual expenditure, 
the Court, through Mr. Justice Sutherland, remarked: “Reproduction value, 
however, is not a matter of outlay, but of estimate, and should include a 
reasonable allowance for organization and other overhead charges that 
necessarily would be incurred in reproducing the utility. In estimating what 
reasonably would be required for such purposes, proof of actual expenditures 
originally made, while it would be helpful, is not indispensable.” This un- 
fortunate tendency to minimize the importance of actual expenditures as 
shown in the accounting records in favor of estimates based upon opinion 
testimony is a direct invitation to the extravagant and unrealistic claims that 
have been an inescapable part of the treatment of overhead costs in repro- 
duction-cost appraisals. As a general principle, no allowance for overheads 
is justifiable unless it is a necessary part of the cost of organizing the business 
or constructing the plant.®“ Even when the evidence establishes that overheads 
have been charged to operating expenses, the courts are disposed to permit 
their inclusion in fair value. 

The Determination of Overhe.ad Costs. The aggregate of overhead 
charges bulks large in the final valuation of utility properties, ranging from lo 
to 30 per cent of the allowances for physical property. Where values of this 
magnitude are involved, it is imperative that the allowances accurately meas- 

Des Moines Gas Co. v, Des Moines, 238 U.S. 153, 165-168 (1915); Denver v. Denver 
Union Water Co., 246 U.S. 178, 183 (1918); Galveston Elec. Co. v. Galveston, 258 U.S. 388, 
399 (1922); 0 /iio Utilities Co. v. Comm., 267 U.S. 359, 361-363 (1925); Dayton P. &■ L. Co. v. 
Coww., 292 U.S. 290, 309-31 1 (1934). 

Ohio Utilities Co. v. Comm., 267 U.S. 359, 362 (1925). 

Des Moines Gas Co. v. Des Moines, 238 U.S. 153, 165 — 168 (1915). 
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lire authentic elements of cost. Such allowances should be brought to the same 
tests of substantial fact and experience that, are required for other parts of the 
valuation, and any departure from the actual expenses that the utility has 
necessarily incurred should be subject to the close and critical scrutiny of 
commissions and courts. 

The alternative procedures. Three alternative procedures may be followed 
in ascertaining and allowing overhead expenses, (i) It would be possible to 
determine a specific sum for each particular overhead in the light of the 
particular circumstances surrounding the historical or hypothetical launching 
of the enterprise. Such a method would be followed if the evidence upon 
which overheads were allowed were the actual costs as shown by the account- 
ing records. But where much of the evidence is concerned with estimates and 
opinion, other methods appear to possess advantages in economizing time and 
effort. (2) The second method proceeds to determine the appropriate allow- 
ance for each overhead individually as a percentage of some part of the 
cost of the physical property. In the remainder of this section, this method 
will be described in some detail as the nature of the individual overheads is 
analyzed. (3) The third method is the most popular. It consists in applying a 
single percentage to the cost of the physical property (with or without the 
exclusion of land), making a blanket allowance for all overhead expenses. 
This method will be commented on briefly toward the close of this section. 

The percentage allowances. The appropriate allowances, either for indi- 
vidual overheads or as a blanket figure, will depend upon the assumptions as 
to the sequence followed in the application of the overheads, the assumed 
length of the construction period, and the character of the prices applied to 
the inventory of the physical property. Comparisons of overhead allowances, 
whether in the form of specific sums or percentages, are likely to be misleading 
and confusing because of differences in the character of the properties and 
the absence of uniformity in the treatment of unit costs and intangibles. Also, 
since there are many possibilities of duplication in the allowances for indi- 
vidual overheads, the percentage appropriate for any one overhead must in 
some measure be determined by the treatment of other overhead costs. 

The base for overheads and the method of applying the percentage allow- 
ances. Theoretically, the overhead expenses are incurred from time to time 
preceding and during the construction of the property. Though commissions 
are not all agreed, the base for the calculation of overhead charges should be 
the cost of the physical property, exclusive of lands. In strict accuracy, items 
of physical property that are not acquired until after the beginning of opera- 
tions, such as meters, automobiles, working capital, et cetera, should form no 
part of the base upon which overhead costs are determined. The exclusion of 
land rests upon the authority of the present-market-value rule of The Minne- 
sota Rate Cases, but many commissions have allowed overhead charges on 
land as well as on other physical property. 

In the actual construction of a property, overheads are cumulative, and in 
the valuation of utility properties it is proper that the percentages should be 
applied cumulatively. The following discussion treats overhead expenses in 
the order in which they are. applied in the determination of the rate base. 
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Contractor’s Profit. The place of contractor’s profit in utility valuations is 
always difficult to determine. The guiding principle must be an insistence 
upon a thoroughly consistent scheme of valuation hypotheses and practices. 
The employment of a contractor for any construction project is justified only 
when it is thereby possible to reduce the cost of the project, and the pre- 
requisite for all claims for contractor’s profit must be a showing that the 
savings therefrom have been duly recognized in other aspects of the valuation. 
Thus, where the work could be done as clearly by the company itself, where 
the unit prices are those which would apply to piecemeal construction, or 
where ample allowance for contractor’s profit has been made in the unit prices, 
there should be no separate allowance. If the addition of contractor’s profits is 
permitted, the unit costs must be those that would be charged to the contractor, 
not those that are paid by the utility. 

A further source of difficulty lies in the duplication of costs between certain 
general overheads and contractor’s profit. Contractor’s profit is intended to 
cover many of the costs that are the basis of claims for engineering and super- 
vision, insurance and damages, contingencies and omissions, interest during 
construction, and others. It is, therefore, essential that the inclusion of con- 
tractor’s profit be balanced by the elimination of any overlapping between it 
and these other overhead expenses. 

If the propriety of an allowance for contractor’s profit be established, the 
calculation of the appropriate amount requires the careful segregation of the 
costs of those parts of the work to which the contractor’s services pertain. 
There is no recognized standard of a normal or reasonable rate of profit by 
which to determine the appropriate allowance; the amount allowed must de- 
pend upon the character of the construction. The practice of having construc- 
tion work performed by affiliated companies who obtain their contracts with- 
out competitive bidding has been a persistent source of extravagant claims, 
so that all payments to affiliated companies require critical scrutiny.”** 

Contingencies and Omissions. In every large construction work there is 
a certainty that the final costs as estimated will be enhanced by unanticipated 
increases in costs. These costs arise from omissions in the estimates, unfore- 
seen difficulties in construction, losses due to delays and destruction of property 
through storms and inclement weather, delays in the delivery of materials, in- 
creases in the cost of certain items, and strikes or other labor difficulties. Since 
additional costs are inevitably encountered in all major construction projects, 
it is customary for engineers to include in their estimates of costs a percentage 
to cover “contingencies and omissions.” As a part of the reproduction-cost 
estimate, an additional reason for inclusion of some allowance is the possi- 
bility of omissions in the preparation of the inventory. 

The propriety of including contingencies and omissions among overhead 
charges in the calculation of reproduction cost and the rate base is still exten- 
sively disputed. A substantial number of the state commissions have been 

Alabama Power Co., P.U.R. 1932D, 345, 360-361 (F.P.C., 1932); Cary v. Oklahoma 
Corp. Comm., 17 F. Supp. 772, 18 P.U.R. (N.S.) 512, 517 (D. Okla., 1936); Milwaukee Elec. 
R. & L. Co. v.Mthvoukee, P.U.R. 1918E, i, 13 (Wis., 1918); Re Logan Gas Co., P.U.R. 1929A, 
232, 235 (Ohio, 1928); Long V. Snow Shoe Water Co., P.U.R. 1929A, 654, 657 (Pa., 1928); 
Re Union Electric Light Sr P. Co., 17 P.U.R. (N.S.) 337, 359 (Mo., 1937) . 
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persuaded of the validity of such claims and have made allowances which 
have ranged from to 13 per cent of the cost of the physical property other 
than land, with 3 and 5 per cent as the common allowances.®’^ Although 
recognized as a proper item of cost for new construction projects, the propriety 
of including contingencies and omissions in reproduction-cost determinations 
has been denied by some regulatory authorities.®^ It has been pointed out that 
in a carefully prepared inventory, errors are quite as likely to favor, as to 
prejudice, the utility, and that the tendency of appraisers to overestimate of 
quantity and price is quite as strong as any tendency toward underestimation. 
Furthermore, in the matter of unforeseen difficulties and delays, it is said 
that these matters are either a part of the record or can be included in the 
inventory or in the unit prices, since it is the identical property that is being- 
valued. 

Rejection of contingencies and omissions as an overhead charge does not 
preclude a recognition of these items of cost in the reproduction-cost estimate. 
Allowances may appropriately be made in the form of specific adjustments to 
the accounts to which they apply: inventory quantities may be increased to 
allow for losses and waste; unit prices may make allowance for unpredictable 
difficulties and unforeseen delays in construction. Where a general contractor 
is employed, ample allowance for contingencies and omissions has been made 
both in the contract prices and in the allowance for contractor’s profits. This 
is the approach of the Interstate Commerce Commission in its valuation of 
the steam railroads.®® 

Engineering and Supervision. As an overhead charge, the engineering and 
supervision allowance includes all of those expenditures for engineering which 
are not chargeable to, and includible in, the unit costs of particular items of 
property. Among the services performed by engineers are the making of 
preliminary surveys, the preparation of detailed plans, the preparation of 
specifications for construction projects and equipment, the awarding of con- 
tracts, the inspection of the work in progress, the purchase of materials and 
the supervision of labor where the work is not done by contract, final tests of 
construction work and equipment delivered by contractors, and inspections 
and adjustments as the plant is placed in operation. Virtually all utilities have 
some engineers on their staffs, and during the construction period their 
salaries and expenses are chargeable to capital either as a part of the cost of 
specific projects or as a capital overhead. In addition, outside engineers may be 
employed in connection with specialized or complicated constructions. 

Engineering expenses have been quite universally recognized as an ap- 
propriate element in the reproduction-cost estimate and in the rate base. It is 
always necessary, however, to analyze the specific assumptions and data upon 

Eroofilyn Borough Gas Co. v. Prendergast, P.U.R. 1927A, 200, 235, 239, 16 F. (2d) 615 
(E.D. N.Y., 1926); Re Cincinnati Bell Teleph. Co., P.U.R. 1924E, 849, 853 (Ohio, 1924); 
Public Seri’ice Comm. v. Missouri Utilities Co., P.U.R. 1932E, 449, 483 (Mo., 1932); Pacific 
Tel. & Tel. Co. v. Thomas, 13 P.U.R. (N.S.) 337, 365 (Or. C.C., 1936); Himes v. Pennsylvania 
Power &■ Light Co.. 16 P.U.R. (N.S.) 65, 85 (Pa., 1936). 

Re Chesapealte & P. Tel. Co., P.U.R. 1926E, 481, 549 (Va., 1926); Re Pacific Teleph. & 
Teleg. Co., P.U.R. 1930C, 481 (Cal., 1929); Re Brooklyn Borough Gas Co., 21 P.U.R. (N.S.) 353 

(N.Y., 1937). 

Texas Midland R., 75 I.C.C. i, 143-146 (1918). 
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the basis of which the allowance is made. Wide diflferences in the amount of 
the engineering expenses are encountered, even for substantially similar 
properties, differences which may be explained only in part by varying prac- 
tices with respect to the direct assignment of such costs to particular parts of the 
work. As a general principle, engineering and supervision expense should 
be allowed only so far as the expenditures add value to the plant. 

The procedures open to commissions in the determination of appropriate 
allowances for engineering are illustrated by the work of the Interstate Com- 
merce Commission. The attempt to allocate the costs of engineering to particu- 
lar pieces of property was early abandoned as an unnecessary refinement. 
The historical method, w'hich the Commission finally adopted, based the 
allowance upon w'hat engineering expenses had been incurred in the past. 
On the basis of a detailed analysis of the engineering costs of 121 construction 
projects of different types in different parts of the country, the Commission 
concluded that the normal expenses of engineering amounted to not less than 
2, nor more than 5, per cent of the road accounts, exclusive of land and 
engineering; the mean was 3.5, and the average 3.6, per cent. On the basis 
of these studies, the valuation engineers of the Commission were instructed to 
allow between 2 and 5 per cent, depending upon the nature of the property 
being valued.'^^ 

Most of the commissions have based the calculation of engineering upon 
the cost of the physical property other than land. They have tended to follow 
convention in making these allowances, devoting little attention to the con- 
siderations that would warrant a relatively larger or smaller allowance for the 
particular property. Their allowances have averaged substantially higher 
than those of the Interstate Commerce Commission, despite the fact that a 
relatively larger portion of the investment of local utilities is for equipment, 
where the engineering costs are incurred largely by the manufacturer and 
included in the purchase price of his product. The percentage allowances 
have ranged from 2 to 15 per cent, with a distinct clustering at 5 per cent.'^^ 

Promotion. Promotional activities of some character have normally been 
associated with the inauguration of all enterprises of any size. In the most 
general terms, the activities of the promoter center in the discovery of a busi- 
ness opportunity, its tentative testing from the standpoint of prospective costs 
and revenues, and the enlistment of the necessary support for its develop- 
ment. More specifically, the promoter will prepare the initial plan for the 
enterprise; direct the preliminary legal and technical studies to determine 
its practicality, probable costs, and prospective revenues; secure any requisite 
charters and franchises; present the program to banking interests to secure 
the financing of the project; organize the corporation and perhaps secure 
options, prepare contracts, and take steps for the construction of the prop- 

Texas Midland R., 75 I.C.C. i, 148-150 (1918). 

King's County Lighting Co. v. Prendergast, 7 F. (2d) 192, P.U.R. 1925C, 705, 717-718 
(E.D.N.Y., 1925); Re Clarksburg Light & Heat Co., P.U.R, 1928B, 290, 311, 312 (W.Va., 1927); 
Re Union Electric Co., P.U.R. 1928E, 396, 402 (Mont., 1928); Public Service Comm. v. Missouri 
Utilities Co., P.U.R. 1932E, 449, 483 (Mo., 1932); Re Cities Service Co., P.U.R. 1933A, 113, 
158 (Kan., 1932); Re Lone Star Gas Co., P.U.R. 1933C, i. 27 (Okla., 1933); Re Springfield Gas 

Co., 19 P.U.R. (N.S.) I. 9 (Ohio, 1937). 
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erty. The work of promotion is not all done by the promoter himself; he 
will presumably find it necessary to employ the relatively expensive assistance 
of engineers, attorneys, accountants, and other specialists. The scope of the 
promoter’s work may have been much less than would be indicated by the 
present magnitude of the enterprise; the original project was probably of 
much smaller dimensions than the present enterprise. 

Although promotional expenses have been a considerable item in the finan- 
cial development of many utilities, the propriety of their inclusion in repro- 
duction cost estimates is quite unsettled. Although this item was first in the 
enumeration of overhead charges in the Court’s discussion of the master’s 
report in the Des Moines Gas case,'’’“ no allowance seems to have been made 
in the Denver Union Water case,’’’^ or the Galveston Electric case,”^'^ in both 
of which reasonably full discussions of overheads occur. Certainly separate 
allowance for promotional expense is not essential, as is shown by the Court’s 
refusal to disturb the Commission’s rejection of the item as “too conjectural” 
in the Los Angeles Gas and Electric case.'^" Where commissions have in- 
cluded a separate sum for promotion, the allowances are typically i or 2 per 
cent of the cost of the physical property excluding land. In a majority of the 
cases coming before the courts and commissions, no specific allowance is 
made; and it has been said in justification for a refusal to include promotional 
costs— that the promoter obtained his reward in the form of profitable con- 
struction contracts, that the costs have been amortized from earnings, that no 
expenses have been shown, that no services of real value to the community 
were rendered, or that all costs were covered in fees paid to parent or asso- 
ciated companies.'^® 

Organization Costs. The organization costs include the expenses of 
launching the corporation. Specifically, these expenses embrace the incorpora- 
tion fees, the necessary payments to attorneys, et cetera. There are frequent 
duplications of claims for promotion, organization, legal and financing costs, 
as well as for such intangibles as franchises, so that sometimes commissions 
group under the single classification of “organization and legal expenses” all 
those items that are here, for reasons of clarity, discussed under separate 
headings. 

Having been accorded specific mention by the Supreme Court as an appro- 
priate part of the reproduction-cost estimate, organization expenses have 
generally been recognized by regulatory authorities. A specific allowance is 
to be preferred to the customary percentage allowance. Percentage allow- 
ances, based on the cost of physical properties other than lands, have ranged 
from a fraction to i per cent for organization expenses alone, and from 2 to 
3 per cent for organization, administration and legal expenses in combina- 

■^2238 U.s. 153, 166 (1915). 246 u.s. 178 (1918). 

■^^25811.5.388(1922). ■=’528911.5.287,310(1933). 

Denver Union Stoc\ Yard Co. v. United States, 57 F. (2d) 735, P.U.R. 1932C, 225, 233- 
234 (D. Colo., 1932); Edwards v. Glen Teleph. Co., P.U.R. 1916B, 940, 959-960 (N.Y., 1915); 
Re Chesapeake & P. Tel. Co., P.U.R. 1916C, 925, 988-994 (Md., 1916); Re Hydro-Electric Light 
'&• P. Co,, P.U.R. 1918A, 325, 333 (Ind., 1917); Re Lone Star Gas Co., P.U.R. 1933C, i, 27 
(Okla., 1933). 

Ohio Utilities Co. V. Comtn., 267 IJ.S. $5g, $62 (1^25). 
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tionJ® Where no allowance is made the explanation is to be found in the 
fact that these costs are covered in other items, that the claims of the com- 
pany have been extravagant, that the evidence does not make possible the 
determination of a reasonable figure, or that the costs to predecessor com- 
panies have been erroneously included.''*^ 

Legal Expenses. The legal expenses incurred by utilities vary widely: the 
character of the construction, the state and federal laws controlling the opera- 
tions of the corporation, and the length of the construction period are some 
of the factors influencing their amount. The occasions for legal expenses 
embrace the compliance with provisions of statutes and ordinances; litigation 
growing out of condemnation proceedings, damage suits and disputes over 
contracts; the preparation of contracts, deeds, and other legal instruments; 
and the examination of titles to real estate. The expenses associated with pro- 
curing franchises are ordinarily included directly in franchise costs. 

Legal e.xpenses were recognized as part of the overhead charges by impli- 
cation in Supreme Court’s opinion in the Des Moines Gas case.®^’ And the 
propriety of their inclusion, in so far as they are part of the costs of the con- 
struction period, has been conceded in many commission proceedings. The 
claims for legal expenditures may overlap those for administration, organi- 
zation, insurance and damages, et cetera. Consequently, commissions should 
avoid granting blanket allowances and should insist that the claims be capable 
■ of definite and certain determination, that, where possible, the specific costs 
(actual or estimate) be enumerated, and that claims based on mere specula- 
tion, conjecture, or comparison with other utilities be rejected. Some legal 
expenditures are clearly improper, such as the expenses of lobbying for favor- 
able legislation; and other legitimate legal costs, such as the expenses of bond 
issues, preparing contracts, et cetera, should be amortized over the period 
during which the expenditure benefits the company. 

The basis for the calculation of the allowance and its amount have varied 
considerably in different valuations, A specific allowance is usually prefer- 
able, but where a percentage allowance is made, the base is usually the 
cost of the physical property other than land.®’- The percentage allowances 
cluster around i per cent as the norm, with larger percentages when legal 
expenses are grouped with other overheads. The Interstate Commerce Com- 
mission, for example, has included legal expenses as one item in the general 
expenditures, for which an allowance of iH per cent of the cost of physical 
structures other than land has been thought sufficient.®® 

Administration Expenses. The allowance for administration is intended 
to include those expenses (other than the organization, legal, and others for 

Slate ex rel. St. Lotus v. Public Service Commission, 341 Mo. 920, no S.W. (2d) 749, 
22 P.U.R. (N.S.) 6, 24 (1937); Re Western States Gas &■ E. Co.. P.U.R. 1924D, 681, 691 (Cal., 
1924); Re Cities Service Co., P.U.R. 1933A, 113, 161 (Kan., 1932). 

Re Southern Cal. Edison Co., P.U.R. 1924C, i, 20 (Cal.,' 1923); Re Long Island Lighting 
Co., 18 P.U.R. (N.S.) 65, 93-101 (N.Y., 1935); Re Capital Transit Co., 25 P.U.R. (N.S.) 177, 
193 (D.C„ 1938). 

SO238U.S. 153, 166 (1915). 

Since so large a proportion of the legal expenses of utility corporations is associated with 
the acquisition of land, the base for the allowance should probably include land values, 

fTexar i?., 75 1 .C.C. I, 29-30, 151-153 (1918). 
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which allowance is made elsewhere) necessarily incurred prior to the begin- 
ning of operations. More specifically these expenses include the salaries of the 
executive and general office staffs, stationery and postage, office rent, and 
the like. 

Some allowance for administration expenses is usually made directly or 
indirectly by the commissions. Again a specific, rather than a percentage, 
allowance is advisable. As a percentage, a fraction of i per cent is probably 
sufficient, or in combination with organization and legal expenses, i to 3 
per cent may be considered normal.®^ The cost of physical property other 
than lands is the usual base for any percentage allow'ance. 

General Expenditures. The multiplication of the overhead allowances, 
especially with reference to those items which are relatively small, favors 
overstatement and duplication. Under the designation of “general expendi- 
tures” the Interstate Commerce Commission groups “organization expenses,” 
“general officers and clerks,” “law,” “stationery and printing,” “taxes,” and 
“other expenditures — ^general.” The Commission’s allowance for these five 
classes of expense has been DA per cent of the investment in, or cost of, road 
items, exclusive of land.®'^ 

Insurance and Damages. Every large construction project is certain to in- 
volve injuries to persons (usually employees), damages to property, and 
losses from fire or other accidents. The amount of the losses, or the costs of 
insurance, will vary with the type of the utility, the conditions and methods 
of construction, and the legal liabilities which are imposed on the company. 
The utility may choose not to purchase insurance, in which case it will carry 
the risk itself. Whichever course is pursued, no allowance for either insurance 
or damages should be made in excess of the standard premiums at which 
the company might have covered its risks. This rule has not always been 
observed by the regulatory commissions, and the allowances have varied from 
a reasonable fraction of i per cent, to questionable allowances of 2 per cent 
or more on the cost of the physical property other than land.®^ If the unit 
prices applicable to the physical property are based on the assumption that 
the work is done by a general contractor or if there is a separate allowance for 
general contractor’s profit, there need be no separate allowance for insurance 
and damages to that extent. And so far as insurance is available at standard 
premiums for particular parts of the work, this expense may be allocated to 
the appropriate units or classes of construction work or property and thus 
removed from the category of overheads. 

Taxes During Construction. No general rule can be enunciated as to 
the propriety of including taxes as an overhead expense. The logic of the 

Water Protest Conmrittee v. Yor/^ Water Co., P.U.R. 1924C, 680, 696 (Pa., 1924); Public 
Utilities Commission v. New England Teleph. & Teleg. Co., P.U.R. 1926C, 207, 230 (R.I., 
1925) ; Re Chesapeake & P. Tel. Co., P.U.R. 1926E, 481, 558-559 (Va., 1926) ; Re Union Electric 
Light &P. Co., 17 P.U.R. (N.S.) 337, 372 (Mo., 1937); Re Springfield Gas Co., 19 P.U.R. (N.S.) 
I, 9 (Ohio, 1937) ; Lowe Star Gas Co. v. Fort Worth, 20 P.U.R. (N.S.) 89, 106-108 (Tex., 1937). 

Where incorporation fees have been more than nominal in amount, an additional allow- 
ance is made. (Texas Midland R., 75 I.C.C, i, 29-30, 151-153 [1918J. 

Public Utilities Commission v. New England Teleph. & Teleg. Co., P.U.R. 1926C, 207, 230 
(R.I., 1925); Re Union Electric Co., P.U.R. 1928E, 396, 401-402 (Mont, 1.1)2%) Sullivan v. Mo. 
E/ec. P. Co., 6 P.U.R. (N.S.) 225, 235-236 (Mo., 1934). 
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present-market-value rule of The Minnesota Rate Cases has been thought 
to preclude the allowance of this overhead on land; but nevertheless some 
commissions have included taxes on land in overheads.®*^’ The propriety of 
an allowance for taxes on other property is properly held to depend upon 
local laws and practices. Where the company’s proof is satisfactory, the usual 
allowance is relatively insignificant, approximately i per cent in a typical case. 

The Costs of Financing. The costs of financing fall into three categories: 
the expenses incidental to preparing security issues, selecting trustees and 
fiduciary agents, engraving securities, et cetera; the discounts at which cor- 
porate securities are sold to the ultimate investors; and the commissions and 
fees that are paid to bankers and security houses for the underwriting and 
sale of securities. Under present methods of corporate financing these costs 
are commonly incurred in connection with any security issue of substantial 
amount. If these three classes of expen.ses are analyzed, it will be noted that 
certain items may be considered capital costs, while others may not be so 
regarded, (i) The expenses of the first group, in so far as the securities are 
issued permanently as in the case of stocks, may be capitalized; while to the 
extent that they are recurring, as with bond issues, these costs should be amor- 
tized during the life of the security. (2) The discount at which securities are 
sold to investors depends upon the amount and certainty of the prospective 
return; if the interest or dividend rate is high enough and if no untoward 
risks attach, the security may sell at par or even at a premium. The discount 
is therefore in the nature of a deferred interest charge in the case of bond 
issues, and for all securities it is an index of the relative attractiveness of the 
particular security in relation to others which investors might purchase. Un- 
der no normal circumstance should the discount on security issues be con- 
sidered a capitalizable cost: the discount on bonds should be amortized dur- 
ing the life of the bond; and it would appear advisable to amortize stock 
discounts also, perhaps out of such surplus earnings as may be available. 
(3) Brokerage costs,*^'^ including the fees paid to underwriting syndicates and 
to others selling securities to the ultimate investor, represent payment for a 
service performed for the corporation. To the extent that such costs are of 
a recurring nature, they should be amortized out of income; to the extent 
that the service is a permanent one, as in the issue of stocks, it may be appro- 
priate to capitalize the expenditure. 

The treatment of financing costs in the determination of the rate base is 
one of the unsettled elements in utility valuations. Those who would exclude 
financing costs find support in the Supreme Court’s limited discussions of 

Utah Light & Traction Co., P.U.R. 1920B, 262, 275-276 (Utah, 1920); Wood v. Elmira 
Water, Light & R. Co., P.U.R. 1927B, 400, 460 (N.Y., 1926); Blytheville v. Blytheville Water Co., 
i 5P.U.R. (N.S.) 177, i88 (Ark., 1936), 

It is important to distinguish between discount and brokerage. If an issue of 5 per cent bonds 
can be sold to investors at $97, the issue may be sold by the issuing corporation to the under- 
writing syndicate at I95. The difference between the par value and the amount that the investors 
pay for the security (100-97), or 3 per cent, is the discount. The corporation has to pay -Ss 
a year for the use of S97, and in addition, must pay $3 more, or $100, at the maturity of the bond; 
the $3 is in the nature of a deferred interest charge. The hro\erage\s the “spread” that is available 
to the investment bankers and brokers who handle the sale of the security; that is, it is the dif- 
ference between the price at which the security is sold to investors and the price which the in- 
vestment bankers have paid to the corporation, Aat is, $97 minus $95, or $2. 
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the matter, in which reluctance to require the inclusion of such items has 
been manifest.^® The arguments against the inclusion of these costs seem to 
be ultimately reducible to the contention that if the company enjoyed good 
credit, it could obtain sufficient capital without other costs than the normal 
rate of return, and that to make any allowance for financing costs would 
penalize consumers for the inferior credit of the utility.®*’ 

A quite substantial number of commissions, and some courts, have held 
that financing costs are a normal expense in the starting of any enterprise 
and should be recognized in utility valuations. Some commissions that have 
recognized this expense have based the allowance upon the cost of all prop- 
erty, the range of allowances being from less than 3 to 20 per cent.”° Other 
commissions have preferred to recognize financing costs in the rate of re- 
turn.“^ The Interstate Commerce Commission has made allowance for financ- 
ing costs only in so far as they apply to the construction period and then only 
in connection with interest during construction.*’^ 

An appropriate rule for the treatment of financing costs, may follow the 
three categories into which these costs have been analyzed. The expenses in- 
cidental to preparing security issues, selecting trustees and fiduciary agents, 
engraving securities, et cetera, are a legitimate part of the cost of every secur- 
ity issue : to the extent that these costs are incurred for securities with a limited 
term (as bonds or notes) the costs should be amortized during the life of 
the security, except for that part which applies to the construction period, 
which may be capitalized; but in so far as the expenses apply to securities 
which will remain outstanding permanently, there is no principle that pre- 
vents their capitalization. Discount on securities of any character is in the 
nature of a hidden interest charge, and should never be included in the rate 
base unless assignable to the construction period. The fees and commis- 
sions paid to underwriting syndicates and bankers, sometimes loosely called 
“brokerage,” should be amortized if applicable to bonds and notes (with the 
usual exception for that part of the expense which may be ascribed to the 
construction period), but may be capitalized if incurred on behalf of securi- 
ties that remain outstanding indefinitely. 

Interest During Construction. In the creation of any large utility under- 
taking, large expenditures are required for various periods of time before 
the enterprise begins operations. Expenses for construction and equipment 
must be met as the work proceeds, and the cost of providing the funds there- 

Galveston Elec. Co. v. Galveston, 258 U.S. 388, 397 (1922). See also Los Angeles G. &■ E. 
Corp. V. Comm., 289 U.S. 287, 310 (1933); and Dayton P. & L. Co. v. Comm., 292 U.S. 290, 

310 (1934)- 

Reno P., L. & W. Co. v. Comm., 300 Fed. 645, 667 (D. Nev., 1921). 

Re Southern Nebraska Power Co., P.U.R. 1925B, 278, 282-283 (Neb., 1924); Columbia v. 
Columbia Water Co., P.U.R. 1929D, 265, 271 (Pa., 1929). See also Worcester Electric Light Co. 
V. Aitwill, 2S F. (2d) 891, P.U.R. 1929B, i, 59-61 (D. Ma.ss., 1929). 

Herring v. Clark’s Ferry Bridge Co., P.U.R. 1926D, 514, 523-524 (Pa., 1926); Re Alabama 
Power Co., RU.R, 1932D, 345, 359 (F.P.C., 1932); Re General Water Supply Co., P.U.R. 1923R, 
802, 804-805 (N.J., 1923); Re Eastern Shore Gas & E. Co., P.U.R. 1929E, 244, 249 (Md., 1929); 
Spicss V. Manchester Electric Co., P.U.R. 1933B, 262, 266-267 (Conn., 1933); Re Union Electric 
Light & P. Co., 17 P.U.R. (N.S.) 337, 348-349 (Mo., I937)j Northern States Power Co., 
24 P.U.R. (N.S.) 474, 476-478 (Wis., 1938). 

'^“Texas Midland R., 75 I.C.C. i, 31 (1918). 
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fore is a generally recognized part of the costs of the final enterprise. The 
allowance for interest during the construction period is not an attempt to give 
the company an element of profit before actual operations begin, but is simply 
an acknowledgment of the fact that capital funds cannot be employed with- 
out the loss of the interest that might have been earned had they been other- 
wise invested. 

The propriety of including interest during construction as an overhead 
has been affirmed by the Supreme Court.'-*^ kate and federal commissions 
have quite generally provided for the charge in their determinations of re- 
production cost and the rate base. Special circumstances have sometimes 
caused particular commissions to rule against the inclusion of interest during 
construction; no interest has been permitted on property that has been aban- 
doned or is otherwise unused; interest has been properly ruled out for 
property on which no such cost Avas incurred, as for meters and other equip- 
ment installed immediately preceding or following the beginning of opera- 
tions; where piecemeal construction is assumed, the necessary allowance 
has been greatly reduced; and though it is not consistent with the strict 
theory of reproduction cost, several commissions have held that no interest 
during construction should be added where the funds for the construction 
were derived from depreciation reserves or other operating funds.'*'^ For the 
most part however, the differences of opinion respecting interest during con- 
struction are concerned with the appropriate amount of the allowance and 
its calculation, rather than with the validity of an allowance per se. 

The amount of the allowance for interest during construction will depend 
upon the rate of interest assumed, the term for tvhich it is allowed, and the 
base upon which it is calculated. These three considerations are quite gen- 
erally resolved on the basis of general assumptions, the actual interest pay- 
ments made by the utility not being considered controlling. 

In determining the rate at which interest shall be calculated, it is custom- 
ary to assume that the company’s credit is good, for certainly the value of a 
property should not be enhanced by the relatively poor financial standing of 
its promoters. Since it is not the purpose of the allowance to provide the 
company with profits before operations are begun, the rate should be con- 
fined to the minimum cost necessary to command the funds requisite for 
construction. In the large majority of cases, the allowance has been 6 per cent. 
This percentage has the approval of the Interstate Commerce Commission in 
its valuations of the steam railroads, but it should be remarked that its allow- 
ance of 6 per cent has been intended to cover not only interest costs but also 
“all other costs in connection with procuring necessary funds for construc- 
tion,” specifically any costs of financing. 

Ohio Utilities Co. v. Comm., 267 U.S. 359, 363 (1925). 

^^Re Capital Traction Co.. P.U.R. 1919F, 779. 810 (D.C., 1919); Re N. Y. Tel Co PUR 
1925C, 767, 779 (N.J., 1924). 

Re Missouri S. R. Co., P.U.R. 1916C, 607, 622 (Mo., 1915); Re Racine Water Co., P.U R 
1917D, 277,314 (Wis., 1917). 

Re United R. Co., P.U.R. 19230, 759, 845 (Mo., 1923). 

Consumers Co., P.U.R. 1923A, 418, 425-426 (Idaho, 1922); Re Interstate Pub. Service 
Co., P.U.R. igjoE, 56, 58 (Ind., 1930). 
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There is no unanimity as to the term for which interest should be allowed, 
and there are possibilities of widely varying allowances arising from diiferent 
assumpdons as to the time required for construction. Theoretically, it would 
be possible to prepare a construction schedule for each particular property 
and to calculate the actual investments that would be required at successive 
stages in the progress of the work. Most commissions have declined to in- 
dulge in this theoretical calculation and have assumed that the funds required 
would be expended evenly over the entire construction period.'’® While it 
might be assumed that funds would be required only from the time of outlay 
to the beginning of operations, it is practically necessary to have funds on 
hand somewhat in advance of the particular dates on which the payments are 
to be made. The Interstate Commerce Commission assumed that such funds 
should be available approximately three months in advance of actual expendi- 
ture.*’'’ 

As to the length of the construction period, no exact standard is possible. 
Although it would perhaps be unfair to the utility to limit the construction 
period to the shortest possible space of time within which the work could be 
accomplished, neither the public nor the company will be injured if the con- 
struction period be limited to that time within which the work might be 
economically done. It may be noted that claims to unusually long construc- 
tion periods based on possible delays in the completion of the work may 
represent the double counting of costs that have already been recognized in 
unit prices, contractors’ profits, or contingencies and omissions. An occasional 
source of controversy has to do with the recognition of the preliminary period 
preceding the start of actual construction, since this period may be of long 
duration; however, the actual expenditures during this period are seldom of 
significant magnitude and no injustice results if the term be confined to the 
actual construction period. 

The base for the determination of the interest allowance would appear to 
be obvious — all of the expenditures imposed on the utility during the con- 
struction of its plant. This definition of the base would include not only the 
expenditures for physical structures and land, but for overhead expenses as 
well. In actual practice, however, two exceptions are encountered; since com- 
pounding of the interest allowance is considered improper, interest during 
construction is eliminated from the base; and the Minnesota Rate Cases 
rule with respect to the valuation of land has been generally interpreted as 
directing that the investment in land should form no part of the base for 
the determination of interest during construction.^”” 

While thi.s .issumption has been followed by the Interstate Commerce Commission as to 
expenditures on road account, the Commission has recognized that equipment is normally not 
acquired until the road is about to begin operations, and hence interest on equipment expendi- 
tures is limited to a period of three months. {Texas Midland R., 75 I.C.C. i, 158 [1918 |.) A 
similar distinction might be made by state commissions in respect to property, such as subscribers' 
telephone instruments, meters, et cetera, which is normally purchased during the period of actual 
operations. 

Ibid., 157. 156. 

101 Ibid., 155; Missouri, K. & T. Ry. Co., 34 Val. Rep, 293 (1930). 

Paul Bridge & Term. Ry. Co., 143 I.C.C. 375> 381 (1928); Re Metropolitan West Side 
Elen. R. Co., P.U.R. 1921B, 229, 270 (III., 1921); Re Duluth Street R. Co.. P.U.R. 1927A, 41, 
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In conclusion, interest during construction is usually allowed at the rate 
o£ 6 per cent upon the cost o£ physical property (except land), plus overhead! 
charges (except interest) for one-half of the period of actual construction 
(plus). 

Blanket Allowances for Overheads. Overhead expenses may either find 
a place in the valuation in the form of the separate allowances which have 
already been described, or a single blanket percentage allowance may be 
made. If appropriate general percentages were worked out for different classes 
of construction with the same care that should apply to the calculation of the 
separate allowances, there would be no objection to the use of the blanket 
allowance. However, there has developed a tendency for commissions to rely 
upon the blanket percentages, both as a labor-saving device and because legal 
authorities can be cited for the particular percentages chosen. In a large pre- 
ponderance of cases this method has been followed; and an allowance of 15 
per cent of the cost of physical property (with or without the exclusion of 
lands) has been usual, although allowances of 10 per cent are not uncommon 
and those of more than 15 and up to 30 per cent are not unknown. The blanket 
percentage method has been recognized by the Supreme Court, a fact 
which has doubtless added to its popularity with the state commissions. Such 
evidence as has been developed in the few cases where actual expenditures 
for overhead costs have been determined would seem to indicate that a blanket 
allowance of 15 per cent would normally be more than generous. 

5. INTANGIBLE VALUES 

It is customary for valuation cases to include allowances for intangible 
elements of value in addition to physical assets and overhead charges. As 
the term implies, these values are not associated with the utility’s physical 
assets; rather, they are identified with various rights and privileges attach- 
ing to the business in its entirety. The discussion which follows will be limited 
to the more important intangibles; namely, franchises, goodwill, going value, 
contracts, and water rights. 

Franchise Value. The character of franchises. The general nature of fran- 
chises has been considered in some detail.^®'^ For present purposes, it is 
enough to note that franchises are property For the utility company, fran- 

50-51 (Minn., 1926); Public Service Commission v. Missouri Utilities Co., P.U.R. 1932E, 449, 
483 (Mo., 1932). 

Contra; Wood v. Elmira Water, Light & R. Co., P.U.R. 1927B, 400, 460 (N.Y., 1926); 
Comm. V. Ozar\ Utilities Co., 18 P.U.R. (N.S.) 408, 416 (Mo., 1937). 

Of cour.se, the adoption of the prudent-investment base, with land limited to its investment cost, 
would require the inclusion of expenditures for land in the base upon which interest during con- 
struction should be allowed. The Federal Power Commission, in its determination of the statutory 
“investment cost” for hydroelectric projects constructed under federal license, has so ruled. 
{Re Alabama P. Co., P.U.R. 1932D, 345, 362-363 [F.P.C., 1932].) 

In the Des Moines Gas case, the Court accepted a valuation in which an allowance of 15 
per cent had been made in addition to a separate sum for organization expenses (238 U.S. 153, 
165-166 [1915]); and in die Dayton Power and Light Company case an allowance of 14 per 
cent was approved (292 U.S. 290, 311 [1934]). 

loi'Chapter VII. 

Monongahela Co. v. U.S., 148 U.S. 312, 329, 342-345 (1893); People v, O'Brien, tii N.Y. 
r(i888). 
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chises are obviously valuable: without its franchise, the company would be 
unable to engage in its business. Thus, since the franchise is property, and 
valuable property, it is not strange that claims for the inclusion of franchise 
values have been prominent in rate proceedings. 

The valuaUon of franchises. Before entering upon the considerations for 
and against the inclusion of franchise values in the rate base, seven methods 
of valuing franchises may be canvassed, and the propriety of each method 
for the purposes of rate regulation noted. 

(1) The original cost of a franchise would be the cost paid by the original 
owner to the public authority that granted the franchise. In so far as the 
original cost, or investment, is considered an appropriate standard for the 
regulation of utility rates, the same measure may be applied to franchises. 

(2) A prudent-investment standard for the valuation of franchises may 
be suggested if there is any reason to believe that the cost has been unduly 
inflated. If the company has spent large sums in litigation, in publicity cam- 
paigns to influence voters and elections, or in lobbying activities, the inclu- 
sion of such expenditures in the rate base should be challenged. The allowance 
for a franchise should be its necessary and legitimate cost, and any sums in 
excess of the actual payments to the issuing authorities should be excluded 
from consideration for rate-making purposes. 

(3) Actual cost of the franchise to the present company may be a quite im- 
proper standard where the franchise has been transferred from the original 
holder to a successor corporation.^'^® 

(4) The present replacement cost of the franchise is the sum which would 
necessarily be paid to the granting authorities if the franchise were to be ob- 
tained at the present time. This figure is seldom adopted; however, if the 
standard of value is the present cost of reproduction, present replacement cost 
is a consistent measure of franchise values.^'^'^ 

(5) The valuation of a franchise as though it were a right in land has 
been proposed in at least one instance. The utility sought to appraise the area 
occupied in the public street according to the value of similar adjacent 
lands. In another instance it was proposed that the value of the franchise 
be measured by the costs that would be imposed upon the utility if it were 
under the necessity of acquiring a private right-of-way.^®® The speculative 
character of any such estimate, as well as its irrelevance for the purposes of 
rate regulation, warrants its unqualified rejection. 

(6) The value of a franchise may be obtained by capitalizing the earnings 
of the utility and subtracting therefrom the value of ail other assets. Though 
this standard, the so-called “commercial value” of the franchise, has at times 
been the basis for the purchase or merger of utility propertie.s, no value de- 
riving from earnings has a legitimate place in the control of utility rates. 

(7) The capitalized annual cost of the franchise, where the utility holds 
its franchise in return for the payment of an annual fee, has been propo.sed 

u)a pigrcy V. Ctiizens' Gas, Electric & Heating Co., 5 Ann. Rep. 111. P.U.C. 340 (1918); Re 
P. Co.., 26 Cal, R.C.R. 682 (1925). 

Re Cincinnati Gas & E. Co.. P.U.R. 1916F, 416, 426-427 (Ohio, 1916). 

10® Re Southern P- Co^ P.U.R. 1926A, 298, 303 (Or,, 1925). 

109 Pacific G. Sr E. Co. v. San Francisco, 273 Fed. 937 (N.D. Cal., 1921). 
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as the value of the franchise. The measure is unacceptable, not only because 
it is logically unsound (such a measure might reflect the value of the fran- 
chise to the municipality), but also because it would constitute a duplicate 
charge on the consuming public, since the annual payment is normally in- 
cluded in the operating expenses of the utility. 

As franchises are frequently the subject of taxation, the assessed value of 
the franchise for tax purposes has been proposed for inclusion in the rate 
base. Three objections to this proposal may be suggested. First, tax valuations 
are not usually scientifically prepared and should never be considered con- 
trolling for purposes of rate regulation. Secondly, the valuation of franchises 
for tax purposes usually fails to distinguish between franchise and other in- 
tangible values; also the tax appraisal is ordinarily founded upon the com- 
pany’s earnings. And thirdly, the tax payments are treated as a part of the 
operating expenses of the utility. 

Franchise values and the rate base. Should franchise values have any place 
in the determination of the rates which utilities shall be permitted to charge? 
If this question is answered affirmatively, what principles shall determine 
the value of the franchise? 

The arguments for the inclusion of franchise value in the rate base have 
proceeded largely on the assumption that all elements of property are entitled 
to earn a fair return. The analogy of rate regulation to condemnation, where 
the company’s property in its franchise constitutes part of the required com- 
pensation, has been urged as a reason for recognizing franchise values for 
rate regulation,^ And it has also been argued that if franchise value were 
not included in the rate base, it would be possible to reduce rates to the point 
of confiscating this value, and thus, in effect, to abrogate the franchise despite 
the constitutional mandate against impairment of the obligations of con- 
tracts.^ The taxation of franchises has been taken by some courts as evi- 
dence of the propriety of adding franchise values to the rate base, but the 
argument clearly lacks validity, for the tax payments are included in oper- 
ating expenses,^ 

Impressive arguments are advanced against the inclusion of any allowance 
for franchise values in excess of the payments made therefor to the public 
authority granting the franchise, (i) The franchise, as a grant of important 
privileges to private individuals, is justifiable only on the assumption that 
comparable benefits will accrue to the community; to make any further allow- 
ance would be to charge the public for something that the public itself has 
contrihuted, (2) On grounds of equity, the utility’s right to a return must rest 
upon investment, and where there has been no cost imposed on the company 
there exists no right to demand a return. (3) It may be observed that the 
franchi.se as a bare grant of authority confers on its owner no right to demand 
a return from the public. It is only when capital has been invested in accord- 
ance with the terms of the contract that any right to income arises, and that 

00 Comoltdaied Gas Co. v. New York, 157 Fed. 849, 876-877 (C.C., S.D.N.Y., 1907). 

“1 Spring Valley Water Co. v Sun Francisco, 165 Fed. 667, 693-695 (C.C., N.D. Cal., 1908). 

02 It would be quite as logical to urge the capitalization of annual expenditures for fuel as 
a part of the rate base 
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right to income is measured by the investment. To count the investment in 
the property and the franchise is to allow twice for the same thing, for the 
franchise has no value apart from the enterprise itself.^^^ (4) The untenable 
character of the arguments for the inclusion of franchise values in the rate 
base is underlined when the measurement of franchise values is considered. 
Ultimately, the value of any franchise must rest upon the income which its 
possession makes possible; consequently, its inclusion in the rate base would 
nullify all regulation of price by lending an appearance of reasonableness to 
any rates, however excessive they might be. (5) Closely related to this last 
objection is the contention that the inclusion of franchise values based upon 
earnings would lead to a cumulative inflation of the franchise value and of 
the claims based thereon. Every allowance for franchise values would pre- 
sumably increase the earnings which the company might demand, and each 
increase in earnings would cause a further increase in the value of the fran- 
chise.^^^ (6) Finally, it has been observed that a large part of the value which 
utility corporations attribute to their franchises arises from the absence of 
competition which these utilities enjoy. Values resting upon such insecure 
foundations are values in name only, and their recognition would, in many 
communities, lead to their termination. 

Legal status of franchise values in rate regulation. While much confusion 
surrounded the proper treatment of franchise values in the early rate cases, 
the present status of franchise values is reasonably clear. The early difficulties 
are traceable to the Supreme Court’s decision in Willcox v. Consolidated Gas 
Company in which the Court, for reasons peculiar to that case, permitted 
the inclusion of franchises at 17,781,000. Even this recognition of franchise 
values was accompanied by a warning that the decision could “form no prec- 
edent in regard to the valuation of franchises generally.” 

Many conflicting interpretations followed the Court’s opinion in the Willcox 
case. Finally, in 1923, in the Georgia Railway and Power Company case, the 
Supreme Court definitely ruled against the inclusion of franchise values in 
the rate base.^^^ 

See Consolidated Gas Co. v. New York, 157 Fed. 849, 874 (C.C., S.D.N.Y., 1907). 

Public Sendee Gas Co. v. Board of Public Utility Commissioners, 87 N.J.L. 581, 602-603 
94 Atl. 634, 636 (1915). 

11^212 U.S. 19, 43-48 (1909). See Chapter XI. 

Willcox V. Consolidated Gas Co., 212 U.S. 19, 44-46 (1909). 

“Two objections to the valuation relate to the exclusion of items from the rate base, namely; 
the franchise to do business in Atlanta, said to be worth $1,000,000, and so-called losses from 
operations during recent years, alleged to aggregate $1,000,000. These items were properly ex- 
cluded. The franchise in question is not a monopoly. It is merely a perpetual permit, granted by 
the legislature in 1856, to maintain gas mains in the streets, alleys, and public places of Atlanta 
without the necessity of securing the consent of the municipality. That such franchises are to be 
excluded in fixing the rate base was settled by Cedar Rapids Gas Light Co. v. Cedar Rapids, 223 
U.S. 655, 669; bes Moines Gas Co. v. Des Moines, 238 U.S. 153, 169, and Galveston Electric 
Co. V. Galveston, 258 U.S. 388. The allowance for the franchise made in Willcox v. Consolidated 
Gas Co., 212 U.S. 19, 43, 44, 48, was rested on special grounds which do not exist in this case.” 
(Ga. Ry. & P. Co. v. Comm., 262 U.S. 625, 632 [1923].) 

Theoretically, the phrasing of Mr. lustice Brandeis’s opinion leaves open the question of the 
treatment of franchises which confer a monopoly on the utility, but practically, there is no reason 
to anticipate any different treatment of such exclusive grants. 

The citations in the above excerpt are slightly ambiguous, for in the Cedar Rapids Gas, the Des 
Moines Gas, and the Galveston Electric cilscs franchises are not explicitly discussed. The exclusions 
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What is the policy which regulatory authorities should observe with respect 
to franchises and their values? Franchises may find a place in the rate base 
only where the utility has incurred some cost to obtain the privileges. The 
amount at which the franchise may be included must be limited to the sum 
which the utility has paid to the governmental agency that issued the fran- 
chise, plus the reasonable attorneys’ fees and other incidental costs (unless 
these are included in the overheads as a part of the legal expenses). Where 
the consideration for a franchise consists in annual fees, taxes, or free services, 
the sum of these costs should be included in operating expenses and no al- 
lowance for franchise value should appear in the rate base. Most commis- 
sions appear to follow these principles. 

Goodwill. Goodwill has been defined as “that element of value which in- 
heres in the fixed and favorable consideration of customers, arising from an 
established and well-known and well-conducted business.” Goodwill is 
evidenced by the superior earning capacity of a business in comparison with 
its competitors. It is the result of the voluntary patronage of buyers who are 
free to take their custom to competing firms. It is the product of the suc- 
cessful enterprise in a field of free competition. Goodwill is not to be con- 
fused with monopoly value, which arises from the superior earning capacity 
of a business because there is no other seller to whom purchasers can resort. 
Monopoly value is often associated with excessive prices and other devices by 
which patrons are given less, rather than more, for their money. A quite dif- 
ferent situation prevails where the competitive business enjoys an appreciable 
element of goodwill : here the goodwill is evidence of advantages to consumers 
in the form of low prices, superior quality, and good service.^ 

Two considerations have led the Supreme Court to bar goodwill as an 
element of value in the regulation of utility rates: (i) The usual utility pos- 
sesses a monopoly in supplying its service in a particular community; con- 
sumers have no choice but to pay the price demanded or forego the use of 
the service. Under such circumstances, continued patronage is no evidence of 
satisfaction with either the price or the quality of the service.^-® (2) Further- 
more, goodwill is inescapably dependent upon the earnings of the company, 
so that there is no possibility of its measurement except with reference to 
those earnings. 


were goodwill and going-concern value. The decision in the Georgia Railway ca.se is, however, 
perfectly clear. 

Des Moines Gas Co. v. Des Moines, 238 U.S. 153, 165 (1915). 

Hill V. Antigo Water Co., 3 Wis. R.C.R. 623, 720-721 (1909). 

120 Willcox V. Consolidated Gas Co., 212 U.S. ig, 52 (1909); Cedar Rapids Gas Light Co. v. 
Cedar Rapids, 223 U.S. 655, 669-670 (1912); Des Moines Gas Co. v. Des Moines, 238 U.S. 153. 

164(1915)-, 

This objection has been colorfully phrased by ludge Hough in the Consolidated Gas Company 
case: 

“Finally, this claim of good will seems to forget that for many years the price and distribution 
of complainant’s gas has been regulated by law A citizen is entitled to have a clean street before 
his house because he pays taxes, inter alia, for that purpose. He is much more plainly entitled 
to have complainant’s gas in his house because the company must give it to him if he trays 
for it. I think it apparent that the conceivable goodwill of a gas company in this city is about 
equal to that of the street cleaning department of the municipal government." (is7 Fed. San. 871 
[C.C., S.D.N.Y., 1907].) ■ 


REPRODUCTION COST 457 

Going Value.^^^ The nature of going value. Going value may conveniently 
regarded as that added increment of value by which a going concern, with 
established business connections, operating routines, and revenues, exceeds 
(or may exceed) the value of one with an equivalent physical plant but which 
has yet to begin its operations. In an early rate case, the Supreme Court stated 
that going value was “the added value of the plant as a whole over the sum 
of the values of its component parts, which is attached to it because it is in 
active and successful operation and earning a return,” and this definition 
has been used in subsequent decisions. 

Going value is frequently con£u.sed with goodwill and with franchise 
values, and the two latter are confused with each other. The confusion of 
going value and franchise value involves a failure to exclude the elements of 
monopoly value associated with franchises, whether or not exclusive, from 
a value that is identified only with efficiency in operation and success in earn- 
ing a satisfactory profit. The confusion of goodwill and franchise value arises 
from an illogical attempt to associate an element of monopoly value, due to 
the possession of a franchise, with a type of value that can arise only under 
conditions of free competition. The confusion of goodwill and going value 
is likely to arise from attempts to associate the latter with earning capacity.^^^ 

The components of going value. Much of the confusion that has charac- 
terized the discussion of going value arises from a lack of agreement as to 
whether going value relates to elements of “value” or to elements of “cost.” 

If going value is concerned with “values,” there is simple common sense 
in the observation by the Supreme Court, “That there is an element of value 
in an assembled and established plant, doing business and earning money, 
over one not thus advanced, is self-evident.” Certainly an established and 
successful plant would have a greater value to a prospective purchaser than 
either an unsuccessful enterprise or an untried and unproved undertaking. 
But this value would be a function of earnings; it would be commercial 
value. And clearly, any value, whether it be termed “going value” or some- 
thing equally euphonious, which is derived from the earnings of the enter- 
prise, must be quite unacceptable in determining the rate base. In utility regu- 
lation, going value is not, and cannot be, “value.” 

Going value, like the other elements of “value” which constitute the base 
for prescribing utility charges, must relate to elements of “cost.” Only to the 
extent that costs have been imposed on the utility corporation is it entitled 
to collect revenues from its patrons. Analysis of going value reveals that 
costs relating to the establishment of the business may adhere to the physi- 
cal property, the personnel, or the patronage of the utility; and in consequence 
of these expenditures, the enterprise has presumably attained facility in its 
operations and an output commensurate with its capacity. Thus during 
the period of early operations, there will be a measure of experimentation 

121 This materia! first appeared in an extended form as “Shall Going Value Be Included in the 
Rate-Base?” i6 Journal of Land & Public Utility Economics 286-293, 430-437 (Aug. and Nov., 
1940). 

122 Knoxville v. Knoxville Water Co., 212 U.S. i, 9 (1909). 

See Re Indianapolis Water Company, 1923D, 449, 494 (1923). 

Moines Gas Co. s.Des Moines. 23,^ U.S. 153, 165 (1915). 
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and adaptation before the most efficient operation of the physical plant is 
obtained; the “breaking in” of the physical plant may even be accompanied 
by some replacement and relocation of parts and other changes of significant 
proportions. The personnel of the business must be hired, employees must 
be trained, operating routines must be developed, the orderly preparation of 
accounting and other business records must be assured, et cetera. The de- 
velopment of patronage requires the expenditure of both time and money: 
prospective customers must be canvassed, advertising and free demonstra- 
tions are needed to educate consumers, the sale of necessary ec|uipment to 
patrons must be stimulated through reductions in price, free installations, 
and the extension of credit, and finally, connections must be made with the 
customer’s premises and meters must be installed. 

The attainment of capacity output is essential to the achievement of low 
unit costs. Inadequate income in the early period of operations is common- 
place, due largely to the necessity of building a plant of larger capacity than 
is required for immediate needs in order that the prospective demand may 
be served economically. The deficiencies in earnings during this initial period 
are sometimes regarded as the “cost” of developing the business, analogous 
to the cost of the physical plant, except that this “cost” is incurred after 
operations have begun. 

Measures of going value. The measurement of going value has been one 
of the unsolved problems of utility valuation. Of the methods proposed and 
utilized in its measurement, five require description and analysis. 

(i) The development-cost method. Development cost may be calculated 
either by a historical-cost method or by the so-called Wisconsin formula. 

Development cost, if measured by historical cost, is determined from the 
accounting records of the utility. The nature of these costs has already been 
analyzed; they are associated with breaking in the physical plant and train- 
ing the personnel, and the deficits incurred during the development of the 
property. In amount, these costs have been said to average from lo to 20 per 
cent, exceeding 30 per cent in a substantial proportion of cases, and in some 
instances equaling 50 per cent, of the cost of physical property. The magni- 
tude of such costs will be influenced by the amount and proportion of fixed 
costs, being relatively larger for railroads than for other utilities, by the length 
of the development period, and by the character of the territory served. 

Numerous objections have been advanced to die use of the historical-cost 
method as a measure of going value for purposes of rate regulation. The 
historical cost is not capable of definite determination where the records of 
the corporation are incomplete or inadequate. Some of the elements of cost, 
such as those of the administrative staff, may already have been included 
among overhead costs. In the absence of explicit standards of managerial ef- 
ficiency, it is not possible to .determine to what extent deficiencies in early 
revenues were due to unavoidable delays in the development of profitable 
patronage and to what extent these deficits reflect inefficient or incompetent 
management. As the magnitude of the costs depends upon the length of the 
development period, and since there are no objective criteria for determining 
its proper length, it may.be expected that the less successful utility— the one 
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launched without a sufficient public demand for the service, or the one whose 
costs were exaggerated — will be given a greater going value than another 
which is immediately successful, a result quite contrary to common sense 
and sound public policy. 

The so-called Wisconsin method (now long abandoned) was one widely 
known example of the development-cost principle. This method proceeded on 
the basis of a formula whereby the deficiencies in income below the fair return 
in any year were added to the rate base for the following year. This formula 
may be expressed as follows : 


If, rate base at the beginning of the year is . . . 

Cost of extensions during the year b 

Operating expenses during the year (in- 
cluding depreciation) 0 

Fair return upon plus ~ R 

Earnings for the year E, 


Then the rate base for the following year (B.^) consists of the sum 
(El -f /^ + O -f jR) minus E. The going value continues to accumulate until 
the earnings (E) equal or exceed the operating expenses (O) plus the fair 
return (iR).^““ 

Is the procedure developed by the early Wisconsin Railroad Commission 
a satisfactory method for the measurement of the going value for rate-making 
purposes.? Like the historical cost, the Wisconsin formula results in an 
exaggerated estimate of going value when the early period of inadequate 

125 With a slight variation, this calculation is illustrated by the Wiscon.sin Railroad Commis- 
sion’s calculation in Re Manitowoc Water Wor\s Co., 7 Wis. R.C.R. 71, 103 (1911). 


Earning Value Computation 


Year 

Cost at 
beginning 
of year 

Additions 

during 

year 

Deprecia- 

tion 

1% 

Interest 
and profit 
7% 

Total 

foregoing 

Net 

earnings 

Value at 
close of 
year 

1898 

210,000 

8,034 

1,944 

14,981 

234,959 

12,794 

222,165 

1899 

222,165 

2,705 

1,997 

15,646 

242,513 

20,326 

222,187 

1900 

222,187 

3,007 

2,026 

15,658 

242,878 

16,610 

226,268 

1901 

226,268 

937 

2,046 

15,872 

245,123 

19,264 

225,859 

1902 

225,859 

1,829 

2,509 

15,874 

245,621 

19,486 

226,135 

1903 

226,135 

3,862 

2,088 

15,965 

248,050 

18,297 

229,753 

1904 

229,753 

3,163 

2,123 

16,193 

251,231 

19,723 

231,508 

1905 

231,508 

2,622 

2,152 

, 16,297 

252,579 

23,390 

229,189 

1906 

229,189 

3-648 

2,183 

16,171 

251,191 

22,105 

229,086 

1907 

229,086 

5-163 

1,227 

16,217 

252,693 

20,929 

231,764 

1908 

231,764 

8,391 

2,295 

16,517 

258,967 

24,649 

234,318 

1909 

234 > 3 i 8 

3-773 

2,356 

16,534 

256,981 

24,504 

232,477 

1910 

232,477 

5,138 

2,401 

16,453 

256,469 

29,135 

227,334 


128 It has been noted that the formula results in an overcharge of consumers if interest is al- 
lowed on accruing depreciation unless there is also proper deduction for the previously accrued 
depreciation. The validity of this criticism was recognized by the Commission, and depreciation 
was thereafter included in costs only when the rate base was present value rather than the cost new. 
{Janesville v. Janesville Water Co., 7 Wis. R.C.R. 628, 642 [1911].) 



460 ECONOMICS OF PUBLIC UTILITY REGULATION 

earnings is prolonged, thus providing a possible guarantee of earnings despite 
inefficiencies and extravagances in management. The reasonable application bf 
the formula thus depends upon sound judgment in delimiting the develop- 
ment period and avoiding excessive allowances. 

The development-cost method has not been approved by the Supreme 
Court. In the Galveston Electric Company case, Mr. Justice Brandeis ruled 
flatly against the inclusion of development cost in the base value for the pur- 
pose of determining whether a rate is confiscatory: 

“The fact that a utility may reach financial success only in time or not at all, 
is a reason for allowing a liberal return on the money invested in the enter- 
prise; but it does not make past losses an element to be considered in decid- 
ing what the base value is and whether the rate is confiscatory. . . . 

“Nor is there evidence in the record to justify the master’s finding that a 
business brought to successful operation ‘should have a going concern value 
at least equal to one-third of its physical properties.’ Past losses obviously do 
not tend to prove present values.” Similarly, Mr. Justice McReynolds, 
in indicating what the Court regarded as the minimum fair value in the 
Southwestern Bell Telephone Company case, specifically excluded the cost 
of establishing the business.^-® 

(2) The comparative-plant method is a contribution of the engineers.’-® 
Going value is determined by a comparison of the net earnings of an existing 
plant with the net earnings of a hypothetical “comparative plant.” The “com- 
parative plant” is assumed to be built and ready to begin operations on the 
date of valuation, and under noncompetitive conditions to acquire as rapidly 
as possible a business equivalent to that of the existing plant. The excess in 
the annual net earnings of the extant plant, as compared with the net earn- 
ings of the “comparative plant,” for each year during this period is discounted 
to the present; and the sum of these discounted values is said to measure the 
value of the “created income,” or going value, of the existing plant. It is de- 
scribed as the amount which a purchaser could afford to pay for the exist- 
ing property with its established income, beyond the value of the bare physi- 
cal property. 

Two faults in the comparative-plant method have been fatal to its adoption 
by regulatory authorities. First, the method involves too many predictions 
and estimates resting on the unverifiable judgment of the valuation engineer: 
the probable future earnings of the extant plant, and the rate at which the 
comparative plant will increase its earnings; these judgments must rest in 
turn upon other estimates — the conditions of business, the rate of population 
growth, the trend of operating expenses, et cetera. Secondly, the amount of 
going value that will result from the comparative-plant method depends 
directly upon the present and prospective earnings of the existing plant — an 
indefensible relation when the purpose of the valuation is the establishment 
of reasonable rates for the existing plant. 

(3) The reproduction-cost method of measuring going value may express 

12^258 U.S._388, 395-396 (1922). 128 262 U.S. 276, 288 (1923). 

125 ’ “The Going Value of Water-Works,” by Metcalf and Alvord, 73 Am. Soc. C. E. Transactions 
326-391 (1911). 



REPRODUCTION COST 461 

t^ie proper allowance as a specific sum per customer or other unit, or as a 
percentage. For going value, as for other elements of reproduction cost, 
reliance is placed largely on estimates— estimates of the cost of training per- 
sonnel, attaching the existing volume of business, and carrying the excess 
plant during the initial period. The reproduction-cost method has fared no 
better than other measures of going value in meeting the legal hurdles. 

(4) The determination of going value on the basis of expert testimony has 
even less to recommend it than the methods already considered. The expert 
testimony may seek to show going value as value, that is, the sum which the 
attained facility in operation and the volume of patronage would be worth 
to a prospective purchaser — a quantum unacceptable for rate-making pur- 
poses — or it may seek to develop the historical or reproduction cost of cre- 
ating the existing patronage and operating organization. While commissions 
and lower courts have sometimes been willing to make findings of going 
value on the basis of such evidence, the Supreme Court, when the question 
was squarely presented to it, considered such testimony “too conjectural” 
to serve as a basis for testing whether prescribed rates were confiscatory.^'^^ 

(5) It has been proposed that going value be measured by a capitalization 
of the initial risk, as indicated by the difference in the rate of return required 
to induce investors to purchase the securities of a new, rather than of an 
established, enterprise.^''*’^ This method may be illustrated by assuming two 
similar plants each costing $1,000,000; if the established plant is able to sell 
its stock on a 6 per cent basis, it may be that the new plant will find it impos- 
sible to sell its securities on less than a 77-2 per cent basis. The difference in 
the initial risk as appraised by investors is iha per cent, or an annual return 
of $15,000, which, capitalized at 7^ per cent, yields a going value of $200,000. 

This method has not been adopted by regulatory authorities, and indeed, 
it would appear to be quite unsuited to rate regulation. The differences in 
the yields on the securities of the two corporations, assuming that the com- 
panies are otherwise comparable, may reflect a number of factors other than 
the fact that one is just beginning operations while the other is well estab- 
lished. Furthermore, this measure makes going value directly dependent 
upon earnings. 

From this too-brief survey of the various methods for the measurement of 
going value, it appears that each of the methods frequently presented for 
the consideration of commissions and courts is beset by critical weaknesses. 
There is no method of measuring going value that has been accepted as valid 
by the judiciary, and consequently public service commissions have felt free 
to reject the results derived from each method. 

The economic and legal status of going value in rate cases. Certain warn- 

As examples of the former may be mentioned $20 per customer for trucking, 'Re Rates on 
MiUi Transportation, V.'U.'R. 1933C, 194, 197-198 (Md., 1933); 2 per cent, plus $5 per station, 
Re Chesapeake &■ P. Tel. Co., P.U.R 1916C, 925 (Md., 1916); $6 per station, Re Albemarle Tel. 
Co., P.U.R. 1922A, 756 (Va., 1921). Percentage allowances are customarily made, the majority 
of the allowances falling between 5 and 10 per cent. 

St. Joseph Stock ^a>’ds Co. v. L/.5., 298 U.S. 38, 62-63 

132 Loj: Angeles G. & E. Co. v. Comm., zSg U.S. 287, 317-319 (i933)- 

JAzih., The Economics oj Public Utilities, pp. 171-172. 
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ings should precede any discussion of the position of going value in the rate 
base. It must be noted that while the commissions may consider the questio’n 
largely on an economic basis (at least such should be the basis for their con- 
sideration), the courts are concerned only wnth the question of confiscation. 
It is essential to distinguish between going value for purposes of condemna- 
tion or purchase, where earnings may enter into the calculation, and going 
value as a part of the base for the regulation of rates.^’^''^ Also, it must be recog- 
nized that the question of the appropriate allowance for going value is inti- 
mately bound up with the problems of evidence — what measures of going 
value are acceptable to commissions and courts? Finally, of fundamental con- 
cern with respect to the status of going value is the answer to the question 
whether going value is to be independently recognized and given a separate 
allowance or whether going value is inherent in the physical property and 
hence adequately recognized in the valuation of that property. 

Commission practice with respect to going value has been largely influ- 
enced by consiclerations of legal expediency. A desire to avoid criticism by 
the courts, rather than conviction, has led a majority of commissions to make 
separate allowances for going value, in addition to valuing the physical prop- 
erties as parts of a going concern. The allowance of a conventional percentage 
— 10 per cent has been the vogue, with occasional allowances of less than 
5, or more than 20, per cent — has avoided the intricacies of resolving each 
case on its own facts; indeed, so well established is the practice of making 
an allowance that there have been instances of separate allowances without 
sufficient testimony to establish the existence of any such element of value or 
cost.^'^“ 

Assuming it to be free to adopt whatever policy seems economically sound 
in its treatment of going value, what are the alternatives among which the 
commission may choose? The commission’s immediate responsibility is the 
maintenance of the financial health of the utility, at least if that is possible 
without prejudice to the rights of consumers; its ultimate responsibility is the 
assurance of satisfactory service and reasonable rates, not only in the present, 
but for the future as well. Four alternatives are presumably open to the com- 
mission: (i) it may simply value the assets of the corporation as part of the 
integrated property of an established and going concern, without any separate 
or specific allowance for going value; (2) the costs involved in the creation 
of an efficient operating organization and the attraction of patronage may 
be recognized as proper charges to capital and permanently included in the 
rate base; (3) the costs properly associated with going value may be amor- 
tized subsequent to the development period from earnings in excess of those 
that would otherwise be considered a fair return; or (4) a rate of return may 
be established which is commensurate with the risks confronting utility in- 
vestments, including the risk of an inadequate return in the development 
period. Each of these alternatives may be analyzed briefly. 

is-i Omaha v. Omaha Water Co., 218 U.S. 180, 202-203 (1910); Galveston Elec. Co. v. Gfl/- 
258 U.S. 388, 397 (1922). 

A tabulation of early commission allowances may be found in Re Mountain States Tel. & 
Tel. Co., P.U.R. 1923B, 352, 366-367 (N.M., 1923), and Re Indianapolis Water Co., P.U.R. 
1923D, 449, 502-503 (Ind., 1923). 
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* (i) In determining the rate base, commissions have always valued the 
separate physical assets of the utility as parts of an established and going 
enterprise. If going value be considered as an inherent characteristic of the 
going business, rather than as something separate from, and in addition to, 
the physical assets of that business, this method of recognizing going value 
appears logical. In its valuation work, the Interstate Commerce Commission 
has consistently declined to make any separate allowance for going value, 
holding that sufficient recognition was afforded this element “in the method 
of valuation employed”; that is, the physical assets were valued as parts of 
the property of an established and operating railroad.^''^‘^ 

(2) The separate allowance for going value as an addition to the value of 
the physical assets is the method which accords with the wishes of the utility 
industry. This is the method which has been followed by a majority of the 
commissions, without, however, any assurance that their allowances were 
closely related to the actual or reasonable costs of development for the par- 
ticular utility whose rates were being regulated. If this method should be 
adopted, it would be advisable to limit the allowance for going value to the 
proved historical cost of developing the business, and there should be some 
assurance that there would be no capitalization of costs previously charged 
to operating expenses and paid by consumers. Also, the utility should be re- 
quired to establish indubitably that the costs claimed for the development 
period reflect the maximum obtainable efficiency in management. 

Despite the fact that the majority of commissions have chosen to recog- 
nize going value, or development costs, in this way, it may be asserted that 
this alternative is the least defensible of the four. The disadvantages inherent 
in this method are not confined to the possibilities that consumers may be 
asked to provide a return upon expenditures which they have already paid. 
There is also the certainty that the book value of the utility assets, and often 
the par value of outstanding securities as well, will be excessive in relation 
to the investment in real earning assets. The credit of the utility would be 
improved, except in so far as the recognition of going value may give the 
company an apparent legal right to the exaction of larger charges from con- 
sumers, by adherence to more conservative standards of accounting and fi- 
nance. Moreover, many of the costs that are sometimes included among the 
development expenses are recurrent in their nature, and the charging of such 
costs to capital account, especially if the development period be extended, 
will cause further inflation of capitalization. 

(3) Amortization of development costs or early losses out of subsequent 
earnings is the method followed by unregulated enterprises. Indeed, it is the 
common corporate practice to avoid charging such expenditures to capital 
account even temporarily; the larger returns that are sometimes realized if 
the corporation is successful are considered a sufficient compensation for the 
risks of inadequate earnings in the development period. The same policy is 
available to utility corporations if regulation is not so strict that earnings in 

136 Jn thus appraising the property of the railroads, the Commission contended that it had 
complied with the precedents established by the Supreme Court. (Texas Midland R., 75 I.C.G. i, 
69-71 [1918]; San Pedro, Los Angeles &■ Salt Lake R. Co., 7$ I.C.C. 463, 510-513 [1923]-) 
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excess of a fair return are never realized. Indeed, most successful utilities 
have probably found opportunity to pay dividends sufficient to offiset ally 
inadequacies in early earnings; but if not, there would certainly be no ob- 
jection to a deliberate policy of permitting somewhat more than a fair return 
until any early deficiencies have been compensated for. The policy of amor- 
tization of development costs could presumably avoid imposing upon sub- 
sequent consumers rates higher than would otherwise be authorized, though 
it might mean the postponement of maximum reductions when liberal earn- 
ings appear, A further advantage of an amortization program would be the 
preservation of a more conservative relation between the investment in earn- 
ing assets and the capitalization of the corporation.^'^’ Though amortization 
is to be preferred to a separate and additional allowance in the rate base, it 
is less satisfactory than the next method to be considered. 

(4) The allowance of a rate of return commensurate with the risks encoun- 
tered by the utility, including the risk of low earnings in the development 
period, is the most appropriate means of compensating for those elements of 
cost which lend support to the claims for going value. The peculiar propriety 
of this method of treating going value cannot be fully appreciated without 
considering the determination of the rate of return. The rate of return is pre- 
sumably so fixed as to permit the utility to earn a return “equal to that gen- 
erally being made at the same time and in the same general part of the coun- 
try on investments in other business undertakings which are attended by 
corresponding risks and uncertainties.” One of the normal risks of 
business undertakings is the possibility of inadequate earnings in the early 
years of the enterprise. As it is impossible to segregate this risk from others 
that influence the investment standing of utility’s securities, it is always pro- 
vided for in the rate of return. And to make allowance twice for the same 
elements of cost, in the rate base and in the rate of return, is to indulge in 
double charging at the expense of the consumer. Thus, a larger rate of return 
should be (in fact, is) permitted as long as these risks are present; and when 
the risks disappear, the rate of return should be reduced. The disappearance 
of these risks will be evidenced by the smaller yields at which the utility’s 
securities are sold. The conclusion is, therefore, that going value has no place 
in the rate base of a utility; it is correctly cared for in the rate of return. 

The sound policy for the commission to follow with respect to going value 
and the elements of costs associated therewith may be recapitulated as fol- 
lows. The property of the utility should be valued as part of an established 
and successful going establishment, when such is the fact; but there should 
be no separate allowance for going value in addition to the valuation assigned 
to the physical assets and overhead charges. Since development costs have 
presumably been charged to operating expenses, and since any resulting in- 
adequacy in earnings is recognized in the rate of return, no separate allow- 
ance for going value in the rate base is either necessary or proper. 

It would, o£ course, be possible to include going value in the rate base without permitting 
the issuance of securities thereon; indeed, if going value be incorporated in the rate base it is 
quite desirable that it should not be the occasion for the issue of additional securities. 

138 Bluefidd W. W. & Imp. Co. v. W.Va., 262 U.S. 679, 692 (1923). 
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^ The Supreme Court s attitude toward going value. The pattern of Supreme 
C 5 urt decisions with respect to going-concern value and rate regulation is 
not free from inconsistencies, for the thought on the subject, as well as the 
personnel of the Court, has changed. The guiding principles are, however, 
reasonably clear and explicit. 

The existence of going value has long been recognized by the Supreme 
Court in its review of utility valuations. In its most frequently quoted opin- 
ion, Des Moines Gas Company v. Des Moines, Mr. Justice Day stated: 

“. . . That there is an element of value in an assembled and established 
plant, doing business and earning money, over one not thus advanced, is self- 
evident. This element of value is a property right, and should be considered 
in determining the value of the property, upon which the owner has a right 
to make a fair return when the same is privately owned although dedicated 
to public use.” The precise significance of this statement is not immedi- 
ately apparent. Although frequently quoted in support of a separate allow- 
ance for going value in addition to the appraisal of physical property and 
overhead costs, the fact is that in the Des Moines case the Court did not 
require a separate and additional allowance for going value.’ This recog- 
nition of going value may be interpreted, with due regard to the logic of the 
other decisions of the Supreme Court, as requiring only that the commission 
"determine the value of the property ... as that of an integrated, operating 
enterprise,” and as holding that no further or additional sum for going value 
is necessary when the commission has valued the physical assets as parts of a 
going property with business attached and has made due allowance for over- 
head charges. 

There have been a number of decisions in which the Supreme Court has 
approved rate bases including separate allowances for going value. In the 
Denver Water Company case, the Court noted that the master, although 
finding a going value of |8oo,ooo, had included no allowance therefor in his 
rate base, despite the fact that he had expressly declared that the valuation of 
the physical property included no increment because the property constituted 
an assembled and established plant; and it ruled that the exclusion was errone- 
ous.’’*^ In the next year, the Court criticized the reduction of an allowance for 
going value, the reduction having been based on the theory that the business 
had been developed at the public’s expense, although there had been no find- 
ing that the past earnings of the company had been excessive.’*® In 1923, two 
cases came before the Supreme Court in which the commissions had allowed 
an item of 10 per cent for going value; this fact was noted by the Court, but 

238 U.S. 153, 165 (1915). See also Knoxville v. Knoxville Water Co., 212 U.S. i, 9 
(1909); Denver v. Denver Union Water Co., 246 U.S. 178, 191-192 (1918); McCanlle v. Indian- 
apolis Water Co., 272 U.S. 400, 414-415 (1926). 

140 _ When, as here, a long est.iblished and successful plant of this character is valued 

for rate-making purposes, and the value of the property fixed as the Master certifies upon the basis 
of a plant in successful operation, and overhead charges have been allowed for the items and in 
the sums already stated, it cannot be said, in view of the facts in this case, that the element of 
going value has not been given the consideration it deserves and the appellant’s contention in this 
behalf is not sustained.” (f&d., 171.) • 

Los Angeles G. & E. Corp. v. Comm.. 289 U.S. 287, 314 (i933)* 

1^2246 U.S. 178, 185-186, 191-192 (1918). 

*^^2 Lincoln G. & E. Co, v. Lincoln, 250 U.S. 256, 267 (1919). 
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in neither instance was there any indication that that allowance was in any 
way essentiald'*'^ In McCardle v. Indianapolis Water Company, Mr. Justice 
Butler, speaking for the Court, held that the Commission had erred in its 
allowance for going value: in an earlier proceeding involving the same prop- 
erty, the Commission had included the sum of $1,416,000, amounting to 9.5 
per cent of the value of the physical property, for water rights and going 
value; in the instant proceeding, the Commission, without any explanation, 
allowed only $980,000 for working capital, water rights, and going value. The 
Court ruled that there was ample evidence to support the earlier allowance of 
9.5 per cent,^‘^“ These are the only cases in which the necessity for a separate 
and additional allowance for going value is implied, and in only two instances 
did the Court affirmatively require that a separate allowance be made. 

In the majority of cases, the attempt of the utility to prove the existence and 
the amount of going value has been checked by the Court’s objections to the 
valuation methods employed. No general formula for the determination of 
going value has received the approval of the Court; each claim for going 
value has been decided on its own facts.^*^^ The perfunctory reading of going 
value into every balance sheet has been unequivocally condemned.’ In 
principle, goodwill has been consistently distinguished from going value and 
excluded from the rate base, but the practical difficulties in separating going 
value from goodwill have constituted an additional hazard to securing ju- 
dicial approval of any measure of going value.^'’’® Past prosperity does not 
create going value; nor are past losses, or so-called development costs, ac- 
ceptable as a measure of going value.^’’” The use of reproduction cost esti- 
mates have failed to win approval, and the infirmities of expert testimony 
have been duly empha.sized.^’’- With every conceivable method of valuation 
unacceptable, it is difficult to see how any separate and additional allowance 
for going value can find a place in a rate base for the purpose of testing the 
confiscatory character of rates. 

In the majority of cases, and in all of the recent cases, in which going value 
has been an issue, the Supreme Court has adhered to the position that no 
separate allowance for going value is requisite.^’’’^ Ample recognition of going 

144 Georgia Ry. & P. Co. v. Comm., a6a U.S. 635, 63a (1933); Bluepeld IF. IF. & Imp. Co. v. 
W.Va., 262 U.S. 679, 69a (1923). 

I'ia 272 U.S. 400, 414 (1926). Mr. Justice Butler cited many cases in support of his ruling, 
but their relevance to the matter at issue is not discoverable. See Whitten and Wilcox, Valualion 
of Public Service Corporations, Vol. a. Sec. 749, pp. 1386-1418. 

Denver v. Denver Union Water Co., 246 U.S. 178, 191-192 (1918); Houston v. Sout/i- 
western Bell Tel. Co., 259 U.S. 318, 324-325 (1922). 

147 Dayton P. & L. Co. v. Comm., 292 U.S. 290, 309 (1934). 

148 Willcox V. Consolidated Gas Co., 212 U.S. 19, 52 (1909) ; Des Moines Gas Co. v. Des Moines, 
238 U.S. 153, 164-165 (1915); Cedar Rapids Gas Light Co. v. Cedar Rapids, 223 U.S. 655, 669- 
670 (1912); Galveston Elec. Co. v. Galveston, 258 U.S. 388, 396 (1922). 

I'lfl Des Moines Gas Co. v. Des Moines, 238 U.S. 153, 171 (1915). 

Galveston Elec. Co. v. Galveston, 258 U.S. 388, 393-395 G<j22)\ Southwestern Bell Tel. 
Co. V. Comm., 262 U.S. 276, 288 (1923); Georgia Ry. & P. Co. v. Comm., 262 U.S. 625, 632 
(1923); Bd. of Pub. Utility Commrs. v. N. Y. Tel. Co., 271 U.S. 23, 31-32 (1926). 

Columbus G. &• F. Co. v. Comm., 292 U.S, 398, 412-413 (1934); St. Joseph Slock Yards 
Co. y. U.X., 298 U.S. 38, 62-63 (1936). 

Los Angeles G. & E. Corp. v. Co/mot., 289 U.S. 287, 317-319 (1933); Columbus G. & F. 
Co. V. Comm., 292 U.S. 398, 412-413 {1934). 

i®“ Des Moines Gas Co. v, Des Moines, 238 U.S. 153, 171 (1915); 1 . C. C. v. New York, N. H, 
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value for purposes of determining the rate base is afforded when the physical 
property of the utility is valued as part of an established and successful enter- 
prise, with allowance for such overhead costs as appear appropriate in the 
circumstances of the particular cased“^ 

Has the Supreme Court recognized development costs as entitled to any 
consideration in the regulation of utility rates and charges? The Court has 
not stated explicitly that an allowance for development costs or for the 
risks of an inadequate return in the early years of operation is included in 
the rate of return, but that this factor is implicit in the determination of the 
fair rate of return is apparent. This conclusion finds support in Mr. Justice 
Brandeis’s statement in the Galveston Electric Company case— that “the fact 
that a utility may reach financial success only in time or not at all, is a reason 
for allowing a liberal return on the money invested in the enterprise.” 

The consideration of going-concern value and its role in rate regulation 
leads to only one conclusion, that no separate and specific allowance for going 
value should enter into the rate base. An examination of the decisions of the 
Court, especially those of more recent date, indicates clearly that legal prece- 
dents constitute no obstacle to disposing of the question of going value ac- 
cording to sound administrative and economic principles. From the admin- 
istrative viewpoint, the most compelling reason for dropping going value as 
a specific intangible value is the fact that years of regulatory effort have failed 
to develop a satisfactory measure of this element of value. The more funda- 
mental reason for excluding going value from the rate base is that its inclu- 
sion is in conflict with controlling economic principles. Going value as an 
element of “value” dependent upon the earnings of the utility is utterly incon- 
sistent with the basic principles of rate regulation, involving circular reason- 
ing without a possibility of arriving at an independent measure of this “value.” 
As an element of “cost,” the claim for consideration of going value only ap- 
pears to rest on better logical grounds. The “cost” imposed is the risk of an 
inadequate return during the early years of the company’s existence. But this 
“cost” is always and inevitably a factor influencing the cost of capital and is 
thus reflected in the rate of return. Any addition of going value to the rate 
base constitutes a duplication of a “cost” that has already been paid. Going 
value has no place in a valuation for rate regulation. 


& H. R. Co., 287 U.S. 178, 191 (1932); Los Angeles G. &■ E. Corp. v. Comm., 289 U.S. 287, 
313-319 (1933); Columbus G. & F. Co. v. Comm., 292 U.S. 398, 412-413 (1934). 

That such is the present position of the Superior Court may be seen by reference to three 
recent decisions: 

“The substance of appellant’s claim is that these figures are exclusively attributable to physical 
elements. Assuming chat to be true, it does not follow that the Secretary failed to include proper 
allowance for going concern. . . . The value of appellant’s property used in stockyard services 
is single in. substance. . . . While it may be considered as made up of tangible and intangible 
elements, it is not necessarily to be appraised by adding to cost figures attributable to mere physical 
plant something to cover the value of the business. . . . Appellant’s plant without business, present 
or prospective, would be worth much less than the cost figures found by the Secretary to represent 
value. Appellant’s claim, that the rate base includes nothing on account of going concern value, 
is without foundation in fact." (Denver Umon Stock Yard Co. v. U.S., 304 U.S. 470, 479 [ 1938].) 
See also Dayton P. & L. Co. v. Comm., 292 U.S. 290, 309 (1934). and S/. Joseph Stock Yards Co. 
V. U.S., 298 U.S. 38, 64 '(1936). 

155 2^8 U.S. 388, 395 (192?)- 
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CoNTOACTs. Utility corporations are parties to a variety of contracts. With 
changes in economic conditions, new technical developments, et cetera, these 
contracts may become highly advantageous in relation to conditions under 
which they could be renewed. 

Should favorable contracts be appraised and included in the rate base upon 
which utilities are permitted to earn a return? Many considerations lead to 
the only answer that can square with the principles of regulation—that favor- 
able contracts have no place in valuations for rate making. It is the duty of 
the utility to provide its service at the lowest cost consonant with good service; 
when consumers have paid in their rates a sum sufficient to cover operating 
expenses, including the salaries of officers, the corporation has been fully 
compensated for the skill' and foresight that those officers may display in 
negotiating contracts favorable to low-cost operations. To conclude that favor- 
able contracts should enter into the calculation of the rate base would open 
the way for utility companies to request the inclusion of all savings in costs 
as part of the property upon which they earn a return; and the practical con- 
sequence of such a policy would be to make contracts tending to reduce costs 
the occasion for demands for larger earnings. 

The regulatory authorities have not followed a common policy with re- 
spect to claims for the inclusion of contract values in the rate base. In a sub- 
stantial proportion of the cases, contract values have been rejected. In a case 
involving a related question,— -the Interstate Commerce Commission, in its 
valuation of the railroads, had included trackage rights and similar con- 
tractual rights in the inventory but gave them no separate and specific value 
— the Supreme Court was willing to accept the conclusion that no separate 
value need be assigned to valuable contractual rights.^^’® Those instances 
where a commission or court has been disposed to include a sum for contract 
value in the rate base reveal the possibility of imposing special hardship on 
the utility corporation, for example, where valuable property has been ren- 
dered obsolete by the negotiation of the contractual arrangement without the 
company’s having accumulated a sufficient depreciation reserve.^"'^ If, despite 
all objections, contract values find their way into the rate base, provision must 
be made for the depreciation or amortization of such items during the life 
of the contract. 

Patents. The treatment of patents and patent rights in rate cases presents 
a number of puzzles. One source of difficulty is the possibility of a large 
difference between the cost of the individual patent, where the utility has it- 
self developed a new process, and its actual or potential commercial value. 
Yet the commercial value of a patent is clearly inappropriate in the apprai.sal 
for rate-making purposes, depending, as it does, upon the earnings realized 
under a particular schedule of charges. Commonly, patents are embodied in 
equipment which has a market price; and if the equipment sells in com- 
petition with other apparatus, the purchase price becomes the presumptive 

l.C.C. V. New York. N. H. & H. R. Co., 287 U.S. 178, 191 et seq. (19,52). 

Bon bright v. Comm., 210 Fed. 44, 52-54 (D. Ariz., 1913); Valparaiso Lighting Co. v. 
Comm., 190 Ind. 253, 129 N.E. 13 (1920); Duluth St. Ry. Co. v. -Comm., 4 F. (2d) 543 
(D. Minn., 3d Div., 1924!': Re nulutk St. Ry. Co.. P U.R. 1927A, 41 (Minn., 1926). 
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standard for rate regulation. Occasionally a company may be licensed to utilize 
a ’patented process on payment of an annual license fee, and as this fee enters 
into the operating expenses, no question of valuation arises. In rare cases, the 
utility itself may own a patent or a right to the use of a patent, and demand 
the inclusion of its value in its rate base. 

The case of Pacific Gas and Electric Company v. San Francisco turned 
on the propriety of including patent values in the rate base.^“® The gas en- 
gineer of the utility had developed a new process for the manufacture of oil- 
gas, and for 146,000, had granted the exclusive right to the use of this process 
in its territory to the Pacific Gas and Electric Company. The company esti- 
mated that the adoption of the new process rendered obsolete property car- 
ried on its books at $800,000; but although the case had been in litigation for 
eleven years, the actual loss from replacements was only $237,651.^“^ The 
company claimed for its patent rights a value of $4,203,300, based upon a 
capitalization of the estimated annual savings; it also insisted that the cost 
of the superseded property should be amortized out of subsequent earnings. 
The lower court included patent rights at their cost and excluded an allow- 
ance for amortization of obsolete property, whereupon the company appealed 
to the Supreme Court on the ground that the rates established were con- 
fiscatory, citing these two rulings as errors. The Court remanded the case to 
the lower court, holding that confiscation resulted from ignoring both the 
need for the amortization of the obsolete property and the value of the patent 
rights, leaving to the lower court the choice of which course to follow. 

No final conclusion as to the status of patent rights for purposes of a fair- 
value appraisal is possible from the Pacific Gas and Electric case. The decision 
itself presented the lower court with an alternative. The better choice would 
obviously be the amortization of the undepreciated balance of the property 
prematurely retired, while including patent rights in the rate base at their 
cost.^‘^^ It should also be noted that any valuable patent is quite likely to be a 
source of non-operating revenue to the company if other organizations are 
licensed to use the patent. In general, the preferable treatment would be the 
complete elimination of patent rights from the rate base in favor of a reason- 
able allowance for patent license fees in the operating expenses of the utility. 

Water Rights. The valuation of water rights, either as a part of the value 

265 U.S. 403 (1924). /&'£?., 415, 419. 

Mr. Justice Brandeis differed strenuously from the majority, largely on the basis of the 
facts. He indicated that the company was already realizing more than half of the estimated annual 
savings under the new process of manufacture from the rates prescribed; that the obsolescence 
had not materialized as rapidly as the company’s predictions had indicated; that amortization 
would have been possible under the rates which the utility was opposing; and that the com- 
pany had had a sufficient reserve for depreciation to care for all of the retired and to-be-retired 
property, but that approximately a year before the institution of the case, it had charged off its 
depreciation reserve to surplus. 

One particular observation in the majority opinion is inconsistent with the fundamentals of 
sound rate regulation, and should certainly be repudiated by the Court if the question .should 
again be presented: “The amount of money actually paid to the inventors was not the proper 
measure of worth (of the patent rights). Experience had demonstrated a much higher one; and 
to obtain the benefit of their use appellant sacrificed much.” {Ibid., 416.) 

Should this procedure become the general rule, it would, of course, be necessary to interpret 
the “cost” of a patent liberally to include the expenditures for some of the “misses” as well as for 
the particular “success.” 
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of utility lands or as a separate element of value, raises several problems nor 
heretofore considered. Three types of water rights are encountered. The 
utility may have complete ownership of a source of supply. As owner of 
riparian rights, it may have the right to use the flowing water of streams and 
rivers as an incident to ownership of the land on the banks, although it has 
no right to diminish that flow. And finally, where the source of supply is a 
navigable river in interstate commerce, or a part of the public lands or reserva- 
tions of the United States, or the property of a state, the right of exploitation 
usually requires a license; such a water right is in all essentials analogous to 
a franchise. 

The vahtation of water rights. The valuation of water rights introduces 
problems quite as complicated as those encountered in the appraisal of gas 
lands. Like leaseholds and other rights in natural-gas fields, water rights are 
usually unique, the value of each being dependent upon the characteristics 
peculiar to it. Many different proposals for the establi-shnient of the value of 
water rights have been presented for the .consideration of commissions, of 
which five rec|uire critical discussion. 

(1) Capitalization of earnings. Whenever the value of nonreprodticible 
resources is sought, inquiry turns first to the economic advantages of owning 
the productive property. The fundamental error of attempting to use earn- 
ings as the determinant of a value, which is then to be used for the regulation 
of those earnings, has been so often stressed as to require no further discus- 
sion.^“' 

(2) Capitalization of savings over cost from an alternate source of supply. 
The capitalization of savings over cost of supplying the service from an 
alternative source or by an alternate means has been the method most per- 
sistently urged by utility companies. For utilities supplying water for in- 
dividual or industrial consumption, it is the saving in the cost of obtaining the 
water supply from one watershed rather than another, from reservoirs rather 
than from a lake or river, or from wells rather than from a river. With hydro- 
electric developments, it is the saving over the cost of an equivalent output 
of power from a more distant stream, or, more commonly, over the cost of 
generation by a steam plant using coal or oil. 

When the comparative method of valuation is used, the utility’s claim tor 
the value of its water right is usually only half the sum indicated by the 
capitalization of the savings, on the theory that the public and the utility 
should share equally in the advantages of the superior source of supply. Al- 
though this theory has found some acceptance among regulatory authorities,' ^’'^ 
the weight of authority is opposed to this standard of value.''*' 

The infirmities of the capitalization-of-savings method of valuing water 

Re Great Western Powet Co., P.U.R. 1933C, 545, 563-56.^ (Cal., 1923). 

18 “ Alabatna P. Co., P.U.R. 1923B, 28, 38-40 (Ala., 1922). See also Re Southern Nebraska 
Power Co., P.U.R. 1921C, 678, 700 (Neb., 1921); Re Virginia R. & Power Co.. P.U.R. 1922D, 
352> 364-366 (Va., 1922). 

i«‘i Re Montpelier & B. Light & P. Co., P.U.R. 1916B, 973, 976-977 CVt., iqiG) ; Re Pacific Gas & 
E. Co., P.U.R. 1923C, 385, 413-416 (Cal., 1922); Re Capital Water Co., P.U.R. 19240, 292, 
297-298 (Idaho, 1924); School . Directors v. Highsptre Water Supply Co., P.U.R. 19260, 80, 
89-90 (Pa., 1926); Re Tennessee Eastern Elec, Co., P.U.R. 1926E, 576, 386-391 (Tenn., 1926); 
Re West Coast Power Co., 22 .Ann. Rep. Ore. P.S.C. 37 (1928) 
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i;ights are numerous and serious, involving both economic fallacies and un- 
sound public policies, (i) The speculative and conjectural character of this 
method is vividly shown in the divergent valuations frequently presented for 
the same property : where an expert for the city testified to a value of $41,000, 
three experts for the company sought to prove values of $197,000, |6oo,ooo, and 
$2,000,000, respectively; and in another proceeding, the same expert demon- 
strated values of $26,140,000, $17,570,000, and $14,025,000 for water rights 
which the commission finally valued at 1 1, 869,834. These discrepancies in 
“value” illustrate the effect of changes in the estimates and assumptions on 
the basis of which the calculations are made. A change in the rate of capitali- 
zation causes exaggerated variations in the final value. Other opportunities 
for differences in estimates are to be found in differences in the capital cost 
of the alternate plant, fluctuations in the price of fuel,^'^® the available flow of 
water, the demand and load factors for electric power, and the amount of en- 
ergy sold, (ii) As a second objection, it may be noted that the capitalization-of- 
savings method cannot be assumed to reflect the actual value of any property; 
the most that can be said is that it indicates the maximum value that can 
possibly be assigned to property. It must often happen that the commercial 
value of a property as shown by a capitalization of its earnings, even in the 
absence of all regulation, will be less than the figure secured b^y a capitaliza- 
tion of savings, (iii) The fictitious nature of the appraisal secured by a capi- 
talization of savings should also be recognized. The amount of the savings 
will depend upon the assumptions as to the alternative method. As the alterna- 
tive method of production realizes reductions in cost, the- value of the water 
rights dissolves and disappears. Also, for illustration, the assumption that a 
given quantity of electric power has the same value whether produced by 
water power or generated by steam is invalid.^*’’’^ 

(iv) The most convincing argument against the acceptance of the capital- 
ized-savings-method of valuation is that the community is deprived of the 
benefits and advantages of proximity to natural resources. Nor is the nature 
of the fundamental issue varied by assuming that the utility shall be permitted 
to appropriate only half of the value of the water rights. In a fundamental 
sense, it is the demand for the water or water power, due to the proximity of 
the community, that gives value to the water rights; indeed, the location of 
the community may have been predicated upon the availability of water or 
cheap water power. The injustice of this method is exaggerated by the fact 
that the cheaper the water, and the more costly the alternative source of supply 
(that is, the more essential the natural resource is to the community), the 


Tennessee Eastern Elec. Co., P.U.R. 1926E, 378, 386-391 (Tenn., 1926); Re Pacific 
G. & E. Co.. P.U.R. 1923C, 385, 413-416 (Cal., 1922). 

In one case, a price of 75 cents per barrel of oil gave a value of $2,601,740.25, which was 
reduced to 11,067,335.25 by a decline in the price to 50 cents per barrel. (E. Ba/iersfield Imp. 
Assn. \. San loaqinn L. & P. Corp., P.U.R. 1916C, 832, 886 [Cal., 1916!.) In another case, a 
value of $14,025,000 was calculated with oil priced at $1.75 per barrel; before the Commission 
reached its decision, the price of oil had fallen to 93 cents per barrel; and at 92 cents per barrel, 
the water rights would be valueless. (Re Pacific G. Sr E. Co., P.U.R. 1923C, 385, 413—416 


[Cal., 1922].) 

10 " What iustification exists for the valuation of cheap water power in terms of dear coal? 
\Vhy should not the coal be valued in terms of the cheap hydro-power? 
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higher the valuation placed on the water rights and the higher the prices im,- 
posed upon the consuming publicd®® 

(3) The market value. The use of the market-value standard for water 
rights would seem to encounter the same fatal defects that beset the applica- 
tion of this standard to the appraisal of natural-gas lands and leaseholds. Water 
rights are sui generis; comparisons with the prices paid for other water rights 
are seldom of probative force. Moreover, with the widespread adoption of 
electric power as the motive force in industry, there is no market for water 
rights outside of the utility field, and the price that a utility would pay for a 
water right should not be persuasive of its value for rate-making purposes, 
since that price may reflect the pro.spective earnings from the exploitation of 
the right. These objections should lead to the rejection of this standard, but a 
few courts and commissions have given the market-value measure the stamp 
of their approval.^*^" The Interstate Commerce Commission has been among 
those adopting a modified market-value standard.'”^ 

(4) A present-value standard. Some commissions have sought to apply the 
judgment method of the Smyth v. Ames rule to the determination of the 
present value of water rights. By statutory enactment, Wisconsin adopted the 
present value of the undeveloped water right as the measure of its value for 
rate-making purposes. The Commission was therefore charged with the duty 
of valuing such water rights in order to carry out the declared policy of ex- 
cluding all appreciation in water rights from both the rate base and the fu- 
ture purcha.se price, if at .some future date the public should decide to pur- 
chase the utility.*''^ 

The present-value standard as applied to water rights has weaknesses be- 
yond those that are encountered in the valuation of other forms of property, 
particularly to the extent that other evidences of value, in themselves unre- 
liable, are accepted as indicative of present value. Upder the Wisconsin pro- 
cedure, the present value so obtained must depend largely upon the date as 
of which the water rights are valued. 

(5) The cost of the water rights. The standard of value that is most ac- 
ceptable in the case of natural-gas lands and lea.seholds is also the sound and 
appropriate standard for the appraisal of water rights. The actual cost to the 
utility, when not unreasonable or artificially inflated, affords the most satis- 
factory standard for the valuation of water rights. Though it has been said 
that the cost standard, by depriving the utility of all benefit from appreciation 
in value as the project is developed, will discourage the exploitation of water 

Gmjton County E. L. & P. Co., 4 N.H. P.S.C. 171, 178-179 (1914). 

See also: Ross v. Ewkhardt M. & E. P. Co., 5 W.R.C. 139 (1910); Re Cahfornia-Oyenon P. 
Co., P.U.R, 1918c, 253-254 (Or., 1917); Grants Pass v. Califortiia-Oregon Power Co., 11 Ann. 
Rep. Or. P.S.C. 51 (1917); Peterson v. Washington Water P. Co.. P.U.R. 1918!% 591, 592 (Ida., 
1918); Re Bluefield Water Works & Improa. Co.. P.U.R. igaiE, 655, 664-665 (W.Va.. 1921); 
Re Rockford Electric Co., P.U.R. 1925D, 154, 159-161 (III., 1925). 

Murray v. Comm., 27 Idaho 603, 150 Pac. 47, L.R.A. 1916F, 756, P.U.R. 1915F, 436, 441- 
443 (Idaho Sup. Ct., 1915); Re Grafton County Electric Ught & P. Co.. 6 N.H. P.S.C.R, 191 
(1917); Re Montgomery Hydroelectric Co., P.U.R. i9J7C, 224, 234 ( 111 .. 1917). 

Pedro, Los Angeles & Salt Lake R. Co.. 75 I.C.C. 463, 504 (1923); Los Angeles & 
S. L. R. V. G.S.. ?, F. (2d) 747, 752 (S.D. Cal., 1925). 

7 ’^! The highlights of the Commission’s procedure are .set forth in Re Wiscori 
Light & Power Co., P.U.R. igidD, 812, at pages 817-818 (Wis., iqi6). 


I , 
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resources/^^ the argument is not logically consistent with the principles o£ 
rate regulation : the utility does not refuse to invest in physical structures and 
equipment because it is confined to a fair return upon its investment, and 
there is no reason to think that it would behave differently with respect to 
investments in the development of water rights. The fundamental justice of 
this method of valuation is apparent when it is realized that the presence of 
valuable natural resources should redound to the benefit of the entire com- 
munity, that the value of such natural resources is largely the creation of the 
community through providing a demand for the water or power, and that 
any appreciation in the value of water rights must be a reflection of monopoly 
elements which have no proper place in the determination of the charges of 
regulated enterprises. 

If the water right is in the nature of a franchise, rather than the private 
property of the utility, as in the case of licenses for projects under the jurisdic- 
tion of the federal government, actual original cost is the legal standard of 
valuation. The Federal Water Power Act of 1920 specifically provides “that 
the values allowed for water rights, rights of way, lands or interest in lands 
shall not be in excess of the actual reasonable cost thereof at the time of ac- 
quisition by the licensee.” 

The propriety of including water rights in rate-mahjng value. The legal 
status of water rights in relation to the regulation of utility rates is not free 
from ambiguity. In an early rate case, the Supreme Court insisted that allow- 
ance should be made for water rights, and although that decision was in- 
fluenced by the laws of the particular state in which the utility was located, 
the principle appears to be well established that, where it is the owner of water 
rights used in the public service, the utility is entitled to their inclusion in the 
rate base. In the Bluefield Water Wor/(s & Improvement case, the West Vir- 
ginia Commission appraised the water rights of the company as a part of the 
value of its lands, and this treatment was not criticized by either the state or 
federal Supreme Court; however, this case is a doubtful precedent, as the 
Commission found the water rights of little or no value. In the Denver Union 
Water case, the Supreme Court stressed the difficulties and uncertainties as to 
the proper treatment of water rights, but found it possible to avoid passing 
upon the question.^ In the Indianapolis Water Company case, however, 
Mr. Justice Butler’s decision states flatly that “the value of these water rights 
must be included” in the rate base.^'^'^ 

Ashland Electric Light, Mill &■ P. Co., 12 Ann. Rep. Neb. S.R.C. 348 (1919); Ee Utah 
Power & Light Co., P.U.R. 1923B, 9, 18-19 (Utah, 1922), 

■ ^''’'^ 41 Stat. 1063, Sec. 14. See also Re Alabama Power Co., P.U.R. 19320, 345, 357-359 (F.P.C., 
1932); Affirmed: Alabama Power Co. v. McNinch, 68 App. D.C. 132, 94 F. (2d) 601, (1937). 

San joaquin &■ Kings River Canal Co. v. Stanislaus, 233 U.S. 454, 459-460 (1914). 

89 W.Va. 736, no S.E. 205 (1921); 262 U.S. 679 (1923). 

1^0246 U.S. 178, 192-194 (1918). 

McCardle Indianapolis Water Co., 272 U.S. 400, 413-415 (1926). 

In a later edition of this controversy, McCart v. Indianapolis Water Co., 302 U.S. 419 (1938), 
at pages 432-433, Mr. Justice Black comments, in dissenting, on these water rights: 

“First, the so-called ‘water rights’— The Company takes the position that water rights should 
have been valued at about $2,000,000.00. Expert witnesses for the city valued these rights from 
nothing to $75,000.00, and expert witnesses for the Company at $1,000,000.00 or more. This 
illustration is tyniraj of the wide variations in expert evidence on ‘reproduction cost’; it is a 
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In the absence of conclusive precedents, regulatory commissions have pur- 
sued different paths in their treatment of water rights. In some cases, water 
rights have been assimilated to franchises and valued at cost to the utility.^'*'® 
In a number of valuations, water rights have been included in the appraisal 
of the lands of the utility, no separate values being recognized while in a 
few instances, water rights have been valued separately from, and in addi- 
tion to, the utility’s lands.^®® 

The importance of water rights and the large claims for values in connec- 
tion therewith make it imperative that this unsolved problem receive early 
and critical consideration from regulatory authorities. The existing lack of 
uniformity is not only a source of discrimination in the treatment of different 
investments, but it is also productive of controversy as the utility and the pub- 
lic seek application of the rule that is most favorable to their interests in the 
particular case. The divergent practices of regulatory commissions are ex- 
plainable only in part in terms of differences in the laws of property in their 
particular states; in large measure, the different practices are indicative of 
the uncertainty and confusion as to the proper methods of recognizing water 
rights in the rate base. A sound public policy, sensitive alike to the interests 
of consumers and investors, awaits acceptance. Since the adoption of the Fed- 
eral Water Power Act in 1920, the inclusion of water rights in the rate and 
security bases at actual original cost has been the statutory rule governing our 
most important category of water rights, and the extension of the cost princi- 
ple to all water rights would realize many advantages for industry and public 
alike. 


6. DEDUCTIONS FROM GROSS VALUE: ACCRUED 
DEPRECIATION 

General Considerations. The calculation of reproduction cost has thus far 
been concerned successively with the allowances for physical property (other 
than land), land, overhead costs, and intangible elements of value. The total 
represents the cost of reproduction of the property in a new condition. To 

typical ‘e6tim.ite.’ . . . According to one theory, it is claimed water which wouhi otherwise 
flow down stream is diverted by the Company; that the Tom Taggart Park in Indianapolis might 
possibly be injured by this diversion (but the city has not complained); that the stream offers 
possibilities of scenic beauty if there were adequate water and if it should be made suitable for 
navigation by small pleasure crafts. It does not appear that this formula evolved as a result of 
anyone’s expressed or frustrated desire to sail this stream. From the possibility, however, that the 
stream could be u.sed for this purpose if imaginary people should so desire, an imaginary damage 
to these imaginary sailors is discovered, Based upon this potential menace to these imaginary peo- 
ple and their Imaginary desire to use this stream, an imaginary value of $200,000.00 is suggested 
as the cost which the Company might incur in discharging its imaginary duty to improve the 
stream for these imaginary sailors. 

“It is difficult to believe that such concepts of property can establish clear proof that the Con- 
stitution of the United States has been violated.” 

Alabama Power Co. v. McNinch, 68 App. D.C. 132, 94 F. (ad)- 601, (1937) . 

Re Redondo Beach, P.H.'R. 1915B, 429, 431-432 (Cal., 1915); Peck v. IndianapaUs L. & PI. 
Co., P.U.R. 1916B, 445, 451-452 (Ind., 1915); Re Interstate Water Co., P.U.R. 1922E, 246, 257- 
259 ( 111 ., 1922); Aluminum Goods Mfg. Co. v. Laclede Gas Light Co.. P.U.R. 1927B, i, 17-18 
(Mo., 1926); Re Montana Power Co., 10 P.U.R. (N.S.) 293, 296 (Mont., 1935); Re West Vir- 
ginia Water Service Co,, 17 P.U.R. (N.S.) 40, 50-53 (W.Va., 1936). 

Re Portland Electrif Power Co., P.U.R. 1930D, 357, 369-37o(Or., t93o1. 
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arrive at an acceptable measure o£ the reproduction cost of the property in its 
present condition, deductions are required to reflect those respects in which 
the property is inferior to a similar new property. Deductions from gross value 
are made for superseded property, for unused property, for depleted reserves, 
and, most important of all, for accrued depreciation. The extent to which 
these items require an abatement in the valuation total will depend upon the 
principles controlling the preparation of the inventory. In many reproduc- 
tion-cost valuations, the gross-value figures are subject to deductions only for 
accrued depreciation, and in all determinations of the rate base, the treat- 
ment of accrued depreciation is both theoretically and practically the most im- 
portant item in this category. 

The Depreciation Controversy. Divergent opinions. The policies followed 
by the commissions and courts with respect to the deduction of accrued de- 
preciation in arriving at the rate base may either permit the utilities to re- 
tain substantial and improper sources of revenue or may afford correspond- 
ingly large savings to consumers. This conflict of pecuniary interests is the 
fundamental sotirce of the depreciation controversy, and colors the discus- 
sion of all questions relating to depreciation accounting and the annual al- 
lowances for depreciation in operating expenses.^ 

The divergence in financial interests is not the sole source of disagreement 
respecting accrued depreciation. The variety of senses in which the terms 
“depreciation” and “accrued depreciation” are used engender and perpetuate 
controversy. The measurement of depreciation is difficult and lacks precision: 
some difficulties stem from confusion as to the nature of depreciation; others 
are inherent in the complexities of the subject; and others result from the 
absence of reliable data as to the service life of various depreciable categories. 

Concepts of accrued depreciation. The various meanings attaching to the 
terms depreciation and accrued depireciation reflect the different aspects of the 
depreciation problem. Without exhaustive treatment, certain of the more com- 
monplace concepts of depreciation may be briefly appraised. 

(i) The service-life concept. The most useful concept of accrued deprecia- 
tion is that decline in value which is due to the expired service-capacity of the 
property . This decline in value may be due to physical causes, wear and 
tear and exposure to the elements, or to functional causes, such as inadequacy 
or obsolescence. The decline in service capacity may be either absolute, in 
comparison with a similar new property, or it may be relative, in comparison 
with a new and more efficient substitute property. This concept is in harmony 
with the definition adopted earlier for depreciation as “the loss in service value 
not restored by current maintenance and incurred in connection with the 
consumption or prospective retirement of property in the course of service 
from causes which are known to be in current operation and against which 
the utility is not protected by insurance.” It is also consistent with the Supreme 
Court’s discussion of accrued depreciation in confiscation cases.^®^ 

181 Chapters VIII and XVIII, 

18“ Depreciation is not to be associated with all declines in the value of an asset. Those changes 
in value which are due to changes in the earning capacity of the business and those which accom- 
pany changes in the general level of prices are not normally to be identified with depreciatioit. 

188 The theory is sometimes called the “age and life concept of depreciation,” because tlic 
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(2) Observed depreciation. Utility companies frequently argue that accrued 
depreciation means that depreciation which can be observed and measured by 
an inspection of the property. This theory utilizes trained engineers or ex- 
perienced appraisers who examine the property and state their results as a 
“condition per cent”; that is, if certain items are said to be in 85 per cent condi- 
tion they are 15 per cent depreciated. Observed depreciation may be limited 
to the physical deterioration which results from wear and use and from the 
action of the elements, or it may also embrace depreciation attributable to 
obsolescence and inadequacy. The engineers may be instructed to report only 
the depreciation actually experienced, or they may be asked to indicate the 
functional depreciation which is imminent, that which will result from forces 
currently in operation. 

The concept of accrued depreciation in terms of observed depreciation is 
subject to serious shortcomings. The fact is that the factors which limit the 
service life of property and cause its service capacity to decline with time and 
use are to only a limited degree “observable” until just prior to the retirement 
and replacement of the property. The candle, the pencil, and the coal pile are 
not typical of the assets with respect to which the problems of depreciation 
arise, and observation scarcely suffices to identify depreciation in the electric 
lamp, the generator, the pipeline, et cetera. It would, of course, be possible for 
the engineer or other appraiser to avail himself of the life tables and all the 
other data on the basis of which the service-life concept of depreciation rests 
its determinations, but if he relies on these statistical aids the concept of “ob- 
served depreciation” is substantially modified. 

(3) The immortal-plant theory. This concept is sometimes urged in sup- 
port of the thesis that the estimate of accrued depreciation should be confined 
to that amount which is revealed by an inspection of the property. But in its 
more extreme form, the theory is based on the proposition that a diversified 
and well-maintained plant, consisting of many assets each of relatively small 
cost, is just as valuable as a new plant, and that therefore there is no accrued 
depreciation in such a plant. It is recognized that a new plant has certain ad- 
vantages in comparison with the established plant, especially in its freedom 
from costly repairs and replacements in its early years. But it is urged that the 
established plant possesses certain offsetting advantages, in that it has been 
through the costly “breaking-in” period and is a seasoned operating unit. 

There are certain logical and practical weaknesses in this assumption that 
a utility plant is an immortal instrument of the public service. Even if it be 
assumed that the plant as a whole has an indefinitely long life, the individual 
units composing the plant are certainly not immortal. Secondly, it is a pur- 
pose of depreciation accounting to provide for the proper allocation of retire- 
ment costs among those who have taken service during the productive life 
of the retired units. Certainly the charging of replacements to operating ex- 
penses, the method presumably conforming to the immortal-plant theory, 

amount of accrued depreciation present in the group of depreciable units is estimated at that 
percentage which the average age of the units bears to the average prospective service life of 
the units. The consideration of age alone in the determination of accrued depreciation may over- 
look the importance of functional factors in setting a final limit to the useful life of property; 
both physical and functional causes limiting the life of property should be considered.. 
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would not accomplish an accurate allocation of depreciation costs among the 
users of the utility service. Thirdly, the practical utility of the theory rests 
upon the assumption that replacements for the seasoned plant will be rela- 
tively uniform from one year to another. Since a very considerable proportion 
of all retirements results from functional causes, the assumption of uniformity 
in annual retirement costs rests on a very insecure foundation. And finally, the 
assumption of immortality for the plant as a whole is difficult to defend in the 
light of experience. Street railways have given way to buses, steam railroads 
have abandoned branch lines, gas utilities have already lost most of their light- 
ing market, and the manufacture of gas has been abandoned as long-distance 
natural-gas pipelines have invaded new territory. Neither the corporate entity 
nor the physical plant has any guarantee of immortality which would justify 
ignoring the accrued depreciation in the units constituting an operating utility 
plant.^®"^ 

(4) The accounting concept. The accounting concept of depreciation is 
based upon cost, and associates accrued depreciation with the reserve for de- 
preciation. But since there are many circumstances which might account for 
a discrepancy between the actual reserve and the reserve that would be re- 
quired by adherence to the accountants’ schedules for the depreciation of the 
particular property, the reserve requirement rather than the actual reserve is 
the embodiment of this concept. In the discussion of the measures of accrued 
depreciation the causes of discrepancies between the reserve accumulation and 
the accrued depreciation, as measured by service-life, will be noted. 

(5) The value concept of depreciation. The value concept identifies depre- 
ciation with the difference between the present value of the existing property 
and the present value of a hypothetical new property.^®“ The depreciation in 
an asset, according to this concept, may be greater than the decline in the value 
of the old asset, if the existing asset, even though new, would now be less 
valuable by reason of the availability of a more efficient substitute. However 
useful this concept of depreciation is in the valuation of property generally, it 
is of limited usefulness in the valuation of utility properties. The courts and 
commissions have adhered to the existing property as their standard in testing 
and in prescribing rates. In utility regulation, depreciation is not simply a 
value concept. 

Measurement oe Accrued Depreciation. Many different measures are 

A closely allied theory of depreciation has been called the organic theory. This theory 
distingui.shes between the depreciation of a functional group of assets and the sum of the de- 
preciation of the individual units composing the functional group. It arrives at the opposite 
conclusion to that of the immortal-plant theory, namely, that the depreciation of the functional 
group, in this instance the plant, is usually greater than the sum of the depreciation of the 
individual units, separately considered. This condition results from the fact that when the value 
of any one asset is affected by a change in another, the value of the two assets considered to- 
gether is less than the sum of their values. This theory would treat the functional group of assets 
as a single asset for purposes of valuation or for the determination of the amount of accrued de- 
preciation. To illustrate, one should not value a 1930 automobile as equal to the sum of the value 
of the individual parts, nor is the value of an obsolete utility plant the sum of the value of its 
constituent units even though the utility would pay full cost for any individual parts whose 
replacement might be necessary to enable the plant to continue functioning. See Bonbright, Valua- 
tion of Property, Vq\. I, 2og. 

Bonbright, Valuation of Property, Vol. I, p. 184 
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oflfcreci for the determination of accrued depreciation. The adoption of a par- 
ticular measure will depend upon the concept of depreciation which is ac- 
cepted and the purposes for which accrued depreciation is being determined. 
Three standards are in common use in the regulation of the earnings of utility 
companies— the service-life, the inspection or observation, and the account- 
ing-reserve, measures. These three methods require discussion. In addition, a 
measure which is in harmony with the value concept of depreciation will be 
briefly described. However, two preliminary questions demand an answer: 
upon what base shall accrued depreciation be measured, and shall accrued 
depreciation include functional as well as physical depreciation? 

T/w base for measuring accrued depreciation. In discussing depreciation 
accounting, the merits and weaknesses of three bases for depreciation— the 
original-cost, the reproduction-cost, and the fair-value bases— were explored.^ 
The consensus of regulatory authorities has favored the use of the original-cost 
base both in depreciation accounting and in the calculation of accrued depre- 
ciation. The original-cost base conforms to the definition of depreciation as 
the lessening in cost value due to the exhaustion of the service life of the prop- 
erty. This base also permits the use of the accounting and statistical data per- 
taining to depreciation, all of which are founded on original-cost figures. It also 
facilitates comparisons with the accounting records of the amounts paid by 
consumers and charged to depreciation expense and with the sums accumu- 
lated as reserves. Indeed, all of the arguments for depreciation accounting on a 
cost basis apply with equal force to the use of cost in the measurement of ac- 
crued depreciation, and in addition, there are the advantages attaching to the 
use of a measure of accrued depreciation which conforms to the standards 
adopted in recording the allowances for current depreciation. 

A complication may arise in the statement of accrued depreciation when 
valuations are made on other than an original-cost basis. This situation may 
be met most simply by applying to other standards of value the same percent- 
age for accrued depreciation that is found with respect to the original cost of 
the property. Thus if a utility company is estimated to have an original cost 
of |i, 000,000 and a reproduction cost new of fa, 000,000, and if accrued depre- 
ciation calculated on the original-cost base is |i8o,ooo or 18 per cent, it is ob- 
vious that the accrued depreciation with respect to the reproduction cost is 
also 18 per cent, or $360,000. 

What items of property, if any, are exempt from depreciation in determining 
the rate base? The commonest exception is land, which is undepreciated for 
two reasons: first, it is assumed that land is not subject to any exhaustion of 
its service capacity, and secondly, the prevailing valuation practice takes land 
at its present value, as measured by the market value of similar adjacent lands. 
With respect to particular types of land, notably natural-gas holdings, it is 
recognized that depreciation, or depletion, must be calculated and deducted; 
and rights in land that are subject to termination are similarly appropriate ob- 
jects for depreciation. It is not usually recognized that a utility’s holdings of 
land, although not generally subject to physical depreciation, may undergo 
functional depreciation and become unsuited to the company’s operations. 

Chapter VIII, Sec. 5. , 
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.Where such functional depreciation can be foreseen, it is advisable that it be 
included both in the allowance for depreciation expense and in valuations. 
Sometimes improvements on land, as grading, are undepreciated, and whereas 
there is some justification for assuming that the grading of a railroad right- 
of-way is immune from depreciation,^®' it is doubtful whether the same justi- 
fication can be found for the improvements made to land by other utilities. 
1 he question of overheads has found the courts and the commissions divided. 
Mr. Justice Brandeis’ statement that “many items included in the overhead 
cost of original construction may properly be excluded in calculating the 
amount of the depreciation annuity” is the nearest to an authoritative pro- 
nouncement on the treatment of overheads in the determination of accrued 
depreciation.^®® In its valuation work, the Interstate Commerce Commission 
has depreciated overhead costs along with the accounts to which they apply.^®® 
The theoretically correct procedure would be to segregate overhead costs into 
two categories. Those overheads which are associated with the enterprise in 
its entirety and which are nonrecurring may appropriately be capitalized and 
carried on the books without subsequent depreciation; such are the expendi- 
tures for promotion, organization, legal (in part), administrative, engineering 
(in part), taxes during construction (in part), and interest during construc- 
tion (in part). But other overhead costs are associated with the construction 
of physical properties which depreciate, and these overheads should be de- 
preciated proportionately with the associated physical properties. The second 
group includes contractor’s profit, contingencies and omissions, engineering 
and supervision (in part), legal (in part), insurance and damages, taxes (in 
part), and interest during construction (in part). Some commissions have 
attempted this theoretically correct segregation of overhead costs.^''^^ but most 
dispose of all overheads together, either depreciating all or none. 

Shall functional as well as physical depreciation be calculated? An accurate 
measurement of accrued depreciation must record the total decline in the 
service value of depreciable property from whatever source this has come. It 
is obviously inaccurate to rest the calculation for accrued depreciation on 
physical depreciation and make no allowance, or only an inadequate allow- 
ance, for functional depreciation. If the determination of the accrued depre- 
ciation be based on the past experience of utilities, the measure will certainly 
reflect the dominating influence of functional depreciation, for such depre- 
ciation is relatively more significant in the developmental period of any in- 
dustry. 

In allowing for functional cau.ses in the measurement of accrued deprecia- 
tion a quantum of judgment is required. Functional depreciation, existing or 
imminent, cannot be disregarded,^ but the possibility of functional depre- 

18 " Texas Midland K.. 75 I.C.C. i, 184 (1918)- 

Galveston Elec. Co. v. Galveston, 258 U.S. 388, 398-399 (1922). In two earlier cases, 
however, the Court had approved valuations wherein the masters had depreciated overheads: 
Des Moines Gas Co. v. Des Moines, 238 U.S. 153, 161-163 (1915); Denver ^. Denver Union 
Water Co., 246 U.S. 178, 191 (1918). 

Midland R., 75 I.C.C. i, 153 (1918)- 

Lima V. Lima Tel. &■ Tel. Co., P.U.R. 1916E, 670, 675 (Ohio, 1916); Re Capital Transit 
Co.. 25 P.U.R. (N.S.) 177, 225 (D.e., 1938). 

i«i.See Idaho Power Co. v. Thompson, 19 F. (2d) 547, 566 (D.C. Ida., 1927)- 
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ciation of an indeterminate nature does not justify an excessive allowance for, 
depreciation. The Interstate Commerce Commission met this problem in 
its valuation work by adopting the following practical course: the valuation 
engineers were instructed to consider all functional depreciation which had 
already accrued, for where depreciation has already taken place it makes no 
difference whether the cause be physical or functional, and as to the future, 
the functional depreciation was considered only when it was imminent. “Gen- 
erally speaking, in so far as functional depreciation can be accurately forecast, 
it must be considered, but speculation must not be resorted to,” 

The service-life method. This measure of accrued depreciation derives from 
the service-life concept of depreciation, and it is usually associated with one of 
the reserve methods of depreciation accounting. The objective is to measure 
the diminution or consumption of service capacity that has occurred since the 
installation of the equipment. 

The procedure in the application of the service-life measure involves the 
preparation and use of “life tables.” On the basis of the experience of the given 
utility and of other utilities with the same equipment under similar condi- 
tions, it is possible to develop mortality tables which permit a reasonably ac- 
curate forecast of the useful life of depreciable property. Even where the prop- 
erty is so new that there is no operating experience to guide the preparation of 
life tables, the manufacturer is usually able, on the basis of tests, to state proba- 
ble minimum lives under a variety of operating conditions. The life table is 
useful and reliable in proportion as it reflects the actual experience of the in- 
dividual utility with the particular category of property. 

The service life of property can be stated in terms of time, of output, or of 
use. If property depreciates primarily from wear and use, it may be most ap- 
propriate to measure depreciation in terras of the number of hours of use or 
of the units of output. With utilities, however, functional causes are still of 
large importance in determining the time of the ultimate retirement, and it 
is therefore customary to state the service life of equipment in units of time. 
It is usual to assume that the service capacity of the unit diminishes uniformly 
throughout its life span. 

The service-life measure of accrued depreciation has been the target for a 
vast amount of criticism, particularly from the utility companies. Two motives 
usually underlie these criticisms: an opposition to the reserve method of ac- 
counting for depreciation, and a desire to keep at a minimum the deductions 
for accrued depreciation in determining the rate base. The criticisms concen- 
trate on three aspects of the service-life method: the accuracy of the estimates 
of service life on which the mortality tables are based, the estimates of net 
salvage value as one of the determinants of service value, and the use of units 
of time in measuring the expiration of service life. 

The opposition to the use of the service-life measure of accrued depreciation 
is readily understandable. In the examination of the questions relating to the 
treatment of current depreciation as an operating expense, it was noted that 
the service-life method limits the freedom of management to adjust annual 
depreciation charges according to available net income and sometimes inter- 

^^^Texas Midland R., 75 I.C.C. i, 127-128 (1918). 
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feres with the maintenance of regular dividend payments. Much more serious, 
from the point of view of utility managements, is the effect of the service-life 
theory on the estimates of the accrued depreciation to be deducted in finding 
the rate base. While most utilities have been disposed to take advantage of 
liberal earnings to accumulate ample, or even excessive, depreciation reserves, 
they have quite generally opposed a correspondingly large deduction for ac- 
crued depreciation in the determination of rates and charges.^'-*^^ Other utilities, 
without the opportunity to accumulate similarly adequate reserves, have not 
unnaturally feared that the acceptance of the service-life method of measuring 
depreciation would lead to the deduction of sums in excess of their deprecia- 
tion reserves, with resulting lower rates and a permanent impairment of their 
earning capacity. 

The critics of the service-life measure of depreciation focus their main at- 
tack upon the “theoretical” character of the estimates of service life. They 
insist that it is not possible to forecast accurately the service life of most de- 
preciable property, and that, even when dependable records have been de- 
veloped with respect to the life of certain equipment under one sec of condi- 
tions, these records are of dubious validity as applied to other companies 
operating under different conditions. 

The answer to these criticisms is to be found in the actual experience of util- 
ity industries with those methods of accounting for depreciation which de- 
pend upon the use of life tables. That utility which has been most exposed to 
the functional causes of depreciation, the telephone industry, has found the 
reserve method of providing for depreciation well adapted to its require- 
ments.^”^ It is apparent that the soundness of the service-life measure of depre- 
ciation is in no way impaired by evidence that particular units of property do 
not conform to the predictions made with the aid of life tables. Like the mor- 
tality tables which insurance companies use, the life tables for utility proper- 
ties are practicable and useful if they permit a reasonably accurate forecast of 
the experience which awaits a group of items, and upon this matter the cita- 
tion of experience with individual items throws no significant light. Even 
with respect to the so-called functional depreciation, especially with the two 
most important items of inadequacy and obsolescence, there exists the possi- 
bility of incorporating the probabilities of service lives into statistical tables. 
The same studies of growth in demand for the service, of changing population 
trends and of general business conditions which have formed the basis for the 
construction of life tables for some utilities are available for other utility in- 
dustries. Since the use of life tables is reasonable and practical in the allocation 
of depreciation expense, it must be concluded that it provides an appropriate 
measure of the accrued depreciation, which is in fact the depreciation expense 
that has been incurred in the past. 

telephone companies, for example, while making liberal provision for current de- 
preciation and accumulating ample reserves for accruing depreciation, usually ranging from 
20 to 35 per cent of the book cost of telephone plant, have concurrently argued that in valuations 
for rate-making purposes the amount of accrued depreciation deductible from the cost of the 
plant should be only 7 to 12 per cent. (Federal Communications Commission, The Investigation 
of the Telephone Industry [76 Cong., i sess.. House Doc. no. 340}, p. 348.) 

Depreciation Charges of Telephone Companies and Steam Railroad Companies, 177 
I.C.C. 351, 383, 387 (1931)- 
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The prediction of the net salvage value, which is one of the determinants of 
the service value or depreciation cost, is also subject to criticism by opponents 
of the use of life tables. However, the amount of the net salvage value is gen- 
erally such a small percentage of the total cost of the property that substantial 
errors in its prediction have no significant influence on either the financial 
provision for depreciation or on the measure of accrued depreciation. 

Criticism of the u.se of units of time in the measurement of the accrued 
depreciation carries little weight where the provision for accruing depreciation 
is made on a time basis. It is probably true that depreciation does not “accrue” 
uniformly throughout the life of the depreciable items, but there exists no 
practical and accurate method of measuring the precise amount of deprecia- 
tion attributable to a particular period of time (short of the full service life of 
the unit) . It is both practical and fair (especially where the utility makes pro- 
vision for depreciation expense on one of the reserve bases) to assume that the 
service life of property is exhausted uniformly throughout its useful life. 

The legal status of the service-life method of determining accrued deprecia- 
tion, like the other measures of depreciation, has not been finally adjudged by 
the Supreme Court. However, the service-life principle is so firmly established 
in use in the various reserve methods, both voluntarily and by commission 
order, that no question as to its validity would arise, were it not that the lan- 
guage of certain Supreme Court decisions, critical of so-called “theoretical de- 
preciation,” has been seized upon by those who oppose the service-life measure 
to bolster their opposition. In Pacific Gas & Electric Company v. San Fran- 
cisco , Mr. Justice McReynolds objected to the treatment of the accrued depre- 
ciation which the master found on the “modified sinking fund method” and 
incidentally remarked that “facts shown by reliable evidence were preferable 
to averages based upon assumed probabilities.” But this is no precedent for 
the rejection of the service-life measure of depreciation; rather, it is a criticism 
of the deduction of depreciation caused by sudden obsolescence for which no 
adequate provision had been made through the accumulation of a depreciation 
reserve.^®^*^ Similarly, the language of Mr. Justice Butler in the Indianapolis 
Water case to the effect that “the testimony of competent valuation engineers 
who examined the property and made estimates in respect of its condition is 
to be preferred to mere calculations based on averages and assumed probabili- 
ties” requires interpretation in the light of its context. In this instance the Com- 
mission’s decision, based on the testimony of its own engineer, had found the 
depreciation to be only 6 per cent; hence in subsequently joining the city in 
urging another estimate of depreciation it was in effect asking the Court to 
reverse its own finding.^®*’ 

In support of the good legal standing of the service-life measure of deprecia- 
tion may be cited economic principle, the implied sanction of the Supreme 
Court in a number of decisions, and the general use of this measure by many 
commissions. First, it must be noted that identical principles govern the esti- 

265 U.S. 403, 406-407 (1924). 

The Court .suggested that the defect could be cured either by providing for the subsequent 
amortization of the undepreciated balance of the property or tlirough an appropriate allowance 
for the value of patent rights to the new process. 

1®" McCardle v. Indianapolis Water Co., 272 U.S. 400, 416 (1926). 
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mate of the loss of service capacity and of service value for both accounting and 
vtfluation purposes. If the service-life method constitutes a sound basis for the 
determination of the appropriate annual charge to operating expenses for de- 
preciation, it is an equally sound method of determining the accrued deprecia- 
tion. Secondly, the Supreme Court has accorded inferential approval to this 
measure of depreciation under two sets of circumstances. Recognition of the 
fact that depreciation is inherent in a lack of newness implies the acceptance 
of the basic assumption of the service-life theory.^**^ It should also be noted 
that the Supreme Court has had occasion to uphold the uniform system of 
accounts for railroads, in which the Interstate Commerce Commission had 
prescribed the straight-line method of accounting for depreciation, with par- 
ticular reference to the handling of depreciation items arising out of the 
abandonment of a section of right-of-way.^*-^-’ Thirdly, the service-life method 
of calculating depreciation is firmly established in the practice of both federal 
and state commissions. The Federal Communications Commission specifically 
requires telephone companies to use the service-life method on a group basis, 
and the Interstate Commerce Commission adopted the straight-line method 
in its earlier order with respect to the depreciation charges of railroads and 
telephone companies.-'*^ This measure of depreciation also has the approval 
of the National Association of Railroad and Utilities Commissioners.^"^ It is 
also significant that the Interstate Commerce Commission in its valuation of 
the railroads consistently adhered to the principles of the service-life method 
of measuring depreciation, supplemented by an engineering inspection of the 
physical properties.^"^ And its example has been followed by other commis- 
sions. 

In conclusion, there would appear to be no legal obstacles to the adoption 
of the service-life measure of depreciation for valuation purposes. On the eco- 
nomic side, this standard conforms to the generally accepted theory of de- 
preciation and affords as accurate a measure of the decline in the service ca- 
pacity and service value of property as it is possible to develop. This is the 
depreciation policy which is best calculated to safeguard the integrity of the 
utility’s investment and preserve its credit; any practical difficulties encoun- 
tered in its application are not sufficiently serious to outweigh its patent ad- 
vantages. 

The depreciation reserve as a measure of accrued depreciation. The reserve 
as a measure of the accrued depreciation may be urged either as a special ap- 

Knoxville v. Knoxville Water Co., 212 U.S. i, lo (igog); Minnesota Rate Cases, 230 U.S. 
352, 456 (igis)- 

Recent evidence that the Supreme Court accepts the principles of the service-life theory of 
depreciation is to be found in its decision in Lindheiiner v. Illinois Bell Telephone Company, 
where the company had followed the straight-line method in the accumulation of its reserves and 
the Court insisted that the sums accumulated in its reserves constituted persuasive evidence of 
the adequacy of the annual charges thereafter prescribed by the commission’s order. (292 U.S, 
151, 167-172 [ 19341-) 

Kansas City Southern Ry. v. U.S., 231 U.S. 423 (1913)- 

200 Uniform System of Accounts for Telephone Companies (1935), p. 23. 

^0^77 I.C.C. 351, 408, 413. 

202 National Association of Railroad and Utilities Commissioners, Proceedings, Vol. 51 (1939), 
p. 342; Public Service Commission of Wisconsin, Depreciation, p. 68. 

Texas Midland R., 75 I.C.C. 1 , 125-130 
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plication of the service-life concept or as the standard which conforms to the 
previously described accounting concept of depreciation. The depreciation re- 
serve, assuming no improper appropriations from it, represents what the com- 
pany has charged to past expenses with respect to the depreciation of the 
property currently in use. However, it is evident that accrued depreciation, the 
exhaustion of the service capacity of equipment, does not wait on proper ac- 
counting entries, and it is therefore pertinent to ask whether the reserve ac- 
curately measures the actual depreciation which the property has experienced. 

Many circumstances may cause the depreciation reserve to be either less or 
more than the depreciation which the property has actually sustained, (i) Er- 
rors may have occurred in the estimates of service life and salvage value. (2) 
If depreciation accounting does not date from the beginning of the enterprise 
and if the annual charges have been adjusted to the currently accruing de- 
preciation, any initial discrepancy in the reserve at the inauguration of depre- 
ciation accounting will be perpetuated. (3) Even if the estimates of service 
life and salvage value are accurate, inadequate maintenance may result in an 
accelerated rate of depreciation. (4) After proper charges have been made to 
depreciation expense and to the reserve, faulty accounting may lead to sub- 
sequent discrepancies. (5) And though the company seeks diligently to fol- 
low sound practices with respect to depreciation accounting, an insufficiency 
of earnings may make impossible the creation of a reserve commensurate 
with the actual depreciation. 

Considering simply the matter of accuracy, shortcomings do beset the adop- 
tion of the depreciation reserve as the measure of accrued depreciation. How- 
ever, where the reserve has been accurately accumulated, it may be argued 
that the reserve constitutes a measure to which the company is committed by 
its past claims with respect to depreciation expenses. And to the extent that 
the reserve reflects payments by consumers for a specified expense, it may be 
urged that justice to consumers requires that no lesser sum be taken as the 
quantum of accrued depreciation. These questions involve matters of policy, 
however, and may better be postponed until the policies of commissions and 
courts with respect to the deduction of accrued depreciation are examined. 

The reserve requirement as a measure. Since the actual reserve for deprecia- 
tion is so frequently an inaccurate gauge of accrued depreciation, it has been 
suggested that the reserve requirement, the sum that the utility should have 
accumulated, is a possible measure of depreciation. It must be noted that the 
balance which the reserve should contain will almost certainly not coincide 
with accrued depreciation measured on a service-life basis. Two conditions 
may be responsible for this discrepancy. First, for any group of items, the ex- 
pected service life of the surviving items will be in excess of the average serv- 
ice life of the entire group for which the reserve is created. Secondly, the re- 
serve at any given time may have been reduced by the premature retirement 
of items, though this deficiency will ultimately be made up by depreciation 
charges against those items continuing in service beyond the average life of 
the group. Despite these discrepancies, the reserve requirement may be of 
significance in determining what deduction should be made for accrued de- 
preciation in fixing the rate base. 
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, The inspection method. The inspection method of measuring depreciation 
is "related to either of two of the depreciation theories discussed previously — 
the immortal-plant theory or the theory that depreciation means only that loss 
of service capacity which can be observed. Depending on which theory of de- 
preciation is accepted, the objective of the inspection will be to report either 
(i) the amount of deferred maintenance in the property, (2) the amount of 
physical deterioration observable, that is, the physical condition of the prop- 
erty in comparison with the same property when new, or (3) the amount of 
both physical and functional depreciation, that is, the condition of the exist- 
ing unit in comparison with a comparable modern unit. In general, if may be 
said that the more vocal supporters of the inspection method think one of the 
first two objectives—deferred maintenance or observable physical deteriora- 
tion — should be sought. 

No definite and precise procedure characterizes the inspection method. 
Presumably the estimates are made by competent and experienced valuation 
engineers, but such has not always been the case. The work may be confined 
to a relatively crude inspection of so much of the physical property as can be 
observed and sampled, and the final estimate may rest on the unverifiable 
judgment of a single individual; or the valuation engineer may supplement 
an observation of the physical property with an analysis of the experience of 
this and other companies with the various categories of property. Where the 
engineer bases his final determination on adequately developed experience 
records, the method may approximate in practice and in results the service- 
life measure already described. 

Many and serious weaknesses beset the inspection method of measuring 
accrued depreciation, even in its more highly developed forms, (i) In theory, 
depreciation proceeds from all those conditions which tend to limit the useful 
life of productive property. The inspection method, however, tends to narrow 
the search for depreciation to those aspects of the property which are suscepti- 
ble of physical identification and measurement. (2) In procedure, the inspec- 
tion method assumes that it is possible to forecast the remaining useful life 
of equipment and other property currently in use. As a matter of fact, it is 
quite impossible to forecast the useful life of most property without resort to 
the experience tables which are basic to the service-life method. To ask the 
engineer to forecast the remaining life of a generator, a pole line, or a car, is 
like asking a doctor to predict that life of an individual; in either instance, 
if the condition of the property or the individual is critical enough, a fore- 
cast of an early end may be possible, but otherwise the prediction based on in- 
spection alone is of little worth. (3) If the engineer bases his estimate of de- 
preciation on experience tables, is not his result at least as accurate as that ob- 
tained by adherence to the service-life method } Even this question cannot be 
answered with an unqualified affirmative, for the engineer is constantly 
tempted to substitute his judgment, based upon observation, for that of the ex- 
perience tables, usually in the direction of predicting a longer life on the basis 
of the physical condition of the property. (4) Finally, there are practical ob- 
jections to reliance upon an inspection measure of depreciation. First, much 
of the property of the utility cannot be inspected. Secondly, much of the prop- 
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erty that can be inspected physically cannot be judged with respect to depre- 
ciation."*^’^ 

Although the weaknesses should lead to its rejection as the sole method of 
determining the accrued depreciation, the inspection method possesses certain 
important advantages as a supplement to the service-life method. In this role, 
inspection may reveal whether the property has been adequately maintained, 
and if maintenance has been neglected, it may indicate the presence of more 
accrued depreciation than would have been found on the basis of life tables 
alone. Also, an inspection may give important information as to the immi- 
nence of premature retirement for functional reasons, and may indicate the 
necessity of enlarged provisions for the depreciation of particular categories of 
property.^*^" 

Accrued Depreciation and Confisc.ation. The consideration of the treat- 
ment of accrued depreciation in valuation proceedings requires that the dif- 
ferences between the problems of the courts and the commissions be kept 
constantly in mind. The courts, or at least the federal courts under the Four- 
teenth Amendment, are concerned only with the question of whether con- 
fiscation of the utility’s property results under the rates prescribed by regu- 
latory authorities. They are not essentially, perhaps not at all, concerned with 
those questions of expediency and policy that are so inescapable in determin- 
ing the appropriate policy for commissions to follow. 

The formulation of a judicial policy with respect to accrued depreciation 
did not come until the 1909 decision of the Supreme Court in the Knoxville 
Water case. In that opinion, the Court not only recognized explicitly the right 
of the utility to include current depreciation charges among its operating ex- 
penses, but it also insisted that the utility could not, in challenging the rates 
prescribed by regulatory authorities, claim a right to earn on any sum in excess 
of the fair value of the property in its depreciated condition, 

“A water plant, with all its additions, begins to depreciate in value from the 
moment of its use. Before coming to the question of profit at all the com- 
pany is entitled to earn a sufficient sum annually to provide not only for cur- 
rent repairs but for making good the depreciation and replacing the parts of 
the property when they come to the end of their life. The company is not 
bound to see its property gradually waste, without making provision out of 
earnings for its replacement. It is entitled to see that from earnings the value 
of the property invested is kept unimpaired, so that at the end of any given 
term of years the original investment remains as it was at the beginning. It 
is not only the right of the company to make such a provision, but it is its duty 
to its bond and stockholders, and, in the case of a public service corporation at 

20'iThis difficulty i.s illustrated by the now classic example of the 10,000 electric-light bulbs 
that have been in service for varying periods of time; since an inspection can not reveal their 
lapsed service life, observation might lead to the conclusion that all, or nearly all, ivere worth 
their cost new; yet tlie actual depreciation would probably approximate 50 per cent. This ex- 
ample seems to have originated with Mr. Charles O. May of Price, Waterhouse & Company, 
in his testimony before the New York Commission on the Public Service Commissions Law, 
and is cited by the minority report at page 356. 

20!' Such a use of the inspection method as is here described would be in conformity with 
the procedure of the Interstate Commerce Commission in its valuation of the steam railroads 

{Texas Midland i, \i9i^\.) 
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least, its plain duty to the public. ... If, however, a company fails to perform 
this plain duty and to exact sufficient retprns to keep the investment unim- 
paired, whether this is the result of unwarranted dividends upon over-issues 
of securities, or of omission to exact proper prices for the output, the fault is 
its own. When, therefore, a public regulation of its prices comes under ques- 
tion the true value of the property then employed for the purpose of earning a 
return cannot be enhanced by a consideration of the errors in management 
which have been committed in the past.” 

Though the Court has not always been explicit in its definitions, there is no 
doubt that accrued depreciation means that “loss in service value not restored 
by current maintenance, incurred in connection with the consumption or pros- 
pective retirement of property in the course of service from causes known to 
be in current operation.” It is clear also that the Court is concerned with the 
value of the plant in its present condition and with the actual depreciation that 
has been experienced. Such is the proper significance of the statement that 
“the testimony of competent valuation engineers who examined the property 
and made estimates in respect of its condition is to be preferred to mere cal- 
culations based on averages and assumed probabilities,” and, similarly, that 
“the actual existing depreciation in the plant as compared with a new one,” 
rather than the accumulation in the depreciation reserve is the appropriate 
measure of the deduction for accrued depreciation.^*’*^ 

Must accrued depreciation be determined and deducted in all findings of 
the fair-value rate base? The holding of the Court in the Knoxville case would 
seem to indicate so.-^** The Court’s insistence on the Knoxville rule has been 
emphasized when the rate base has been limited to net depreciated value even 
though the utility’s reserve was accumulated on the sinking-fund formula and 
the commission made no deduction in finding an historical-cost base.^^*^ In- 
deed, even when the Court ruled against the lower court in the Pacific Gas & 
Electric case for being unduly harsh where obsolescence had caused sudden re- 

200 212 U.S. i, 13-14 (1909). The opponents of the deduction of accrued depreciation in 
the determination of the rate base sometimes object to interpreting the Knoxville case as re- 
quiring the deduction of accrued depreciation in the normal sense of that term. They support 
their contention by citing the decision of the Court on the same day, in Willcox v. Consolidated 
Gas Co., 212 U.S. 19 (1909), where the Court accepted a master’s report which made only 
2 per cent deduction for deferred maintenance despite the fact that the property was in no 
sense new and there was evidence that the accrued depreciation amounted to some 14 per cent. 
On this showing it is argued that the Court referred only to the deduction of deferred main- 
tenance in the Knoxville case. However, this interpretation is clearly contrary to the language 
cited above and to the subsequent decisions which have followed the precedent of the Knoxville 
case, causing that decision to become virtually a rule of law for utility rate cases. 

Other decisions in which the Supreme Court clarified its position and affirmed the Knoxville 
doctrine include La. Railroad Comm. v. Cumberland Tel. & Tel. Co., 212 U.S. 414 (1909), 
The Minnesota Rate Cases, 230 U.S. 352, 457-458 OgiT,), Des Moines Gas Co. v. Des Moines, 
238 U.S. 153, 162 (1915), Smith V. Illinois Bell Tel. Co., 282 U.S. 113, 158 (1930). 

Pacific Gas &• E. Co. v. San Francisco, 265 U.S. 403, 406 (1924); McCardle v. Indian- 
apolis PFater Co., 272 U.S. 400, 416 (1926). 

Minnesota Rate Cases, 230 U.S. 352, 457-458 (1913). 

Galveston Elec. Co. v. Galveston. 258 U.S. 388, 395 (1922), Georgia Ry. & P. Co. v. 
Comm., 262 U.S. 625, 632 (1923), Bd. of Pub. Utility Commrs. v. N.Y. Tel. Co., 271 U.S. 
23, 31 (1926). 

Knoxville v. Knoxville Water Co., 212 U.S. i, 14 (1909). See also Galveston Elec. Co. v. 
Galveston, 258 U.S. 388, 395 (1922); Georgia Ry. & P. Co. v. Comm., 262 U.S. 625, 632 (1923)- 
211 Los Angeles G. & E. Corp. v. Comm., 289 U.S. 287, 310-311 (i 933 )- 
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tirements of serious proportions, it did not hold that the accrued depreciation 
thus experienced should not be deducted 

The converse of the deduction rule is the right of the utility to earn on all 
its property used and useful in serving the public, even though some of the 
property was acquired through the investment of excessive depreciation re- 
serves. Thus consumers may be adversely affected if the utility is permitted un- 
necessarily large allowances for depreciation. Just how serious the injury to 
consumers may be is revealed by the New Yor\ Telephone Company case.-^'^ 
While this opinion affirmed the right of the utility to property acquired through 
excessive charges for depreciation, the Court did not overrule its earlier de- 
cision that a utility is not entitled to demand a larger return by reason of the 
investment of funds received for depreciation."^^ 

What is the rationale and wisdom of the Supreme Court’s Knoxville rule 
that accrued depreciation must be deducted in the determination of the pres- 
ent fair value for testing the confiscatory character of utility rates? In a strict 
and literal sense, there can be no confiscation of property which is not in ex- 
istence. The courts are concerned only with preventing confiscation for the 
future; in reviewing the rate orders of commissions and legislatures, it is not 
their function to compensate utilities for any confiscation suffered in the past. 
It is the privilege and duty of the management to protest if charges are con- 
fiscatory, but if they have neglected to exercise that privilege in the past, they 
have no right to ask that the courts enjoin current rates which are not other- 
wise confiscatory. Another reason for the general requirement that deprecia- 
tion shall be deducted in arriving at the fair-value base exists, for uncler the 
judicial precedents all doubts as to the adequacy of the rates prescribed by 
legislative authority must be resolved in favor of the legislature or its agent, 
the commission. 

The Supreme Court has not committed itself to any one measure of ac- 
crued depreciation. Its pronouncements have been largely negative and have 
been occasioned by the necessity of rejecting an estimate or measure as improper 
under the circumstances of the particular case. 

It has been said by some that the Court has established as the measure in 
confiscation cases the observed depreciation revealed by inspection. But cer- 
tainly the casual statement of preference for the “testimony of competent val- 
uation engineers who examined the property” cannot be said to have estab- 
lished the legal priority of the inspection method of determining deprecia- 
tion.^^'’ The well-known tendency to confine inspection to a consideration of 
only the physical condition of the property, the delusive character of the find- 
ings with their varying assumptions, the inability to check and verify the vt- 

212 The Court apparently preferred that the rate base include an appropriate allowance for 
the value of the patent rights to the new process of producing gas, but it was willing to permit 
alternatives — the amortization of the undepreciated balance or some other feasible method. 
(265 U.S. 403, 416 [1924]-) 

2132710.8.23,30-32(1926). 

214 La. Railroad Comm. v. Cumberland Tel. & Tel. Co., 212 U.S. 414, 424-425 (loog). 
Quoted subsequently. 

^^^ McCardle v . Indianapolis Water Co., 272 U.S. 400, 416 (1926). 
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suits, and the fact that the courts have never gone so far as to specify what fac- 
tors should be considered or how the final estimates should be prepared, all 
are more than suggestive that the courts are not committed to this measure of 
depreciation. Certainly there is no reason to ignore actual depreciation even 
though it is not perceivable by the trained eye or imagination of the valuation 
engineer." 

What of the service-life or age-life measure of accrued depreciation ? To the 
extent that the Court has been unfriendly to the service-life measure of de- 
preciation,"^® the criticism has been directed at what may be called a faulty 
use of the measure. Direct and explicit acceptance of the principles of the 
service-life approach can be found in other decisions.-^-' From the judicial 
pronouncements, one may conclude that the measurement of accrued deprecia- 
tion, like that of other matters pertaining to fair value, must involve a con- 
sideration of all the pertinent evidence. Although generalized life tables pre- 
pared without reference to the particular utility are suspect, the service-life 
measure, when it embodies a careful analysis of the experience of the utility, 
constitutes a thoroughly acceptable and accurate method of estimating ac- 
crued depreciation. Certainly the courts will accept this measure when the 
utility and the regulatory authorities are agreed on the probable life of difier- 
ent categories of property. Further, where the utilities are accounting for de- 
preciation expense on a straight-line basis, it would seem that they have ac- 
cepted the service-life measure for accrued, as well as for current, depreciation. 

Why should the courts not accept the accumulated depreciation reserve as 
the measure of accrued depreciation? Though it has been observed that the 
reserve may not conform to the actual depreciation which the property has 
suffered, would not the cause of equity be served by placing the relations be- 
tween consumers and company, at least with respect to depreciation, on an 
accounting basis ? To this question the Supreme Court has returned a nega- 
tive answer, both when the reserve has been inadequate and when it has been 
excessive. In the Knoxville case, the company had failed to provide adequately 
for depreciation. In the New YorI{ Telephone Company case, the situation 
was reversed, for the company had accumulated reserves in excess of the ac- 
tual depreciation; nevertheless, the Court refused to sanction a rate reduction 
which would have left the company with insufficient current revenue to cover 
all current costs, including the costs of the depreciation currently accruing. Ac- 
cording to these principles, the company at its peril fails to accumulate a de- 

There are numerous lower court decisions which have arrived at a rate base with a 
recognition of only observed depreciation. 

And the closely related notion that accrued depreciation for fair-value purposes is con- 
fined to deferred maintenance has no legal support except for a few of the decisions of the 
inferior courts and a dubious “if any” from Mr. Justice Butler. [McCardle v . Indianapolis Water 
Co., 272 U.S. 400, 416 [1926].) 

The oft-cited Pacific Gas and Electric and the Indianapolis Water cases. 

The Knoxville Water Company, the Kansas City Southern, and the Minnesota Rate cases. 

220 It is of course possible that the company may have improperly depleted its reserve, or 
even that earnings may have been wrongfully diverted to other purposes. Where these or sim- 
ilar circumstances render it unfair to consumers to limit the estimate of accrued depreciation 
to the book reserve, would it not be appropriate to take the reserve requirement, that is, what 
the utility should have accumulated, as the quantum to be deducted to find the rate baseP 
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preciation reserve fully equivalent to the accrued depreciation sustained by i,ts 
plant. And the consuming public, at its peril, permits the utility to accumulate 
more than the exact amount required to offset such depreciation. 

Under certain circumstances, which will be presently discussed, the Knox- 
t/ille rule works a serious injustice to the investors and may threaten consum- 
ers with a deterioration in the quality of the service which their utility is able 
to render. But under all circumstances, the precedent of the Nera Yor\ Tele- 
phone Company case must work the gravest injustice to consumers. It en- 
courages the utility to pad its depreciation expense account in the hope of 
thereby building up unnecessary reserves to be subsequently transferred to 
surplus. Certainly the Supreme Court should recognize the inseparable con- 
nection between current depreciation and accrued depreciation, between the 
appropriations for depreciation expense and the sum found in the depreciation 
reserve, a presumptive measure of the accrued depreciation for rate-making 
purposes. Such an equitable touchstone seemed to be implicit in the Cumber- 
land Telephone Company case, where the Court stated clearly and explicitly 
that moneys collected for the expense of depreciation, if temporarily invested 
in additions and betterments, could not become the basis for higher rates and 
a larger return to the utility.-^^ The Knoxville and Cumberland Telephone 
cases are much more in line with the modern theories of regulation than Mr. 
Justice Butler’s pronouncements in the Nem YorI{ Telephone Company case. 
But in another New Yorl{ Telephone Company case in the district court, there 
was presented an attempted clarification and distinction, quite in conformity 
with the equities of the situation, to the effect that if depreciation exists for the 
purpose of charging operating expenses with its costs, it exists to the same ex- 
tent to measure the rate base on which consumers should pay a return.""" 

Accrued Depreciation and Reasonable Rates. It is not possible to lay down 
any precise rules with respect to the treatment of accrued depreciation by the 
commissions, for theirs is the function of reconciling the interests of consum • 
ers and investors, of weighing the past conduct of the company, and of esti- 
mating what future course is best calculated to conserve the interests of con- 
sumers, and of investors too. 

The argument for the deduction of accrued depreciation. To clarify the 
problem as it is presented to the commission, the presumed practice of utilities 
with respect to the accumulation and administration of their depreciation 
funds may be briefly summarized, (i) Under proper accounting practices, the 
company charges to depreciation expense currently a sum equal to the decline 
in the cost value of its depreciable assets during the accounting period, A part 

221 _ -That it was right to raise more money to pay for depreciation than was actually 

disbursed for the particular year there can be no doubt, for a reserve is necessary in any busi- 
ness of this kind, and so it might accumulate, but to raise more than money enough for the 
purpose and place the balance to the credit of capital upon which to pay dividendsAannot be 
proper treatment. ... We are not con.sidering a case where there are surplus earnings after 
providing for a depreciation fund, and the surplus is invested in e-vtensions and additions. We 
can deal with such a case when it arises.” (La. Railroad Comm. v. Cumberland Tel. & Tel. Co., 
212 U.S. 414, 424-425 [1909],) 

The decision in the New Tork. Telephone Company case appears a violation of the spirit, if 
not of the letter, of the earlier and more equitable pronouncement. 

322 |\^y y Prendergast, 36 F. (ad) 54, 66 (S.D.N.Y., 1929). 
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g£ this expense charge is currently utilized to cover the cost of replacements 
and the remainder is credited to the depreciation reserve. Under normal cir- 
cumstances, the balance in the depreciation reserve should equal, approxi- 
mately, the accrued depreciation present in the items of property in current 
use. (2) By creating a depreciation reserve, funds of equivalent amount are re- 
tained in the business. To the extent that these funds are not immediately re- 
quired for replacements, they are available to finance additions to the plant and 
equipment of the company, thus reducing or postponing the necessity of raising 
new capital through the flotation of additional securities. (3) If and when re- 
placements are required, beyond the amount of the funds currently available 
through the annual charges for depreciation, they will be financed indirectly 
through the sale of new securities. The new securities are sold for the pur- 
pose of “reimbursing the corporate treasury” for the capital additions previ- 
ously financed with depreciation funds. The proceeds from the security issue 
pay for the replacements, but the total capitalization is at no time in excess of 
the net investment in the assets of the utility, as it would be if no provision 
were made for depreciation and replacements were financed directly out of 
the proceeds of new security issues. (4) Under this plan, the failure to deduct 
for accrued depreciation in arriving at the rate base would be unfair to con- 
sumers. They have provided, in the payment of depreciation expense, the 
funds with which net capital additions have been financed, and if the original 
investment is included in the rate base at its undepreciated amount, they will 
pay a full return on the original investment, plus a return on the net capital 
additions acquired through the temporary investment of the depreciation re- 
serve, plus, in all probability, an allowance for the depreciation currently ac- 
cruing on those net capital additions. The only exception to this procedure 
would arise where the sinking-fund method is followed, in which event the 
earnings on the invested reserve do not accrue to the benefit of the investors 
but are segregated as an additional credit to the depreciation reserve, thereby 
making possible a corresponding reduction in the sums which consumers have 
to pay in the form of depreciation expense.'^^* 

The relations just described constitute the real argument for the deduction 
of accrued depreciation by the public utilities commissions. Other arguments 
are sometimes marshaled to this end, but they are of limited validity. Deduc- 
tion is sometimes demanded as a penalty for a company’s failure to provide an 
adec|uate reserve, and perhaps punitive considerations are cogent if the com- 
pany with sufficient earnings failed to provide for depreciation or having cre- 
ated the reserve, permitted it to be diverted to improper purposes; but, as will 
be shown shortly, the mere failure of the utility to provide a full depreciation 
reserve is not even prima facie evidence that the company has been derelict 
in its duty toward either consumers or investors. To argue that depreciation 
should be deducted because the depreciated property is less valuable would be 
pertinent only if the rate base were the commercial value of the property. Or, 
again, it is said that depreciation should be deducted because there has been 

For a fuller treatment of the matters here summarized reference may be had to the 
discussion of depreciation accounting, Chapters VIII, Sec. 5, and depreciation expense, Chapter 
XVIII, Sec. 4- 
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a withdrawal of a part of the original investment; to which the proper answer 
is usually that the assertion is contrary to the facts; however, if there had been 
a partial withdrawal of the investment — that is, if some of their capital had ac- 
tually been returned to investors — the argument would be relevant. To repeat, 
the real purpose of deducting accrued depreciation is to deal justly with con- 
sumers, who would otherwise be required to pay a continuing return on the 
payments they had previously made to operating expenses. 

The arguments against any deduction of accrued depreciation. The argu- 
ments that march to the opposite goal, that accrued depreciation should never 
be deducted in arriving at the rate base, are more numerous than convincing, 
and since most of them have been previously met and dismissed, they need 
only be listed, (i) The contention that the utility plant as a whole has an in- 
definite life, even if true, would not be significant. (2) That there is no lessen- 
ing in the quality of service which the old plant affords, assuming adequate 
maintenance, is perhaps true, but irrelevant. (3) That investment in utility 
property would be discouraged by the deduction of accrued depreciation is 
likely only if the company fails to make, or is prevented from making, ade- 
quate provision for depreciation out of its earnings. (4) The one ever-valid 
argument against the deduction of accrued depreciation is the provision for 
depreciation on a sinking-fund basis in conformance with commission-pre- 
scribed accounting practices. 

An equitable rule for accrued depreciation. An equitable rule for the treat- 
ment of accrued depreciation by the commissions does not lend itself to sim- 
ple and concise statement. Equitable treatment will reflect the circumstances 
of the particular case: the size of the reserve, the past history of the corpora- 
tion, the past policy of the commission, and the probable consequences of al- 
ternative treatments. These factors may be discussed with relation to eight 
situations. 

(1) The normal case. Where the utility has been able to make adequate 
provision for depreciation and the balance in the reserve is an approximate in- 
dex of the amount of accrued depreciation, the commission should deduct the 
amount of the reserve in arriving at its rate base. Deduction will permit the 
utility to earn a fair return on the full investment, but it will not permit charg- 
ing consumers a return on capital additions financed through payments made 
for depreciation expense. 

(2) Where the reserve is inadequate because the company’s earnings were 
insufficient. Insufficient earnings may result from the imposition of unduly 
low rates by the commission, or they may be due to the voluntary maintenance 
of rates which were inadequate to cover the full cost of the service. In the 
former situation, it would be quite unfair to penalize the company for the mis- 
take of the commission, even though the company might not have sought an 
injunction against the continuance of the noncompensatory rates. If the com- 
mission insists upon a deduction in such circumstances, there is every likeli- 
hood that the credit of the company may be impaired, that the cost of capital 
may be increased, and that the quality of service which the company is able 
to render will deteriorate; a failure of the commission to follow an equitable 
rule would redound to the ultimate injury of the consumers. Even if the com- 
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pany has voluntarily charged rates insufficient to cover the full cost of service, 
including the accruing depreciation, there has not necessarily been any failure 
in duty to the public such as w'ould justify the enforced and permanent im- 
pairment of the company’s investment.^ The management may have set low 
promotional rates in order to encourage the fuller utilization of the service, 
making possible a reduction in the unit costs of service — a policy ultimately 
benefiting consumers and investors alike. In any event, as between the com- 
pany and the consumers, the consumers have paid less than the full cost of 
their service; here an equitable rule does not require the deduction of accrued 
depreciation in excess of the reserve which the company has been able to ac- 
cumulate. 

(3) Where the depreciation reserve is inadequate to care for unexpected 
and unpredictable depreciation. It is probably true that the protection of in- 
vestors and consumers alike dictates that managements should be encouraged 
to anticipate, where possible, the accrual of functional depreciation.-^'’’’ How- 
ever, if the company has failed to anticipate the premature retirement of cer- 
tain units, there is nothing improper in permitting the amortization of the 
undepreciated balance out of the future earnings, if this is possible without in- 
creasing charges to consumers or continuing rates that are otherwise unfair 
to consumers. Usually the premature retirement of property is occasioned by 
changes that permit the utility to secure certain savings in costs, so that it will 
be possible to provide for amortization without increasing rates; in effect, con- 
sumers are burdened only to the extent that a possible reduction in rates is 
postponed. Sometimes, however, premature retirements result from chang- 
ing public requirements, such as the elimination of grade crossings or the plac- 
ing of overhead wires underground, and there are no corresponding savings 
out of which amortization payments can be financed. Where changes and im- 
provements not economically advantageous to the company are required, there 
are two fair ways of handling the costs: they may be amortized out of utility 
revenues even though an increase in rates is required, if the change is primarily 
for the benefit of consumers; or part or all of the costs may be paid from tax 
revenues, if the benefits accrue principally to the general public as distinct from 
consumers. Certainly where the utility has adhered to depreciation charges 
which have had the formal or implied approval of the commission, the com- 
pany should not thereafter be prejudiced if its reserve is inadequate to cover 
functional depreciation. 

(4) Where the reserve is inadeejuate because depreciation accounting has 
only recently been substituted for retirement accounting. In the past, many 
utilities have followed retirement accounting for depreciation, with the sanc- 
tion or at least without the disapproval of their commissions. Whether the 
utility is continuing with retirement accounting or has shifted to depreciation 

At most there might be some question of the propriety of shifting to future consumers 
the costs which, under correct accounting principles, should have been borne by past consumers. 

- 2 ® This proposition does not command the unanimous support of regulatory officials, and in 
a few instances, they, as well as the managements of utilities, have questioned the wisdom of 
attempting to charge in advance for the costs of obsolescence and inadequacy. To such effect is 
the strong statement of Chairman Balch, Michigan Public Utilities Commission, in Re Michigan 
Bell Telephone Co., lo P.U.R. (N.S,) 149, 177-178, 181-182 (1935). 
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accounting, as is now required in the more progressive jurisdictions, it should 
be recognized that the utility cannot properly be penalized by deducting any 
sum in excess of its depreciation reserve. 

(5) Where the reserve is inadequate although past earnings would have 
permitted the accumulation of a full reserve. If the utility has had past earn- 
ings sufficient to pay a fair return to investors and to accumulate a depreciation 
reserve, but has dissipated these earnings through the payment of extravagant 
dividends or otherwise, it must be recognized that the management is respon- 
sible for the improper financial policy, and the full amount of accrued depre- 
ciation should be deducted. In effect, the investors have received dividends 
which were a partial return of their capital and they must now admit the re- 
duction of their investment. This policy is certainly a practical one where the 
utility’s balance sheet shows an earned surplus, for an adequate depreciation 
reserve can be created by a charge against that surplus. But if the utility has 
no surplus — that is, if the capitalization is in excess of the rate base after de- 
duction for accrued depreciation — there is every likelihood that consumers 
will be injured. If no deduction is made, then consumers are required to 
pay more than a fair return to the company. If a deduction is made, consum- 
ers arc harmed to the extent that the poorer investment standing of the utility’s 
securities increases the cost of capital and the rate of return, or prevents the 
utility from raising such new capital as adequate service standards would re- 
quire. 

(6) Where the depreciation reserve is in excess of the actual depreciation. 
This is the most difficult situation in which to do justice to consumers if the 
utility insists on its apparent legal right to limit the deduction to the actual 
depreciation. The discussion of the judicial rules with respect to the deduction 
of accrued depreciation have revealed where the rule of equity would lead. 
The utility has claimed depreciation expense to the extent of building up an 
excessive reserve and has collected from consumers accordingly; it should not 
thereafter be permitted to impugn the accuracy of its own accounts. The effect 
of the deduction of the full reserve does not prevent the utility from receiv- 
ing a full return on its total investment; it simply prevents the utility from 
charging consumers to provide capital and then demanding a return on the 
consumer-provided capital.^-® There should be an indissoluble link between 
depreciation expense and the estimate of accrued depreciation. 

(7) Where there is offsetting appreciation. It is sometimes urged that no de- 
preciation should be deducted if there is offsetting appreciation. This argu- 
ment is usually advanced where, for one reason or another, the utility’s 
reserve is inadequate. There is nothing in the fact that there has been appre- 
ciation in the value of the utility’s assets that is pertinent to the treatment of 
accrued depreciation. 

(8) Where the reserve is accumulated on a sinking-fund basis. This is the 
simplest situation of all for companies and regulatory authorities. The com- 

2'-« Note that this is a different question from that of including in the inventory property 
which has been acquired through the reinvestment of earnings, even if those earnings were 
excessive, fn that situation, the utility has not misrepresented its costs and thereby secured higher 
charges. Cf. Sec. 2 , above. 
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missions are unanimous in recognizing that the principles of the sinking-fund 
method require that there shall be no deduction for accrued depreciation. The 
discussion of depredation accounting has revealed that the nondeduction of 
the sinking-fund reserve imposes no additional cost on consumers. 

7. WORKING CAPITAL 

Its Nature and Composition, Working capital consists of that capital, above 
the investment in fixed assets and intangibles, which is necessary for the eco- 
nomical and satisfactory conduct of the enterprise. Working capital, in the 
technical sense in which it is here employed, does not include the total liquid 
funds with which the business is conducted. It is not the property which the 
business has; that is, it is not the excess of current assets over current liabili- 
ties. Working capital, rather, is an allowance for the sum which the company 
needs to supply from its own funds for the purpose of enabling it to meet its 
current obligations as they arise and to operate economically and efficiently. 

Cash and materials and supplies are the principal components of working 
capital. Cash is required to bridge the gap between expenditures for the pro- 
duction of the service and the receipt of payment from consumers. It is re- 
quired for the payment of current bills, for wages and salaries and for inci- 
clental outlays. A rea.sonable bank balance is requisite for these purposes as 
well as to meet possible emergencies. 

Materials and supplies fall into two categories. There are the necessary sup- 
plies for the production of the service — fuel, lubricants, and the other raw ma- 
terials used in the manufacture of the utility’s product. Furthermore, the utility 
requires a stock of materials sufficient to enable it to make promptly such re- 
pairs as are essential to minimize interruptions to the service. 

In terms of the balance-sheet accounts of the utility, evidence of the com- 
pany’s working capital requirements can be found in such accounts as cash, 
receivables, materials and supplies, and prepayments for such items as rents, 
insurance, and taxes. 

The Sources of W orking Funds. The funds with which the utility carries on 
its operations are derived from four sources: from investors, either directly as 
proceeds from the sale of securities or indirectly from the reinvestment of cor- 
porate earnings; from credits extended to the utility in the normal course of 
business; from unapplied funds earmarked in depreciation and other reserves; 
and from bank borrowings. So far as rate regulation is concerned, an allowance 
need be made only for that working capital which is supplied by investors. 
There is always a certain amount of credit extended to the utility when it pur- 
chases materials and supplies; and. the utility has the advantage of such short- 
term credit with no cost to it, for the custom of the trade makes such transac- 
tion the equivalent of cash transactions. To the extent that consumers have paid 
in operating expenses for the accumulation of depreciation reserves, there are 
funds available for any lawful corporate purpose until required to finance re- 
tirements. Similar in all respects to such reserves are the customers’ deposits 
which are required by some utilities. The fourth source of working funds is 
bank credit. While a utility will not usually depend upon bank borrowings to 
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supply its working funds, there is no objection to resorting to bank loans t,D 
meet unusual cash requirements; indeed, in such circumstances, temporary 
bank borrowings may be distinctly more economical than continuously main- 
taining cash balances in excess of the normal requirements. 

WoiUviNG Capital as Part of the Rate Base. The legal status of working 
capital rests on accepted usage by commissions and courts rather than on 
formal precedents emanating from the Supreme Court. Indeed, in only two 
decisions of the Court is there a discussion of working capital.--’^ Despite this 
relative neglect by the highest court, a consideration of working capital comes 
into nearly every rate case, and in the large majority of instances an allowance 
is made therefore. It may be said that there is no dispute as to the propriety 
of including working capital in the rate base; the differences of opinion con- 
cern the appropriate amount of the allowance. 

The Determination of the Proper Allowance. The general principles 
controlling the amount of the allowance for working capital can be stated 
briefly. The purpose of the allowance is to compensate for the capital which 
investors have contributed to enable the company to operate efficiently and eco- 
nomically. No sums which have not been contributed by investors and no 
sums which are not essential to the economical operation of the business are 
entitled to inclusion. Finally, the allowance need not equal the maximum sum 
which the company might conceivably require to meet emergency conditions; 
it is both possible and proper for a utility to plan to meet extraordinary re- 
quirements through temporary borrowings. 

The appropriate allowance for working capital bears no uniform and stable 
relation to either the total investment of the utility or to its total operating 
expenses. The requisite amount will depend upon the advance payments that 
have to be made and the period for which they are customarily carried. This 
quantum can be determined only from an analysis of items comparable to the 
following : 

(1) The time required to produce and sell the service or product. An inde- 
pendent manufacturing gas utility would require a more ample working cap- 
ital than a local distributing company that purchased its gas requirements 
wholesale. 

(2) The nature of the utility, whether supplying a product or a service. 

(3) The relative importance of labor costs. Other things being equal, the 
smaller the labor force, the smaller the funds required to meet payrolls and 
salaries. 

(4) The rate of utility growth. A growing utility would require a larger 
allowance for materials and supplies, if it did not require a larger cash allow- 

227 In okw Utilities Co. V. Comm.. 267 U.S. 359, 363 (i 925 )> Mr. Justice Sutherland corn- 
inented on a reduction of the working capita! allowance from $4,198.42 (one-twelfth of annual 
opeiating expenses plus cost of coal for one month) to $2,882: '"The item for working capital 
was carefully worked out b.y the commission’s own engineers; there was no evidence to the 
contrary; and the reduction seems to have been equally capricious." In McCardle v. Indianapolis 
Water Co., 272 U.S. 400, 412 (1926), Mr. Justice Butler cited lower court gas cases in dis- 
cussing the appronriate allowance for a neater company. In most of the cases that have been 
carried to the Supreme Court, the allowance (or the absence of allowance) for working capital 
has been accepted without significant comment. 
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ance. A relatively large proportion of new units would be subject to minor re- 
pairs during the breaking-in stage.^-® 

(5) The billing practice of the utility, whether monthly or quarterly, 
whether prior or subsequent to the rendition of the service. In general, the 
shorter the interval between the rendition of the service and the payment there- 
for, the smaller need be the allowance for working capital. 

(6) The collection experience of the company. Obviously, where collections 
are prompt there is a corresponding saving in working capital requirements. 

(7) The custom of payment with respect to utility purchases. Many utilities 
receive short-term credit extensions on their purchases without thereby incur- 
ring any additional cost; in paying at the end of ten or thirty days, the com- 
pany purchases on what is, in effect, a cash basis. To the extent that such credit 
is available, the gap between payment for purchases and collections for serv- 
ice is reduced. 

(8) The conditions in the supply industries. The stocks which the utility 
must carry will depend upon the promptness with which its orders are filled 
and the availability of reliable and rapid transportation. 

In brief, working capital is a practical conception and should be concretely 
established from the company’s books in the light of the actual circumstances 
of its operations. 

Proof of the requisite working capital is usually submitted by the utility in 
the form of the balances appearing in certain accounts. The balances on valu- 
ation date are usually not accepted as a satisfactory showing of requirements, 
since those balances may reflect unusual conditions or may even constitute a 
bit of window dressing. It is customary to calculate working capital require- 
ments on the basis of the average conditions prevailing over several months 
or even years. 

The balance-sheet accounts which show a positive need for working capi- 
tal are cash and deposits, accounts receivable, materials and supplies, and pre- 
payments for rents, insurance, taxes, et cetera. 

(1) Cash and bank deposits are required to meet bills payable, the payrolls, 
and other expenses. But the total of cash and bank deposits cannot be accepted 
as essential. Some of the cash may represent funds derived from the sale of 
securities and held for construction purposes; or the deposits may be inflated 
because the company is accumulating funds for the payment of bond interest 
or dividends. Also the mere holding of unnecessary idle funds must not be 
permitted to increase the allowance for working capital. 

(2) Accounts receivable reflect the investment which the utility has made 
in supplying consumers with services for which payment has not yet been 
forthcoming. It is the receivables item which is most frequently accepted er- 
roneously at its full amount by regulatory bodies. The amount which the 
utility has advanced in supplying service to consumers is the cost of the serv- 
ice to the company, not the price at which it is billed to consumers.^^® 

228 The larger stocks that the utility would find necessary in order to provide promptly for 
new consumers would not be a part of its working capital, since the cost of carrying materials and 
supplies for capital additions is covered in the overhead allowance for interest during construction. 

229 Re Los Angeles G & E. Carp., P.U.R. 1931A, 132, 145 (Cal., 1930). 
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(3) The materials and supplies account must also be subjected to critical 
scrutiny before its balance can be accepted for inclusion in the working capital 
allowance. The inclusion of materials and supplies is justified because it is 
necessary for the company to carry a stock of repair parts so that undue inter- 
ruptions to service can be avoided. But the same materials that are required 
for minor replacements and repairs are also available for extensions, and inas- 
much as interest during construction is allowed on all fixed capital, there 
would be duplication if those materials which arc held in stock for capital 
extensions were included in working capital. The second constituent of ma- 
terials and supplies is the stocks of raw materials used in the production of the 
utility service, the most typical being coal or other fuel and lubricants. 

(4) The last group of balance-sheet accounts furnishing evidence of work- 
ing capital requirements consists of the prepayments— prepayments of rents, 
insurance, taxes, and like items. Such payments in advance increase the work- 
ing capital requirements. 

The utility is not entitled to an allowance for working capital equal to the 
adjusted balances of the four categories of accounts — cash and deposits, ac- 
counts receivable, materials and supplies, and prepayments— just described. 
The permissible allowance for working capital is only the net difference be- 
tween the aggregate of these accounts and the total credit which is extended 
to the utility in the form of current liabilities. This second group of accounts 
includes accounts payable, accrued wages and salaries, taxes accrued. Interest 
accrued, customers’ deposits, and reserves. 

(1) There is some difference of opinion as to whether accounts payable 
should be deducted from the positive working capital requirements. The 
principle is clear. If the utility is able to postpone payment for purchases until 
consumers have paid for the service which occasioned the purchases, the work- 
ing capital requirements of the company are correspondingly smaller. 

(2) If there are accrued wages and salaries, the utility has had the benefit of 
services contributed by its staff vyithout payment therefor. The revenues from 
these expenditures are reflected in the accounts rceivable and in the payments 
which consumers have made for services; in other words, on the assumption 
that the utility has paid them, the.se expenses have already swelled the positive 
indicia of working capital requirements, and if accrued wages and salaries 
were not deducted, the utility would be permitted to claim an allowance for 
expenses that have not fallen on it. 

(3 and 4) Taxes accrued and interest accrued are analogous to accrued wages 
and salaries. 

(5) Customers’ deposits are not required by all utilities of all customers. 
But where customers’ deposits have created a cash fund available for the 
benefit of the corporation, it would be manifestly improper not to recognize 
this fact in calculating the utility’s working capital. 

(6) Reserves are accumulated for a variety of purposes. To some extent, the 
reserves are created out of funds otherwise available for distribution to security 
holders, such as a reserve for the maintenance of a regular dividend policy; 
such reserves do not enter into the present calculation. Other reserves are 
provided out of charges against the operating expenses of the utility, such as 
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reserves for damages and insurance or the reserve for depreciation. As accu- 
mulation of these latter reserves makes funds temporarily available, the utility 
has a source of working assets without cost to its investors. 

It is quite misleading to attempt to indicate the magnitude of the allowances 
which commissions and courts have made for working capital. For the most 
part, the allowance is such a small increment of the total rate base that it is 
often passed over without critical consideration. In most of the rate cases, the 
allowance for working capital would probably fall between i and 5 per cent 
of the total investment. However, there is little significance in a statement of 
working capital as a function of the total investment. It is more enlightening 
to express the allowance as a function of the total operating expenses; and on 
this basis, the working capital allowances are commonly equivalent to i to 3 
months’ operating expenses. 

8. REPRODUCTION COST NEW AND REPRODUCTION COST 
LESS DEPRECIATION 

The final determination of the reproduction-cost estimates is merely a mat- 
ter of combining the allowances which have been heretofore discussed in de- 
tail. Reproduction cost new is the sum of the allowances made for (i) physical 
property other than land, (2) the present fair value of land, (3) the aggregate 
of the overheads, (4) the sum of the intangibles, and (5) the working capital 
requirements. The cost of reproduction less depreciation is the above sum less 
the deductions from gross value. These two estimates of reproduction cost are 
not themselves the rate base; they are two “elements of value” that are con- 
sidered by the courts and the commissions in arriving at their respective judg- 
ments of the proper rate bases for testing the confiscatory character of rates or 
for establishing a scale of reasonable charges. 



CHAPTER XIV 


THE PRESENT-VALUE SYNTHESIS: THE 
PRACTICES OF THE JUDICIARY AND 
THE COMMISSIONS 

I. THE SYNTHESIS 

The determination of the various elements or measures of value does not di- 
rectly indicate the rate base upon which the utility’s net earnings are calcu- 
lated.The determination of the final value requires a synthesis or interpreta- 
tion of all the evidences of value that have been presented. 

The evidences of value may vary greatly from one case to another. The 
principal evidence will normally consist of figures purporting to state the ac- 
tual cost of the property, its reproduction cost, and the amount of the accrued 
depreciation. Indeed, there may be several estimates with respect to each of 
these magnitudes, estimates varying widely in response to different findings 
with respect to the content of the used and useful property of the utility com- 
pany and with differing assumptions with respect to the calculation of unit 
prices, land values, overheads, and intangibles. Other evidences of value will 
include the capitalization of the corporation and the prices at which its out- 
standing securities have sold on the securities markets. 

The multiplication of evidence, especially on the basis of conflicting assump- 
tions as to the considerations which control the finding of value, is one of the 
by-products of the process of judicial review. Where there is any probability 
of an appeal to the courts, the company is under the necessity of introducing 
not only that evidence which is acceptable to the commission, judged by the 
past precedents of that body, but also all evidence that is considered significant 
either in securing a review by the courts or in influencing the courts’ judg- 
ment. The necessity for this multiplication of evidence arises from the fact 
that neither the legislatures, the commissions, nor the courts have explicitly 
defined the process By which the fair-value rate base is to be determined. 

2. THE PRACTICE OF THE FEDERAL JUDICIARY 

The practices of the courts will be considered only with reference to the fed- 
eral judiciary. The practices of the state courts exhibit variations which are 
significant only with respect to the problems of the particular state, and which 
are, in general, the result of peculiarities in the statute law rather than of di- 
vergent principles of regulation. 

The fundamental principles of rate regulation and valuation for the federal 
judiciary have been established in the decisions of the Supreme Court. Yet the 
Supreme Court has never made a valuation of a utility property nor established 
directly the rate which a utility should charge. Its function has been limited 
to ruling as to errors of law in the determinations of the lower courts and to 
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judging whether lower courts and commissions have made findings based 
upon a consideration of relevant evidence. Most of the Court’s conclusions 
are couched in such vague language as: “the value of its property actually used 
for the public, the total value fixed by the court below is, as we have seen, 
much too large,” ^ “we think the proof shows that for the purposes of the 
present case the valuation should be at least $25,000,000,” “ “the Company has 
failed to sustain its attack upon the rate base of $65,500,000,” ^ or “we are un- 
able to conclude that there was not adequate evidence to sustain a finding that 
the total property used and useful, after making deductions for the portions 
not of that sort, was worth not more than $750,000.” ^ 

The development, modifications, and present status of the fair-value rule 
have been elaborated with particular reference to the Supreme Court in Chap- 
ter XI, and what was said there need not be summarized here. A detailed 
analysis of the determination of original cost and reproduction cost, with a 
description of the calculation of depreciation, has been presented because these 
“evidences of value” have received primary emphasis in the proceedings be- 
fore both courts and commissions. In the process of preparing valuations, orig- 
inal cost has sometimes been indeterminate, and “historical cost” as an estimate 
of original cost has received attention in some cases; and in other cases, evi- 
dence of “prudent investment” has been introduced.^ Of the other “measures 
of value” only the capitalization, or the par value of the outstanding securities, 
has received passing attention, and then only where long-continued regulation 
of security issues has created a confidence in the validity of such evidence as 
a measure of the security holders’ contribution. 

Despite the concentration of attention on two lines of evidence as to the 
value of utility properties, the courts have developed no system of weighting 
that would permit precision in translating the evidences of value into a final 
single-sum value, the rate base. As Mr. Justice Hughes remarked in The Min- 
nesota Rate Cases, “The ascertainment of that value is not controlled by ar- 
tificial rules. It is not a matter of formulas, but there must be a reasonable 
judgment having its basis in a proper consideration of all relevant facts.” ® 
This attitude is basic to the present-fair-value principle. Thus the requirement 
that in ascertaining fair value the present as compared with the original cost 
of construction must be considered “does not mean that the original cost or 
the present cost or some figure arbitrarily chosen between these two is to be 
taken as the measure. The weight to be given to such cost figures and other 
items or classes of evidence is to be determined in the light of the facts of the 
case in hand.” 

It is the very essence of present value that it is a judgment valuation. The 
Court, in its emphasis on this fact, has retained for itself a freedom of decision 
that permits a consideration of each case on its individual merits and allows 

1 Willcox V. Consolidated Gas Co., 212 U.S. 19, 50 (1909). 

^Southwestern Bell Tel. Co. v. Comm., 262 U.S. 276, 288 (1923). 

3 Los Angeles G. & E. Corp. v. Comm., 289 U.S. 287, 319 (1933). 

4 U7tited Gas Pub. Sere. Co. v. Texas, 303 U.S. 123, 144 (1938). 

® The prudent-investment rate base is discussed at length in Chapter XVII. 

6230 U.S. 352, 434 (1913). 

McCardle V. Indianapolis Water Co., 2y2 U JS. 400, 410 {ig26). 
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ample scope for adjustment of its findings to the economic exigencies of the 
time. And the courts need carry their inquiries no further than necessary to 
discover whether the company has been fairly treated. However, such freedom 
of action creates a large element of uncertainty and undoubtedly is productive 
of more litigation than would prevail if the Court should announce and ad- 
here to a precise formula. Of course, the counterpart of the fluidity of the ju- 
dicial process is, or .should be, an invitation to freedom of action by the legis- 
latures and commissions. 

The Supreme Court has been more willing to make definite negative com- 
mitments with respect to present value than to subscribe to positive standards. 
Quite early in its review of rates established by state authority, the Supreme 
Court asserted that fair value was not necessarily equivalent to original cost. 
In these early cases, the rejection of original cost as a rate base certainly re- 
flected both the absence and the unreliability of corporate records as to the 
actual cost of their properties, and a distrust of the fairness of the costs actu- 
ally incurred. But even later, when original costs would have been more favor- 
able to the consuming public (and adequate to meet the interest and dividend 
requirements on the company’s outstanding securities), and when accounting 
records gave promise of greater reliability in actual-cost determinations, the 
Court continued to reject cost as a sole measure of the utility’s right to a re- 
turn. More recently the Supreme Court has been willing to uphold rates pre- 
scribed by commissions on the basis of historical cost.*^ 

Similarly, the Supreme Court has held that fair value is not necessarily 
equivalent to reproduction cost. The issue was presented to the Court directly 
in the Georgia Railway 6* Power Company case, where the utility contended 
that the rule for the valuation of physical property was “reproduction cost at 
the time of the inquiry, less depreciation.” The majority, speaking through 
Mr. Justice Brandeis dismissed the contention — “The refusal of the Commis- 
sion and of the lower court to hold that, for rate-making purposes, the physical 
properties of a utility must be valued at the replacement cost, less depreciation, 
was clearly correct.” ^ This fact requires stressing in view of a tendency to 
interpret the emphasis on present costs in McCardle v. Indianapolis Water 
Company as authority for the elevation of reproduction cost into a dominant 
standard,^ a tendency which has been particularly conspicuous in some de- 
cisions of certain lower federal courts.^^ 

In summary, it may be said that the Court seeks to base its conclusions on 
the present value of the property. In some cases, present value may approxi- 
mate the actual or historical cost of the property. In other cases, reproduction 
cost may appear to be a more accurate measure. Any valuation which ignores 
or departs widely from a standard of present prices is in danger of judicial dis- 

®Loj Angeles G. & E. Corp. v. Comm., 289 U.S. 287 (1933); Clark’s Ferry Bridge Co. v. 
Pub. Serv. Comm., 291 U.S. 227 (i934); Railroad Comm. v. Pacific Gas &■ Electric Co., ^02 U.S. 
388, 398 (1938). 

B 262 U.S. 625, 629, 630 (1923). 10 272 U.S. 400 (1926). 

Monroe G. L. &■ F. Co. v.Comm., 292 Fed. 139 (E.D. Mich., 1923); ii F. (2d) 319 (E.D. 
Mich., 1926); Springfield G. & E. Co. v. Comm., 10 F. (2d) 252 (W.D. Mo., 1925); Pacific Tel. 
& Tel. Co. V. Whitcomb, 12 F. (2d) 279 (W.D. Wash., 1926). 
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approval 3^ The present condition of the property will always be considered, 
the determination of accrued depreciation, like other determinations in the 
faii-'Value process, being a matter of judgment not circumscribed by definite 
rules. It is only infrequently that the Court goes beyond the evidence of orig- 
inal cost and reproduction cost to consider other elements of value, and when 
it does so, that evidence is likely to be the capitalization of the company; but 
the par value of outstanding securities is significant evidence only when such 
capitalization accurately measures the contribution which security holders 
have made to the enterprise. In some instances, the Court has rejected all the 
evidence of fair value as leading to conclusions “at war with realities.” 

With the development of more critical standards in the regulation of utility 
accounts and security issues, there is the likelihood that the cost measures of 
value will receive more favorable judicial consideration. Such changes in the 
procedure for testing confiscation would be quite in the fair-value tradition. 

3 . THE PRACTICES OF COMMISSIONS 

The Common R.\te-Case Procedure. The procedure which commissions 
adopt for the disposition of rate cases is determined by the statutory require- 
ments under which they operate, the interpretations which they place on rele- 
vant judicial precedents, and the adequacy and competence of their staffs. The 
prescription of the procedure which commissions shall follow is primarily 
the responsibility of the legislatures. But commonly the statutes are silent on the 
methods of rate regulation, confining their pronouncements to describing the 
procedural steps required by due proce.ss of law (adequate notice, full hearings, 
and orders supported by relevant evidence), and to defining the standard to 
be sought, as “reasonable and nondiscriminatory rates and charges.” The ju- 
dicial precedents, where they are not restricted to procedural questions, are 
primarily concerned with whether rates are confiscatory rather than with 
whether they are reasonable. In consequence, commissions are largely free to 
develop their own procedures for the determination of reasonable charges. 

Rate regulation, especially the valuation of extensive properties, is extremely 
costly. Hence, valuations have been an infrequent aspect of commission prac- 
tice in most states. Although the power to make valuations is presumably in- 
cidental to the power to establish reasonable rates, some thirty-seven states have 
made specific statutory provision with reference thereto.^^ In most states, how- 
ever, the statutory authorization is permissive, awaiting fulfillment on the pro- 
vision of adequate appropriations. In fact, only a few utility companies have 
ever had their properties valued; and most of the valuations that have been 
made have not thereafter been kept up to date. In a large proportion of in- 
stances, commissions have reached their conclusions as to the rate base on evi- 

Southwestern Belt Tel. Co. v. Comm.. 262 U.S., 276, 287-288 (1923); Bluefield W. W. & 
Imp. Co. V. W. Va., 262 U.S 679, 689' (1923). 

Lindheimer v. Illinois Bell Tel. Co.. 292 U.S. 151, 163-164 (1934). 

The states where .such authorization is not .specific include Connecticut, Delaware (no com- 
mission), Florida, Iowa, Loui.siana, Massachusetts, Minnesota, Mississippi, Nebraska, New Hamp- 
shire, New Mexico, and South Dakota. 
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dence presented by the company, on materials prepared by public officials oi: 
other chance representatives of the consumers, and on the findings developed 
in earlier proceedings. 

Standards for the Rate Base. The state commissions have divided into 
three groups with respect to rate-base standards. The large majority of com- 
missions have been overpersuaded into an acceptance of what they have be; 
lieved to be the valuation methods of the courts, A smaller group of states 
have at one time or another declared their adherence to prudent-investment 
principles, but all except California tended to fall away from that standard 
during the igio’s. While Massachusetts has proclaimed itself an exponent of 
the prudent-investment method, the commissions of that state during most of 
their years have followed a highly individual procedure growing out of that 
state’s long-continued regulation of security issues. 

The fair-value states. Most commissions have been unduly deferential to the 
precedents established by the federal courts in testing the confiscatory char- 
acter of rates. A subsequent critical analysis of the fair-value practice will re- 
veal that its methods are not well adapted to the problems and responsibilities 
of the commission, and that adherence to this procedure has deprived the 
public of that independent contribution to the solution of regulatory problems 
which the commissions could have supplied. 

In the interpretation of the evidence of value, as in its development, there 
have been wide variations in practice even before the same commission. The 
predominant element in the fixing of the final fair value has differed with the 
adequacy of the evidence, the bias of the commission, the expectations with 
respect to future economic developments, and the commission’s understand- 
ing of the current attitude of the judiciary. In his separate opinion in the 
Southwestern Bell Telephone Company case, Mr. Justice Brandeis presented 
a summary analysis of the predominant element in the determination of the 
rate base in 363 commission cases reported in the Public Utilities Reports from 
1920 to March i, 1923: 

“In 5 cases: Reproduction cost at unit prices prevailing at the date of the 
valuation. 

“In 28 cases: Reproduction cost at unit prices prevailing at some date, or the 
averages of some period, prior to the date of the valuation. 

“In 12 cases: Reproduction cost at unit prices prevailing at some date not 
specifically stated. 

“In 22 cases: Reproduction cost of an inventory of a prior date at prices 
prevailing at that date or prior thereto, plus subsequent additions at actual 
cost (so-called split inventory method). 

“In 3 cases: Reproduction cost on basis of future predicted prices (so-called 
trend prices, or new plateau method). 

“In 102 cases : A prior valuation by the commission plus the actual cost of 
subsequent additions. 

“In 85 cases : The actual original cost (including both initial cost and addi- 
tions) . 

“In 6 cases: Original cost arbitrarily appreciated. 

“In 27 cases: The historical cost or prudent investment. 
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. “In 28 cases: Book cost or investment. 

"“In 12 cases : Bond and stock capitalization. 

“In 36 cases: Determination and classification of method impossible.” 

In the absence of regulatory control over accounting and security issues, the 
early cases reveal a distrust of book cost and capitalization; the commissions 
were, therefore, driven to place chief reliance upon cost-of-reproduction figures. 
Rising prices after the turn of the century, and especially after the beginning 
of the first World War, brought insistent pressure from utilities for continued 
adherence to reproduction cost as the principal measure of their right to earn- 
ings. On the other hand, increasing reliability of book records, accompanying 
the extension of commission jurisdiction over accounts, combined with a re- 
luctance to undergo the delay and expense involved in reproduction-cost ap- 
praisals, and aided no doubt by a distrust of the exaggerated claims which the 
companies submitted in the name of reproduction cost, caused many commis- 
sions during the second decade of the century to place increasing emphasis on 
actual-cost figures. The preference for actual cost finally gave way before the 
judicial decisions of the 1920’s, which emphasized the new and higher pla- 
teau of prices and the appositeness of reproduction cost to measure present 
values. The downward movement of prices following the depression of the 
1930’s has removed some of the pressure for reproduction cost, and many of 
the state commissions have exhibited anew their preference for a cost standard. 

Even in the application of the fair-value method it is conceivable that com- 
missions might have developed fairly definite formulae and procedures for the 
translation of the evidences of value into the final rate base. This development, 
however, was prevented by the fear of judicial reversal. The Court’s standard 
of fair value was so vague that even those commissions that wished to sub- 
scribe to its principles were uncertain whether their determinations were not 
in some respect in conflict with the judicial precedents. As a consequence, 
commissions sought to conceal, rather than to clarify, the particular process 
by which their final rate base was determined, and exploited the notion that 
fair value was a judgment concept.^® A commission customarily concludes its 
discussion of the evidences of fair value with a generalization, or “blanket” 
statement, to the eflhct that, having considered all of the evidences of value 
and accorded to each its appropriate weight in the light of the particular cir- 
cumstances of the case, it is its judgment that the fair value of the utility’s 
property, used and useful in the public service, is (or is not) in excess of a 
specified sum, which is thereby adopted as the rate base. 

Some state commissions, in the early 1920’s, adopted a compromise device 
which has become known as the split-inventory method. The procedure in- 
volved taking prewar property at prewar costs (or perhaps, a valuation in an 
earlier rate case), plus property subsequently acquired at its actual cost, plus 
land at its present value. This was also substantially the base adopted by the 
Interstate Commerce Commission in the O'Fallon case. The split-inventory 
has been criticized by the Supreme Court in some cases and accepted in others. 

1^^262 U.S. 276, 301-302 (1923). 

This state of mind is perfectly illustrated in Re Chesapeake & P. Tel. Co., P.U.R. igtdC, 
925, 944-946 (Md., 1916). 
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The prudent-investment states. A subsequent chapter devoted to a con-' 
sideration of the alternatives to present fair value includes a discussion of the 
theory and practice of the prudent-investment method. For the present, it may 
be noted that although some eleven state commissions have at one time or an- 
other announced themselves as favoring prudent investment, only California 
has consistently adhered to this standard in its regulation of ratesd”^ 
Massachusetts. Massachusetts was one of the first states to develop public 
utility regulation. In contrast to other states, Massachusetts has always been 
active in the control of security issues, and this has resulted in the develop- 
ment of a distinctive program of rate regulation. While the methods of regu- 
lation applied in Massachusetts could probably not be adopted immediately 
by all states, a study of Massachusetts’ experience throws significant light on 
certain general principles of security and rate regulation. The analysis is in 
three stages: a consideration of the assertion that Massachusetts regulation is 
an exemplification of the prudent-investment principle, a description of the 
practice followed by the Massachusetts commissions in their regulation of 
utility earnings, and an appraisal of the economic validity of this program.^® 
(i) Is Massachusetts an exponent of prudent investment? The literature of 
regulation contains many references to Massachusetts as a prominent example 
of the successful application of the prudent-investment principle.’*' The state- 
ments, official and otherwise, of the Massachusetts commissions have fre- 
quently so described their regulatory practices: 

“This Commonwealth has been the pioneer in the regulation of public utili- 
ties. It has controlled the issue of securities and their price for decades and, as 
a consequence, has proceeded upon the theory that these securities thus issued 
constitute the proper base. Stated tersely, it is the money honestly and pru- 
dently invested and devoted to the public service that is entitled to earn a fair 
return.” However, such statements do not supply a completely satisfactory 
answer. 

The historical origins of the Massachusetts regulatory program are to be 
found in the long-established policy of controlling the amount and the issue 
price of all utility securities. But although the regulation of security issues of 
railroads and gas and electric utilities dates from the middle of the nineteenth 
century, it was not until the Middlesex and Boston decision in 1914, that the 
Massachusetts rule was formulated. At that time and subsequently there has 

Chapter XVII, Sec. 1. 

1® For a detailed .study of the Massachusetts program of regulation, see the author’s Public 
Utility Control in Massachmetts, and “The Challenge of the Massachusetts Commission,’’ 4 Public 
Utilities Fortnightly 540-551, 596-609 (Oct. 31 and Nov. 14, 1929). 

The separate opinion of Mr. fustice Brandeis in Southwestern Bell Tel. Co. v. Comm., 
262 U.S. 276, 301 et seq. (1923); concurring opinion of Commissioner Eastman in Excess Income 
0/ St. Louts & O'Fallon Ry Co., 124 I.C.C. 3, 49-59 (1927); Nash, The Economics of Public 
Utilities, p. 168; Whitten and Wilco.x, Valuation of Public Service Corporations, I, 306-322, 

2 *’ Re N. E. Tel. & Tel. Co.. P.U.R. 1925E, 739, 744 (1925). For other similar expressions, see 
Middlesex &■ Boston Rate Case. 2 Ann. Rep. Mass. P.S.C. 99, ui-112 (1914); Railroad Passenger 
Rate Case, 3 Ann. Rep. Mass. P.S.C. 3, 4 (1915); Bay State Rate Case. P.U.R. 1916F, 221, 234 
(Mass., 1916). See also Commissioner Goldberg, “The Massachusetts Proposals for Public Con- 
trol," Proceedings of the Academy of Political Science, May, 1930, p. 102. 
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been an attempt to give to the Massachusetts program an appearance of venera- 
bfeness which is belied by the history of its development.^’- 

It should be noted that the financial position of many Massachusetts utili- 
ties was in some respects quite unusual. There had been no appreciable stock- 
watering among Massachusetts utilities subsequent to 1870. The amount of 
capital stock was rigidly limited to the sum necessary to raise the capital re- 
quired to conduct the business. When market conditions permitted, securities 
were issued at a premium, thereby further restricting the par value of the is- 
sue."^ And finally, utility companies have been encouraged to provide for capi- 
tal expansion through reinvestment of their earnings.-'^ The combined result 
of these policies is that the investment in the fixed capital of the successful utili- 
ties is frequently much in excess of the capitalization of the corporation. In 
view of this situation, what has been the concrete meaning attached to “pru- 
dent investment”? 

The term “prudent investment” is ordinarily employed in one of two senses. 
It may be used as synonymous with the actual cost of the property to the util- 
ity, less any reserves that have been accumulated out of earnings. Or it may be 
defined in terms of the investment which security holders have made. In the 
latter sense, it includes not only the direct payments which security holders 
have made into the corporate treasury, that is, the par value of the securities 
plus any paid-in premiums,-^ but also the indirect contribution in the form 
of the reinvestment of earnings otherwise available for distribution to stock- 
holders. Both of these definitions have the support of usage and authority.^® 
Have the Massachusetts commissions accepted either of these definitions of 
“prudent investment”? 

Massachusetts commissions have not accepted the actual cost of the utility’s 
property as the “prudent investment.” They have not only consistently re- 
fused to permit the capitalization of reinvested surplus, but they have even 

In Re Lowell Gas Light Co.. 22 P.U.R. (N.S.) 138 (1937), at pages 15 1 and 152, the present 
Commission quoted from a 1933 decision: 

“Since 1804 (Star. 1804, chap. 125), when regulation of rates applicable to turnpikes was first 
undertaken, down to the present day, capital honestly and prudently invested in a public utility 
has uniformly been taken, both by the legislature and by Commissions, as a guide in determining 
the reasonable rates to be charged.” 

While there were certain early hints that public service companies were entitled to a return 
on their invested capitals (3 Ann. Rep. Mass. G. & E. L. C. 68-69 [1887] and, 36 Ann. Rep. Mass. 
R.C. 19 [1904], these were sporadic statements without significant influence upon the later 
development of the so-called Massachusetts “rule.” It was the Middlesex & Boston Rate Case that 
afforded the first considerable discussion of the basis upon which the fair return should be cal- 
culated. 

Ptddic Utility Control in Massachusetts, Chapter II. Ihid., 133-138. 

If the security has been sold at a discount, the investment is the price paid by the purchaser 
of the security. 

Mr. Justice Brandeis has stated that prudent investment is “in effect” the same as historical 
cost, which he defines as “the amount which normally should have been paid for all the property 
which is usefully devoted to the public service.” {Southwestern Bell Tel. Co. v. Comm., 262 U.S. 
276, 294, footnote 6 [1923].) In the New York bill, the most carefully formulated program for 
the application of the prudent-investment principle, prudent investment is defined in terms of die 
total investment in the property, not only the sums actually paid in by the investors for their 
securities, but also the reinvestment of any earnings that would have been available for distribu- 
tion as dividends. {Report of Commission on the Revision of the Public Service Commissions Law, 
New York Legislative document No. 75 [1930], pp. 415-417.) 
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held that consumers have an “interest” in the property created out of surplus „ 
and that no return need be provided thereon, although it has been said that 
the reinvestment of earnings justifies a higher rate of return than would other- 
wise be permitted.-' In the application of this policy no distinction has been 
made between the reinvestment of normal earnings that might justifiably be 
paid to stocldiolders as dividends and the reinvestment of excessive earnings,-® 

In several decisions the Massachusetts commissions have referred to the 
paid-in capital, the par value of outstanding securities plus the paid-in pre- 
miums, as the measure of the utility’s right to earnings. This seems to have 
been the preference of the present commission since its reconstitution in 1919.^® 

In other cases, these commissions seem to have forgotten that premiums rep- 
resent contributions by stockholders, and have referred to the aggregate par 
value of the outstanding securities as the measure of the prudent investment. 
This appears to have been the concept employed by the earlier Public Service 
Commission in the period when the Massachusetts “rule” was formulated. In 
the Middlesex & Boston case, the Commission indicated that this definition 
was predicated on the assumption of equivalence between the investment in, 
and the capitalization of, the utility.^^* The fact is, however, that the Massa- 
chusetts program of security regulation, combined with the encouragement of 
liberal reinvestment of earnings, has tended to prevent that coincidence of in- 
vestment and capitalization that would support this definition of “prudent 
investment,” 

As an aid to understanding the Massachusetts program of rate regulation, 
the discussion of the commissions’ concepts of prudent investment is largely 
academic, for the Massachusetts commissions have only rarely attempted a 

‘^'^'East Boston Petition, 9 Ann. Rep. Mass. G. & E. L. C. 9-11, (1893); Haverhill Petition, 16 
Ann. Rep. Mass. G. & E. L. C. 9, kj-ii (1900) ; Beverly Petition, 26 Ann. Rep. Mass. G. & E. L. C. 
15, 18 (igio); Re United Electric Light Co., P.U.R. 1917E, 868, 872 (1917); Bay State Rate Case, 
P.U.R. 1916F, 221 (1916); Re Worcester Elec. L. Co., P.U.R. 1927C, 705, 708 (1927). 

-'^Haverhill Gas L. Co.. 28 Ann. Rep. Mass. G. & E. L. C. 41, 58 (1912); Saugus v. Lynn 
Gas & E. Co., 2 P.U.R. (N.S.) 433, 437 (1934). 

28 See Federated Civic Clubs v. Springfield St. Ry. Co., P.U.R. 1925A, 127, 131-132 (1924). 

This attitude incurred the disapproval of the Supreme Judicial Court in the Fall River Gas 
JVor/(s case in 1913. This issue is discussed at length in Public Utility Control in Massachusetts, 
pp. 23, 133-138, 216. As there noted, there is reason to believe that the Massachusetts commissions 
have usually been sufficiently liberal so that companies have generally succeeded in earning a fair 
return on their entire investment from whatever source derived. 

20 Customers v. Worcester Elec. L. Co., P.U.R. 1927C, 705 (1927); Re Cambridge Elec. L. Co., 
P.U.R. 1928C, 24 (1928); Saugus V. Lynn Gas & E. Co., 2 P.U.R. (N.S.) 433 (1934); Marl- 
borough v. Marlborough Elec. Co., 4 P.U.R. (N.S.) 86 (1934); Gloucester v. Gloucester Elec. 
Co.. 4 P.U.R. (N.S.) 342 (1934). 

80 2 Ann. Rep. Mass. P.S.C. 99, iii (1914). 

81 The usual exception to the acceptance of outstanding securities as the measure of the 
investment is floating indebtedne.ss that has been issued without commission approval; the com- 
missions have properly reserved the right to pass upon such expenditures. In certain post- 
depression decisions, where the present commission has referred to the “value” of the property 
as being not less than the par value of the outstanding securities, neglecting considerable paid-in 
premiums, it is probable that the reference reflected the pressure of public opposition to proposed 
or existing rates. (Re Boston Consol. Gas Co., 12 P.U.R. [N.S.] 113, 127 [1936] ; Re Lowell Gas L. 
Co., 22 P.U.R. [N.S.] 139> 152 [1937]; Re Boston Consol. Gas Co.. 30 P.U.R. [N.S.] 260, 

271 [1939]-) 

In some of the recent cases the representatives of the public, municipalities and others, have 
presented reproduction cost and other estimates of “value.” These the commission has “considered” 
but there is no indication of what influence, if any, these studies had on the final result. 
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,definite finding of the “prudent investment” as a step in the establishment of 
utility rates. In the decisions of the present Massachusetts commission rates 
have not been prescribed on a strictly defined base, either the par value of 
outstanding securities or that sum plus the premiums paid in.'^“ In the latter 
respect, as in others previously noted, the Massachusetts procedure has not 
conformed to the generally accepted pattern of a prudent-investment pro- 
gram. 

(2) Its actual procedure in the regulation of rates. The procedure developed 
by the Massachusetts commissions for the regulation of rates is an outgrowth 
of the control over capitalizations and security issues. The establishment of 
utility rates requires the consideration of four magnitudes: operating expenses, 
taxes, depreciation expense, and a fair return upon the property or the in- 
vestment. With respect to the first three constituents, Massachusetts practice 
differs in no essential from that of other commissions. It is in the determina- 
tion of the fair return that Massachusetts is unique. 

In calculating the fair return, the Massachusetts commissions have not pro- 
ceeded to the preliminary determination of a rate base, either prudent invest- 
ment or otherwise. The fair return consists of bond interest, preferred divi- 
dends and common-stock dividends. If the securities have been issued under 
commission supervision and if the proceeds have been spent as approved, there 
is good reason to accept these securities at their par value, or at their issue 
price if they were issued above par, as evidence of investment. With respect 
to the bonds and preferred stocks, the contractual interest and dividend rates 

Public Utility Control in Massachtisctts, pp. 143-152. 

This conclusion in an earlier study by the author has been questioned in certain studies 
of regulation in Massachusetts, but an examination of the criticisms and a re-examination of the 
case record has only served to confirm this earlier judgment as to the character of the Massachusetts 
regulatory program. See Mason, The Street Railway in Massachusetts, pp. 148-160. 

And if a voice from within the commission is not inappropriate, the statement of Commissioner 
Henry G. Wells, in reply to some remarks in an address by Mr. William A. Prendergast of New 
York, may be quoted: 

“. . . Whatever may be the opinion of different individuals as to whether prudent investment 
is a proper rate basis or not, since the consolidation of the departments in Massachusetts in 1919 
the Commission has not considered prudent investment as the Massachusetts theory. I am not at 
all surprised that the general public throughout the country has felt that that was the Massachu- 
setts theory, that the Massachusetts theory on which rates were based was prudent investment. 
It grew up out of a decision before the consolidation a great many years ago in a street railway 
case where there had been a depreciation in the value of the property. The representatives of the 
public attempted to set up as a rate basis upon which the rates on that street railway should 
be figured, the reproduction cost theory, which was manifestly less than was indicated as prudent 
investment. 

“The Commission fixed the rates — the old Public Service Commission fixed the rates on prudent 
investment because they felt that the stockholders had honestly and prudently invested their money 
in the property, and the fact that the value of that property was less than that prudent investment 
was of no moment. That is the origin of the so-called ‘Massachusetts rule’ of prudent investment, 
and as you can see it arises from an entirely different conception than is usually held. In other 
words, the doctrine of prudent investment as the Massachusetts theory is quoted is opposed to 
reproduction cost theory where the reproduction cost is more than the prudent investment; 
whereas the only decision in Massachusetts was based on the fact that the prudent investment was 
more than the reproduction cost.” {Proceedings of the National Association of Railroad and Utili- 
ties Commissioners [1927], pp. 113-114.) 

The testimony of Chairman Atwill and Commissioner Goldberg before the New York Com- 
mission on the Revision of the Public Service Commissions Law led to a similar conclusion by 
Mr. William J. Donovan, counsel for the commission. (New York, Legislative Document [1930] 
No. 75, page 97; also. Hearings, pp. 1522-1671.) 
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have been accepted as indicative of the company’s revenue requirements there- 
for. 

The earnings requirements for the common stock have been complicated 
by the fact that Massachusetts utilities have long been required to issue and 
sell common stock at a premium when market conditions permitted. Another 
statutory provision stipulates that new capital stock shall be issued at not less 
than par, and compliance with this policy would require that the company be 
allowed sufficient earnings to permit the payment of such dividends as would 
suffice to maintain the market value of the utility’s capital stock at or above 
par. But if the utility is required by commission order to issue new shares at a 
premium, the issue price creates what is, in effect, a new equitable par, for if 
the commission has required the issuance of stock at a premium it cannot 
thereafter refuse to acknowledge the reasonableness of dividends sufficient 
to maintain the market price at that premium.'^'^ Under less favorable eco- 
nomic circumstances, the Commission has spoken of earnings sufficient to at- 
tract new capital at a price at least as high as the average book investment per 
share.’*'"' 

In summary, the Massachusetts plan involves a determination of the reve- 
nue requirements of the utility in terms of the operating expenses, taxes, de- 
preciation expense, and a fair return on the investment. The fair return on 
the investment consists of the contractual interest and dividends on any bonds 
and preferred stocks. The appropriate earnings for the common-stock invest- 
ment are estimated in terms of the dividends that have to be paid to keep the 
market price of the stock equal to the last price at which the Commission has 
required the stock to be sold to investors (or perhaps at the average price at 
which stock has been sold to security holders). The minimum dividends 
might perhaps be such as would suffice to maintain the market price of the 
stock at, or just above, par.*’® 

Here and there in the Massachusetts decisions are to be found occasional 
references to “value” and to “fair value.” These statements, however, should 
not be interpreted as involving an acceptance of the “fair value” method of 
rate regulation. For the most part these expressions are simply “consideration” 
of evidence of value presented by parties to the proceedings or an instance of 
“lip-service” to the “controlling federal doctrine.” 

(3) The economic validity of the Massachusetts program. What conclu- 

This is explicitly stated in Re Edison Electric Illuminating Company of Boston: 

“. . . we are confident that the present rates, modified only to the extent required by our order, 
will enable the company to pay dividends, after proper allowances for depreciation, which will 
maintain the market value of its stock at, at least, $215 a share, the highest price at which, act- 
ing under our statutes, we or our predecessors have required it to be offered to stockhold- 

The company had increased its dividend rate from $12 to $13.60 per share. The Commission 
ordered a rate reduction which it thought would permit the continuance of the $12 dividend. 
(P.U.R. 193QE, 200, 201 [1930].) 

Lawrence v. Lawrence Gas Sr E. Co., 15 P.U.R. (N.S.) 353, 356-357 (1936). 

Public Utility Control in Massachusetts, Chapter IV. 

Saugus v. Lynn Gas & E. Co., 2 P.U.R. (N.S.) 433 (1934); Re Boston Consol. Gas. Co., 
12 P.U.R. (N.S.) 113 (1936); 30 P.U.R. (N.S.) 260, 264 (1939). 

®®See particularly Customers v. Worcester Elec. L. Co., P.U.R. 1927C, 705, 713-715 (1927), 
and Re Cambridge Elec. L. Co., P.U.R. 1928C, 24 (Mass., 1928). 
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sions should be drawn as to the advantages and disadvantages of the Massa- 
chusetts program to investors and consumers? 

In recording the advantages of the Massachusetts program of control it 
must be noted that some of the benefits are attributable to the control of se- 
curities rather than to the particular scheme of rate regulation, (i) The Massa- 
chusetts commissions have possessed one great advantage in comparison with 
commissions following the valuation procedure in the speed with which they 
are enabled to dispose of rate cases. Where important rate cases in other juris- 
dictions sometimes drag their weary way through a year or more, the Massa- 
chusetts commissions habitually conclude their rate cases in a month or two. 
(2) The liberal attitude which the commissions have adopted with respect to 
earnings and depreciation provisions has encouraged utility managements to 
follow conservative financial policies. Capitalizations are generally low; a sub- 
stantial part of the capital requirements have been met through the reinvest- 
ment of earnings; and most of the utilities have been in a position to obtain 
new capital on favorable terms. (3) A third commendable feature is the re- 
lation of the fair return to the capital structure of the utility. Instead of per- 
mitting a blanket return, which often gives extravagant allowances to the 
common stockholders, the Massachusetts method measures the fair return by 
direct reference to the requirements of the company. 

Offsetting these advantages are certain disadvantages, (i) The most serious 
fault lies in the indefiniteness of the procedure; in the lack of a definite meas- 
ure of the rights of investors. In general, neither the amount of the requisite 
return nor the manner of its determination is stated with sufficient explicit- 
ness to permit consumers and others to judge whether existing rates are rea- 
sonable or more than reasonable. (2) A second objection centers in the sub- 
ordination of consumer interests to investor interests, which is implicit in 
testing the fair return by the dividends required to maintain the market price 
of the stock. (3) Finally, it may be noted that the effect of the law requiring 
the sale of new security issues at a premium may be prejudicial to consumers. 
The approval of an issue price above par creates in effect a new par for the 
purpose of the regulating of utility earnings. The commissions have hesi- 
tated to impose rate reductions which would enforce a lower dividend rate 
than is thought necessary to maintain the market price of the stock at the level 
which was fixed in a commission order approving an issue of securities.^® 

In conclusion, it must be said that the Massachusetts program exhibits cer- 
tain features which are superior to the procedures followed in other states. 
In other respects, the practices there developed seem to expose the consumer 
to unfair treatment. Certainly the Massachusetts program is not capable of 
being adopted in toto by other jurisdictions which lack its long history of con- 
trol over security issues and accounts. Nevertheless, Massachusetts practices 
are suggestive of reforms that would tend to make regulation more generally 
effective. 

The Valuations of the Interstate Commerce Commission. The valuation 
work of the Interstate Commerce Commission has been carried out under the 

Report of the Special Commission on Control and Conduct of Public Utilities, Mass. House 
doc. No. 1200 of 1930, p. 57. 
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Valuation Act of 1913, in the administration of the recapture clause of the 
Transportation Act of 1920, and in the regulation of the general level of rail- 
road rates.'^'* 

In its early reports under the Valuation Act of 1913, the Commission did not 
attempt to arrive at a single-sum final value figure."^ ^ The first final valuation 
was made in the Evansville & Indianapolis Railroad case in 1922.'^'^ The first 
discussion of the methods of arriving at the final-value figure is found in the 
San Pedro case in 1923,“*=^ but beyond the statement that no separate allowance 
would be made for appreciation or for going value, no explanation was forth- 
coming other than that the valuation was based “upon a careful consideration 
of all of the relevant facts that have come to our attention.” This failure to 
provide an explicit description of their procedure was criticized by a number 
of commissioners in separate opinions, and was excused by Chairman Meyer 
on the ground that if an analysis of the process by which the commissioners 
collectively arrived at a final-value figure were required no valuation report 
would ever be issued, for it was “arrived at by different processes by the differ- 
ent members constituting the majority.” 

Is there any consistent relation between the evidences of value and the final- 
value figures which the Commission has reported? It has been suggested that 
a consistent pattern can be read into these valuation decisions. Thus it has 
been found tLit the final valuation for most of the roads approximates the cost 
of reproduction less depreciation, plus the present value of carrier lands, plus 
5 per cent, this total being carried to the next higher or lower round figure, 
plus an allowance for working capital.^® Though some exceptions to this so- 
called “five per cent rule” are found, they are not numerous. In some instances, 
the departures from the “rule” are apparently dictated by expediency, such as 
a desire to report a valuation equal to certain underlying security issues. 

The Valuation Act of 1913 provided that the Commission should, “in like 
manner” keep itself informed of changes in the condition and value of the 
property of the carriers,^'’' and the Commission in its earlier reports stated its 
intention to bring the valuations up to a current date. However, fuller experi- 
ence developed many misgivings as to the practicability of bringing the valua- 
tions up to date “in like manner.” The valuation technique was said to be 
cumbersome, reappraisals of lands would be required, and the preparation of 
new reproduction-cost estimates would be time-consuming; in short, the Com- 
mission reported to Congress that adherence to such procedure would result 
in the valuations always being greatly in arrears and consequently of little 
practical use. For many years, however, Congress remained indifferent to re- 
quests for a change in the statutory provisions with respect to the revision of 
the original valuations, which were as of an average date of 1916. 

Valuations for the latter purposes have been of limited significance, both because general rate 
level cases are infrequent and because competition between railroads and other transportation in- 
struments has not made it possible to establish railroad rates to yield a fair return on the fair value 
of the property. 

Texas Midland R., 75 I.C.C. i, 5-7 (1918); Kansas City So. Ry. Co., 75 I.C.C. 223, 229 

(1919)- 

42 75 I.C.C. 443 - San Pedro, Los Angeles & Salt Lake R. Co., 75 LC.C., 463. 

44 513. Ibid., ^^2. 

4 ® Vanderblue and Burgess, Railroads, pp. 347-350. 


47 Sec. 19a. 
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' The administration of the recapture clause of the Transportation Act of 
1920 afforded the occasion for the Commission to formulate its own method 
of revising the original valuations. The method and its implications were 
fully discussed in Excess Income of St. Louis & O’Fallon Railway Company. 
The carrier presented the book record of its investment and an estimate of 
value — the reproduction cost of its property other than land, plus the value of 
carrier lands as shown in the original valuation, plus working capital. The 
carrier’s claims as to value were rejected and the majority arrived at its own 
valuations by a process which Commissioner Hall described as follows: 

“In order to determine the value of the O’Falloii property devoted to car- 
rier service during the recapture periods ... we start with a valution or in- 
ventory date of June 30, 1919. The units in existence on that date are known. 
As to the man-made units we estimate the cost of reproducing them in their 
condition on that date and in so doing apply to the units installed prior to 
June 30, 1914, the unit prices of 1914, representing a fairly consistent price 
level for the preceding 5 or 10 years. To like units, installed after June 30, 
1914, and prior to June 30, 1919, we apply the same prices, but add a sum rep- 
resenting price increases on those units during that period. For the third 
period, from June 30, 1919, down to each recapture date, we abandon estimate 
and turn to recorded net cost of additions less retirements. On this com- 
posite, made up of estimated value for two periods and ascertained net cost 
for the third period, the majority base a conclusion as to value at recapture date 
of the man-made items. Land goes in at its current value as measured by 
that of neighboring lands.” 

On appeal to the Supreme Court, the Commission was overruled on the 
ground that the rate base did not conform to the statutory standard estab- 
lished by Congress, namely, that “due consideration” be given “to all the ele- 
ments of value recognized by the law of the land for rate-making purposes.” 
In the majority’s opinion, the Commission had failed to give “due consider- 
ation” to reproduction cost as one of the “elements of value recognized by the 
law of the land.” "" 

Following its setback in the O’Fallon case, the Commission recommended 
to Congress the enactment of a statutory rule for the determination of the 
rate-making value of carrier properties. Its proposals were crystallized in a bill 
which had as its primary purpose the revision of the rule of rate making con- 
tained in Section 15a, of the Transportation Act of 1920. The formula proposed 
would have delined the rate base as follow^s : 

48 i24,i.c.c. 3-74 (1927). 

4^ Ibid., 60. The opinions of Commissioners Meyer and Eastman presented a carefully reasoned 
argument supporting the majority’s valuation practice as conforming to the legal requirements 
governing valuation and recapture and as meeting the economic standards of sound rate regu- 
lation. Indeed, these opinions went beyond the necessities of the case in elaborating the reasons 
for believing that a reproduction-cost base would be disastrous for carriers and the shipping pub- 
lic, and in stating that unless full weight be given current reproduction cost, there was no way, 
other than that implicit in the method adopted by the Commission, whereby weight could be 
given to current reproduction cost without relying upon mere caprice. 

St. Louis &■ O'Fallon Ry. Co. v. II.S., 279 U.S. 461, 484 (1929). Mr. Justice McReynolds 
delivered the majority opinion, with Mr. Chief Justice Taft and Justices Van Devanter, Sutherland, 
and Sandford concurring. Justices Brandeis, Stone, and Holmes, in dissent, vigorously upheld the 
Commission. Mr. Justice Butler did not participate in the decision. 
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The cost of reproduction new of properties, other than land, owned by the 
carrier on the original valuation date. 

Plus, the value of carrier lands as reported in the Commission’s original val- 
uation, 

Plus (or minus) the net increase (or decrease) on account of changes in the 
properties, as properly recorded in the investment account, 

Less, the depreciation reserve.^^ 

As the law was finally amended in 1933, the formula for the determination 
of the rate base was omitted, but there were significant changes in the instruc- 
tions concerning the revision of the original valuations. The Commission is 
simply instructed to keep itself informed as to any changes in the property of 
the carriers, and of the cost of all additions and of ail changes in their invest- 
ment; and permissive authorization is given to keep informed of current 
changes in the costs and values of railroad properties in order that it may be 
prepared at all times to revise and correct its valuations.*'^ In compliance with 
this provision, the Commission maintains continuous inventories and records 
which enable its Bureau of Valuation, “on short notice, to produce the stand- 
ard elements of value, including original cost, reproduction cost new, repro- 
duction cost less depreciation, land values, working capital, and corporate and 
financial information of individual carriers or of systems of railroads, and for 
designated rate districts or other groupings.” The repeal of the recapture 
clause and the change in the rule of rate making have removed the congres- 
sional mandate to determine the value of the carriers after “clue consideration 
to all the elements of value recognized by the law of the land.” The new 
rule of rate making contains no reference to the value of the carriers’ proper- 
ties."® It would seem, therefore, that the Commission is free to adopt its own 
method of determining the rate base, or fair value, for carrier properties, within 
the limits set by the Supreme Court’s interpretation of the requirements of due 
process. 

4. IN CONCLUSION 

The final stage in the determination of the present-value rate base, the 
synthesis of the various elements or evidences of value, might be expected to 
reveal the courts and the commissions developing different rules and pro- 
cedures for the determination of the standard for testing whether rates are 

SI For a discussion of the matter at length, see the letter of the Commission to the Chairman of 
the Senate Committee on Interstate Commerce, January 21, 1931. (55 Ann. Rep. l.C.C. 347-364 

11931 j.) 

“-Inter-state Commerce Act, Sec. 19a (f). Act of June 16, 1933, C. 91, Title II, Secs. 207-208, 
48 Stat, 221. 

50th Ann. Rep. l.C.C. 103 (1936). 

See. 15a (4) stricken from the act by Act of June 16, 1933, C. 91, Title II, Sec. 201, 48 Stat. 

220. 

Sec. 15a (2). 

“In the exercise of its power to prescribe just and reasonable rates the commi.ssion shall give 
due consideration, among other factors, to the effect of rates on the movement of traffic; to 
the need, in the public interest, of adequate and efficient railway transportation service at the 
lowest cost consistent with the furnishing of such service; and to the need of revenues sufficient 
to enable the carriers, under honest, economical, and efficient management, to provide such 
service.” (Sec. 205.) 
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.confiscatory or reasonable, respectively. Yet a study of the work of the courts 
and the commissions shows each body following much the same procedure 
despite the diflferent character of the tasks which they confront. 

The fair-value rule was developed by the courts in reviewing the consti- 
tutionality of the rates prescribed by legislative or commission authority. It 
has been the stated policy of the judiciary to place a heavy burden of proof on 
any party that would contest the validity of the action of another co-ordinate 
branch of the government and to resolve all doubts in favor of the constitution- 
ality of the governmental action challenged. It is not, therefore, altogether 
inappropriate that the courts should refuse to be committed to precisely and 
previously defined formulas. Insistence that the determination of fair value is 
a matter calling for the exercise of judgment in the light of all the relevant 
evidence has permitted the courts to conduct such investigations and reach 
such conclusions as were just and fair in the circumstances of each individual 
case. 

The public service commissions, with one or two notable exceptions, have 
followed the example of the judiciary in holding that the determination of 
the rate base calls for the exercise of judgment and a consideration of all the 
circumstances of the case. But unfortunately, the task of the commissions in 
the establishment of reasonable rates cannot be satisfactorily performed with 
such an ill-defined and vague rate base. Neither the courts nor the legislatures 
have afforded significant assistance in the development of an effective admin- 
istrative procedure, and the commissions have been regrettably timid in de- 
parting from their conception of the Smyth v. Ames rule. Yet reasonably clear 
guiding principles, and perhaps even general formulas, are essential to the 
efficient functioning of the commissions, both to enable the commission to 
confine the presentation of the evidence to matters wdiich are precisely rele- 
vant, and to permit a rational weighing of evidence that differs in its relative 
importance where it is not definitely conflicting.^'® The commissions have not 
shown that independence and initiative in contributing to the solution of the 
problems of rate control which the public might expect from a body of expert 
public servants trained by experience in their highly specialized and important 
tasks of regulation, 

A “judgment” as to the fair-value base must be “arbitrary” when there is nothing in the 
nature of the evidence, in the absence of a definitely accepted formula, which would lead reason- 
able men to reach the same conclusion from a consideration of the same evidence. 


CHAPTER XV 

THE RATE OF RETURN 

I. THE SIGNIFICANCE OF THE RATE OF RETURN 

A Definition. The “rate of return” is that percentage of the “rate base” 
which the utility is entitled to earn for interest, dividend payments, and re- 
lated ret|uirements. The product of the rate base and the rate of return is the 
“return” or the “fair return,” which is the residual amount remaining after 
operating expenses, taxes, and depreciation expenses have been deducted from 
gross earnings. 

Its Function. In rate regulation, the rate of return is co-equal with the rate 
base in determining the fair return to which the utility is entitled. From the 
point of view of the regulatory authorities and the consumer, the fair return 
performs the function of paying a current cost of the service. It also performs 
another, and perhaps a more important, function — that of determining the 
conditions on which the utility will be able to secure such additional capital as 
is needed. 

Its Importance.^ The proper determination of the rate of return is of pri- 
mary importance. It is critical not only in affording equitable treatment to 
present investors, not only in making possible the most economical rendition 
of the service in the long run by keeping capital costs at a minimum, but also 
in protecting consumers’ interest in a fair price for the present service. The 
quantitative importance of the rate of return is often overlooked. If it be as- 
sumed that 6 per cent is the fair rate of return, the allowance of an additional 
I per cent is the equivalent of a i6% per cent increase in the rate base. Refine- 
ments in the valuation of the property and the determination of the rate base 
are meaningless unless equal precision is exercised in finding the fair rate of 
return.^ 

^ Despite its importance, the rate ot return has been relatively neglected both in the case 
literature and in the economic and legal writings on the regulation, of public utilities. Most com- 
mission and court decisions have disposed of the rate of return with a brief paragraph or two; 
most general texts, like the present one, accord it only a chapter. There is the admirable mono- 
graph by N. L. Smith, The Fair Rale of Return in Public Utility Regulation. Recently the Federal 
Communications Commission has published two excellent short studies by its Telephone Rate 
and Research Department prep,ired under the direction of Carl I. Wheat; Factors Underlying the 
"Rate of Return" in Public Utility Regulation, as Disclosed tn Court and Commission Decisions 
(June I, 1938), and The Problem of the "Rate of Return" in Public Utility Regulation with 
Special Reference to the Long Lines Department of the American Telephone and Telegraph Com- 
pany (June 15, 1938). 

- The quantitative importance of the rate of return may be expressed in pecuniary terms. 
For the year 1938, the total assets of the electric utilities amounted to $17,220,617,262, and thc 
total utility operating revenues to $2,548,532,153, the ratio of book value of assets to income 
being 6.7 to i. Operating expenses, depreciation, and taxes aggregated $1,802,214,039 or 70.7 
per cent, leaving 29.3 per cent of gross revenues, or $746,318,114, as the net operating revenues 
or the fair return. (Federal Power Commission, Statistics of Electric Utilities in the United States, 
1938, PP- X and xi.) The composite rate of return would therefore be 4.3+ per cent. An allow- 
ance of a 5 per cent rate of return on the book value of total assets would have raised the fair 
return to $861,030,863, an increase of $114,712,149 or more than 15 per cent; the increase in 
charges to consumers would approximate 4.5 per cent. 
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. Economic Composition of the Rate of Return. The explicit content. The 
income of the utility remaining after the payment of operating expenses, de- 
preciation, and taxes, constitutes a fund out of which payments are made to 
those who have supplied the capital of the corporation. Interest payments are 
made to the holders of bonds and debentures and to the banks or others who 
may have extended short-terms loans. The dividend payments to both pre- 
ferred and common stockholders constitute a similar payment for capital 
presumably supplied to the corporation. But these payments do not cover the 
entire cost of capital. There are also the discounts that may have been incurred 
in the issue of either bonds or stocks, and that must be amortized. And 
finally, there are the costs of marl{eting the utility’s securities: the under- 
writing fees, the selling commissions, the costs of the certificates, the legal costs 
of preparing mortgage indentures, the fees payable to trustees and transfer 
agents, the costs of registering securities with governmental agencies, the ex- 
penses of listing the securities on the exchanges and any tax payments inciden- 
tal to the issuance of securities. Explicitly, then, the fair return is the source 
from which interest, dividends, discount, and marketing and analogous costs 
of issuing securities, are paid. 

The implicit content. What is the composition of the rate of return from 
the point of view of the economist.? As the economist sees it, the rate of re- 
turn consists of payments for three kinds of service : payments for the supply 
of capital funds, for the assumption of risks, and for the rendition of personal 
services. The basic element in the rate of return is the interest payment for the 
supply of capital funds. This is not to be identified with the explicit contractual 
interest payments which the corporation makes to bondholders and banks. 
Rather, it is a sum implicit in the payments to all who have supplied capital, to 
stockholders as well as to holders of bonds and notes. It cliEers from the ex- 
plicit interest payments also in that it is the ris\-free payment for the use of 
capital funds. The rates of interest of the capital markets are all more or less 
composite rates, including a payment for risk as well as for the use of the 
capital. The pure interest rate, the risk-free rate, must therefore be imputed 
from such evidence as the market affords. It is generally assumed that the 
theoretical pure interest rate is approached, if not sometimes equaled, by the 
market yields on the best governmental and corporate bonds.^ 

The second element in the economic analysis of the rate of return is the 
payment for the assumption of ris\s. This is a payment that must be made 
because the interest and dividend requirements may not be earned and paid, 
and because even the principal of the investment may be lost or suffer diminu- 
tion. In the prices at which securities sell on the securities markets and in the 
yields resulting therefrom, the payment for risk is merged with the payment 
of interest. Indeed, the differences in market interest rates are largely to be 
explained in terms of differences in the risks attending various employments 
of money. The risks of the enterprise are not distributed uniformly among all 

^ It should be said that the extremely low rates at which governmental notes have been sold 
in depression years does not indicate that the pure interest rate on long-term loans was equally low. 
The differences between the yields on long-term government bonds and short-term Treasury 
notes indicates that investors were unwilling to make long-term commitments for such low in- 
terest rates. 
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who supply capital to the undertaking. The largest risks are borne by the 
common stockholders whose right to income is contingent upon prior pay- 
ments to bondholders and preferred stockholders and whose capital contribu- 
tion constitutes a cushion protecting the senior securities from an impairment 
of their investment. The dividend and interest payments that must be offered 
to induce investment in the various categories of utility securities are propor- 
tional to the risk involved. 

The final element of the return consists of various payments for services 
associated with the raising of capital and marketing of securities. 

It is sometimes argued that the rate of return should contain an element of 
reward for management. In the modern corporation, however, there is seldom 
any provision for translating a higher rate of profit into a payment to the man- 
agement, and even when this is effected through a “bonus arrangement,” there 
is seldom a functional relation between the “reward” and management’s “re- 
sponsibility” for the additional income. No useful purpose is served by regard- 
ing “reward to management” as a part of the rate of return.’^ 

The utility corporation raises its capital funds in a competitive market. This 
is a fact that must never be forgotten in the discussion of the rate of return. 
Investors weigh the relative attractiveness of investment in the utility with the 
gains anticipated from all other investment opportunities. The utility must 
offer inducements, in security and earnings, equivalent to those elsewhere 
available. 

Difficulties Concerning the Rate of Return. Judicial and regulatory 
aims. Important as is the rate of return in utility regulation, there are many 
unresolved difficulties associated with its definition and determination. As 
with other pha.ses of rate regulation, confusion exists as to the appropriate 
functions of the review authorities and the commissions; indeed, nowhere 
has this confusion been more destructive of clarity in the description and 
solution of regulatory problems. Except when the question is raised as to 
whether the commission has acted within its statutory powers, the courts are 
theoretically concerned with the determination of whether prescribed rates 
are confiscatory; yet their pronouncements are generally more pertinent to 
the reasonable, than to the confiscatory, rate of return. And conversely, the 
commissions often seem to seek a nonconfiscatory rate of return, one that 
will escape the condemnation of the courts, rather than the establishment of 
that reasonable rate of return which is their proper concern. 

The economic or the legal rate of return. A second serious source of confu- 
sion concerns the objective of the rate of return. Is it the purpose of regulation 
to prescribe that economic rate of return which the utility requires to meet its 
obligations to existing security holders and to attract additional capital? Or is 
the goal to prescribe the legal rate of return which the utility deserves, that is, 
the rate which accords with its rights? The historical development of regula- 
tion has given emphasis to the second point of view. Regulation began with a 
determination to be objective in dealing with the revenue requirements of the 

4 The significance of “competence and efficiency in management” and the measurement of 
managerial efficiency are discussed in subsequent sections of this chapter. A suggestion for stim- 
ulating and encouraging managerial efficiency is set forth in Chapter XVII. 
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ptility, uninfluenced by the excesses of utility finance, with a determination to 
let. the corporation go through failure and reorganization if it were unable to 
survive with the return which would be adequate for a competently and hon- 
estly managed utility. The development of the valuation technique for the 
determination of the rate base is part of this policy. 

Yet the fact is that the determination of the rate of return cannot ignore the 
needs of the utility. If it does not directly recognize the utility’s needs as meas- 
ured in terms of its capital structure and the financial requirements thereon, 
the regulatory body must do so indirectly in considering the ease or difficulty 
with which new capital funds can he drawn into the enterprise. To ignore the 
capitalization of the corporation and establish a rate of return upon the “fair 
value of the property” may permit earnings that are excessive in relation to the 
interest and dividends which need to be paid, or it may deprive the corporation 
of the means of meeting its interest charges. To prescribe a single rate of re- 
turn without regard to the composition of the capital structure may permit a 
return of 8 per cent on the capital stock of one corporation that has only com- 
mon stock outstanding, and a return of 15 per cent on the common stock of 
another corporation that has been financed partly with bonds and preferred 
stocks. The establishment of the rate of return cannot and should not ignore 
the relation of the rate base to the capitalization of the corporation, nor the 
composition of that capitalization. 

In reaching the conclusion that the objective of regulation should be to pro- 
vide that rate of return which is adjusted to the needs of the utility rather than 
to some concept of its deserts, it is not to be thought that the utility’s financial 
requirements, as defined by the outstanding securities, should always be ac- 
cepted. Regulation may not subordinate the interests of consumers to the 
interests of investors, any more than it may ignore the legitimate interests of 
investors in the zeal for protecting consumers. The capital costs of the utility 
are as appropriate an object for the critical scrutiny of the regulatory commis- 
sion as any other expenditures which the utility management may claim as a 
part of its cost of service. But if the utility’s needs for revenue, as measured by 
the payments on its outstanding securities, cannot be accepted as the standard 
for the establishment of the fair rate of return, it should be frankly recognized 
that this policy may mean receivership and reorganization. 

An acceptance of the needs of the utility as the standard for the prescription 
of the rate of return, may be expected to encourage the adoption of that long- 
term policy which will tend to the reduction of costs of capital to the lowest 
level consistent with satisfactory service. The commission may be expected to 
ask why the utility’s “needs” are precisely what they are and whether it would 
not be possible to reduce those “needs” by changes in financial policies — for 
example, the accumulation of more adequate depreciation reserves, the estab- 
lishment of an earnings-equalization reserve, or through a reconstruction of 
its capitalization. 

Other difficulties. Other difficulties are associated with the procedure fol- 
lowed by the regulatory authorities and with certain complexities inherent in 
the organization of the utility industry. First, the procedure for dealing with 
the rate of return has not been standardized with reference to the facts which 
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the commission should consider. Secondly, the determination of the rate of 
return follows largely subjective methods, with no assembling of objective 
factual data as a basis for an “informed judgment.” And finally, the service 
subject to regulation is often only a part of the corporation’s operations: the 
regulation may be concerned with only one type of service, such as the supply 
of electric energy to residences, or it may be concerned with only one of many 
geographical areas in which the company operates. 

2. CONCEPTS OF THE RATE OF RETURN 

Judicial and Regulatory Concepts. Confusion marks many of the state- 
ments of courts and commissions with respect to the nature and determinants 
of the rate of return. The function of the commission is to establish a reason- 
able rate of return, and it is ordinarily thought that the reasonable rate of re- 
turn is one which suffices to attract additional capital as needed. Judicial re- 
view of commission determinations may be requested on two grounds, either 
that the commission has acted contrary to its delegated authority, or that the 
rates prescribed are confiscatory and unconstitutional. Thus, a court might 
determine whether the commission has established reasonable rates. But the 
majority of court reviews concern confiscatory rates. 

Despite the fact that the courts have repeatedly been called upon to judge 
whether prescribed rates are confiscatory, no definition of a confiscatory rate 
has been formulated except in terms of a rate which fails to be reasonable. The 
leading pronouncements of the Supreme Court in the Bluefield and United 
Railway cases •'’* are more appropriate to describe the reasonable rate of return 
than to identify the confiscatory rate. The consequence of the Court’s lack of 
clarity has been that the commissions, instead of erecting independent stand- 
ards and procedures for the finding of the reasonable rate of return, have di- 
rected their attention to finding the rate that would not be so low as to be 
confiscatory. ° A prerequisite to a sounder approach to the problems of the 
rate of return must be a clarification of the significance of “confiscatory” and 
“reasonable” as designations of the rate of return. 

The “Reasonable” Rate of Return. The reasonable rate of return is almost 
universally recognized as that rate which suffices to attract additional capital 
to the enterprise on favorable terms. This concept was accepted doctrine before 
the turn of the century,'^ and is still the standard to which commissions and 
courts most frequently refer. Although the Supreme Court’s formulation of 
the concept in the Bluefield case is perhaps more frequently quoted than even 
the “rule of Smyth v. Ames,” the priority of this concept of reasonable rate of 
return does not rest merely on authority. It is at once the most logical and the 

^Bluefield W. W. & Imp. Co. v. W.Va., 262 U.S. 679, 692 (1923); United Ry. & E. Co. v. 
West, 280 U.S, 234, 249-252 (1930). The pertinent section of the Bluefield case is quoted below. 

°In the Southwestern Bell Telephone Company case, Mr. Justice Brandeis comments on this 
tendency and attributes it to the uncertainties caused by the rule of Smyth v. Ames, but it seems 
quite as much the product of confusion as to the nature of the rate of return. (262 U.S. 276, 296 
[i923]-) 

I' Reagan v. Farmers' Loan & Trust Co., 154 U.S, 362, 412 (1894). 
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most pertinent concept of the rate of return. It is the most logical concept of 
th& reasonable rate of return, since it cannot be contended that the earnings 
of a company are inadequate or unsatisfactory if investors are currently willing 
to embark more of their funds in the enterprise. Furthermore, this rate of 
return does not rest on the judgment of a single individual or a commission; 
it is witnessed by the consensus of the securities market, where many individ- 
uals independently and freely appraise the attractiveness of investment in the 
utility in competition with all other available investment opportunities. And 
when the investment market is willing to direct funds into the enterprise, it 
may not logically be said that its present and prospective rate of earnings is 
not “reasonable.” This concept of the “reasonable” rate is also most pertinent; 
a fundamental purpose of regulation is to assure the continuity of the service 
at the lowest possible cost, a purpose whose fulfillment requires that capital 
be obtainable on favorable terms. To define the reasonable rate of return in 
terms of the attraction of capital serves to safeguard the long-run interest of 
consumers in adequate service. 

The “Confiscatory” Rate of Return. In general, the courts have thought 
of the confiscatory rate of return as one which fails to attract additional capital, 
but this concept lacks the precision and the significance that is requisite to a 
clear distinction between the proper spheres of actions of the judiciary and the 
commissions. This concept leaves the determination of the rate of return to 
the “exercise of enlightened judgment” in a vacuum devoid of all the objective 
facts that any nonsubjective judgment would require. 

The confiscatory return may be defined as that return which leads to the 
withdrawal of capital. How may capital withdrawals be identified ? It may be 
said that the individual investor withdraws his capital when he sells his se- 
curities in the enterprise, and that confiscation results from the decline in the 
price which he can realize for his stocks and bonds. The difficulty with asso- 
ciating capital withdrawal with an individual’s selling is that individuals sell 
securities for many reasons other than dissatisfaction with the earnings on the 
security (the discovery of a “better” investment opportunity, or the need for 
cash, or even the expectation that general market conditions will carry the 
security to lower prices in the future when an advantageous repurchase will 
be possible) ; that when one individual sells there is always another who buys 
and thereby indicates an absence of “confiscation”; and that market opera- 
tions may be undertaken with the deliberate purpose of creating the appear- 
ance of “confiscation.” The “withdrawal of capital” is not to be identified with 
any and every sale of securities by individuals. 

However, the evidence of a confiscatory rate of return is probably to be 
sought in the record of security prices. It may be said that each share of utility 
stock has a legitimate book value. This legitimate book value will be differ- 
ently measured according to the concept of the rate base which prevails. If the 
investment base is accepted, the legitimate book value of the stock is the actual, 
reasonable investment per share of stock; if the fair-value base is used, the 
legitimate book value of the stock is that proportionate part of the fair value 
properly attributable to a share. If the withdrawal of investors from their 
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commitments in the utility leads to a decline in the market value of the stock 
below the legitimate book value of that stock, there is prima facie evidence 
that investors consider the earnings unsatisfactory and confiscatory. 

Evidence of extreme confiscation might be said to be a withdrawal of capi- 
tal by the corporation itself. This might happen through a refusal to replace 
capital equipment as it is retired. 

The concept of confiscation as the withdrawal of capital investment is not 
without its difficulties in practical application, and certain qualifications and 
warnings are necessary. First, it should be noted that the standard of the 
market price falling below the legitimate book value of the security is not ap- 
plicable if the right to income is contractually limited. The decline in the price 
of preferred stocks or bonds simply reflects the fact that investors could secure 
more favorable terms if they were not already committed to securities whose 
interest or dividend payments are less than the going rate. Secondly, it must 
be emphasized that it is the persistence of the market price below the legitimate 
book value, not the temporary fluctuations of security prices, which is the evi- 
dence of withdrawal of capital from the enterprise whose earnings are at a 
confiscatory level. Thirdly— and this is most important — the persistence of a 
low price for the security must be accompanied by an abnormally high yield 
in comparison with the yields on other similar securities; otherwise the low 
market price may be symptomatic of general market conditions rather than of 
the inadequacy of the utility’s earnings. Fourthly, the capital structure of the 
utility must be sound, for even extravagantly large earnings may not suffice 
to maintain a reasonable market price for the securities of an overcapitalized 
or mismanaged corporation. And finally, the market must be “normal” in that 
there are no artificial manipulations of the price of the security. 

The Nonreasonable and Nonconfiscatory Rate of Return. If the reason- 
able rate of return is that rate which attracts additional capital on favorable 
terms, and if the confiscatory rate of return is that which leads to the with- 
drawal of capital, does it follow that a rate of return which is not reasonable is 
thereby confiscatory.? Such seems to be the implication of the Supreme Court’s 
Bluefield decision. Yet to identify all rates of return which are not reasonable 
as being per se confiscatory leads the courts into inquiries that are appropriate 
to the functioning of regulatory commissions, leads commissions to fix rates 
with the objective of escaping condemnation by the courts, and encourages 
the companies to be premature in their appeals to the courts. 

There is clearly a zone between the lowest rate of return which is reasonable 
and the highest rate of return which will be condemned as confiscatory, in the 
sense of leading to the withdrawal of capital. There are, in effect, three rates 
of return : the reasonable rate, the confiscatory rate, and the nonreasonable and 
nonconfiscatory rate. The third, the nonreasonable and nonconfiscatory rate 
of return, may be defined as that zone within which the rate of return will not 
attract the investment of new capital on favorable terms and yet will not re- 
sult in the withdrawal of capital already invested in the enterprise. 

Is it possible to translate these concepts into objective indicia which will 
make their application in the regulatory process practicable.? While the ob- 
jective criteria will be subsequently considered at some length, the reasonable 
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cate of return may be judged in terms of the market price of the utility’s se- 
curity. The company that is well established, with a management of good 
repute, should be able to raise new capital through common-stock issues sold 
at par if its outstanding stock is selling some 10 points above par. For such a 
company, it may be said that any rate of return which permits the earnings 
requisite to keep the market price of the stock some 10 points above par (or 
above the legitimate book value) should certainly be accepted as a “reasonable” 
rate of return. 

On the other hand, it the earnings of the company are so limited that the 
market price of the stock stands persistently more than 5 to 10 points below 
par, and if the yield is markedly higher than that characteristic of other simi- 
lar securities, there is prima facie evidence that the rate of earnings is so low 
as to lead investors to seek a withdrawal of their capital; that is, the rate of 
return is “confiscatory.” 

Finally, if the market price of the security should continue close to par, or 
to the legitimate book value of the stock, it would probably be difficult for the 
utility to market any considerable volume of new securities without accepting 
an appreciable discount in price. From the regulatory point of view, the rate 
of earnings would be less than reasonable, for new capital would not be forth- 
coming on favorable terms. On the other hand, it could not be said that the 
rate of return was confiscatory. The rate of return is nonreasonable (will not 
elicit additional investments on favorable terms), and yet nonconfiscatory (as 
evidenced by the willingness of investors to leave their funds with the utility). 

3. THE PRINCIPLES GOVERNING THE RATE OF RETURN 

Judicial and Regulatory Objectives. The objectives of the judiciary and 
the commissions clifier: the former are concerned with the limited question 
of confiscation, while the latter are attentive to the broader problem of the 
reasonable rate of return. The courts direct their inquiry toward the rights of 
the utility and discuss the rate of return to which the company is “entitled.” ® 
Hence, the courts are able to pass over many matters which must be of acute 
interest to the commission. The commission seeks the “reasonable” rate of 
return, a concept which centers in the attraction of new capital. It may not 
disregard what the company is “entitled” to demand as its “constitutional 
right,” since that course would lead to an appeal to the judiciary. But the com- 
mission has not discharged its obligations to consumers or investors if its 
inquiry is confined merely to the company’s “rights”; it must center its atten- 
tion on what the company needs. Furthermore, the company’s “needs” may 
not be estimated simply in terms of the current moment, but must comprehend 
the maintenance of the utility’s financial health into the predictable future. 

The General Rule. The Supreme Court had concerned itself with the 
basic right of the utility to earn a return prior to its decision in Smyth v. 
Ames.^ The general principle of dealing individually with the rate of return 

Blueficld W. W. & Imp. Co. v. IV.Va., 262 U.S. 679, 692 (1923). 

^ Sione v. Farmers' Loan &■ Trust Co., ii6 U.S. 307 (1886); Chicago, M. & St. P. Ry. v. 
Minn., 134 U.S. 418 Reagan v. Farmers’ Loan & Trust Co., 154 U.S. 362 {1894); 

Covington & L. T. Rd. v. Sandford, 164 U.S. 578 [1896].) 
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as peculiar to the particular utility was established in 1909^“ The favorite 
modern formulation of the general rule is to be found in the Blue field case; 

. . What annual rate will constitute just compensation depends upon 
many circumstances and must be determined by the exercise of a fair and 
enlightened judgment, having regard to all relevant facts. A public utility is 
entitled to such rates as will permit it to earn a return on the value of the prop- 
erty which it employs for the convenience of the public equal to that generally 
being made at the same time and in the same general part of the country on 
investments in other business undertakings which are attended by correspond- 
ing risks and uncertainties; but it has no constitutional right to profits such as 
are realized or anticipated in highly profitable enterprises or speculative ven- 
tures. The return should be reasonably sufficient to assure confidence in the 
financial soundness of the utility, and should be adequate, under efhcient and 
economical management, to maintain and support its credit and enable it to 
raise the money necessary for the proper discharge of its public duties. A rate 
of return may be reasonable at one time and become too high or too low by 
changes affecting opportunities for investment, the money market, and busi- 
ness conditions generally.” 

This “rule” merits careful analysis. The first sentence, calling for a con- 
sideration of “all relevant facts” and the exercise of “enlightened judgment,” 
may be said to describe the general procedure (or frame of mind) in which 
the courts are told to approach all matters pertaining to the review of rates es- 
tablished by legislative authority. 

The second sentence describes the standard for judging whether rates are 
confiscatory: “the utility is entitled to such rates as will permit it to earn a 
return on the value of the property . . . equal to that generally being made at 
the same time and in the same general part of the country on investments in 
other business undertakings which are attended by corresponding risks and 
uncertainties.” The standard itself is patently vague and subject to uncertainty. 
It is clear that the Court is speaking only of what the utility is entitled to de- 
mand. That which may be demanded as a right is a return equal to that gen- 
erally being made on like investments. The difficulties of identifying like 
investments and of reconciling the inevitable differences in the return being 
earned by “like investments” are not explored. Nor does the Court state ex- 
plicitly whether “other business undertakings” refers to other utilities, whose 
earnings may approach the monopoly level if they are not subject to effective 
regulation, or to the earnings of competitive business enterprises. Logically the 
second standard is the sounder, although the practical difficulty of identifying 
the “corresponding risks and uncertainties,” and interpolating the results 
where the risks and uncertainties are not exactly “corresponding” calls for a 
difficult judgment. In principle, however, the reference of the “right to a re- 
turn” to the competitive standard has much to be said for it; it recognizes that 
the investors in the utility are not entitled, even indirectly, to profit from any 
monopoly advantages which the company may enjoy. 

The third sentence in the rule, to the effect that the "return should be suf- 

Willcox -^. Consolidated Gas Co., 212 U.S. 19, 48-49 (1909). 

^^262 U.S. 679, 692-693 (1923). 
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iicient ... to maintain ... its credit and enable it to raise” the capital 
necessary for the discharge of its public responsibilities is open to two quite 
different interpretations. It has generally been interpreted as meaning that the 
utility has a right to a return not only equal to that generally available in other 
similar business undertakings, but also sufficient to attract additional capital. 
But this interpretation results in a direct judicial invasion of the field of the 
reasonable rate of return, which is the proper concern of the legislature or the 
commission but not of the judiciary. It also leads to confusion as to the proper 
limits of reasonableness and confiscation, defining any rate which is not rea- 
sonable as per se confiscatory — a conclusion that is not only inimical to sound 
regulatory practice but contrary to common sense. A more persuasive and in- 
telligent interpretation would regard the second sentence as a specification of 
what the utility is entitled to demand from the courts, and the third sentence 
as dictum, a description of what the regulatory agency should ordinarily ac- 
cord to the utility; that is, the second sentence is the standard for testing 
whether the rate of return is confiscatory and the third sentence is a description 
of the reasonable rate of return which it is the proper function of the commis- 
sion to afford. 

The fourth and last sentence in the statement emphasizes the necessity of 
considering contemporary conditions, presumably both with respect to the 
regulated enterprise and with respect to business conditions generally. 

The statement in the Bhtefield case has been generally accepted by both 
lower courts and commissions as affording the starting point for the consider- 
ation of both confiscatory and reasonable rates of return, an acceptance that 
can be reconciled with established jurisdictional principles of utility regulation 
only on the basis of the interpretation of the rule set forth above. In fact, most 
regulatory authorities have been so charmed with the magic of the statement 
that they have been content to recite the formula without undertaking the 
painstaking research that would be necessary to develop the objective facts 
upon which the “enlightened judgment” should rest. 

The implementing of the general rule of the Bluefield case requires an ex- 
amination of the factors and circumstances which the commissions and courts 
have considered to be determinants of the appropriate rate of return. For pur- 
poses of exposition these determinants may be grouped around eight items: 
the attraction of capital, comparisons with other similar undertakings, current 
financial and economic conditions, the cost of money, the risks of the enter- 
prise, the financial policy and capital structure of the utility, the competence 
of management, and its financial history. There are other factors which are 
occasionally discussed although they are not regularly regarded as determi- 
nants of the rate of return. 

The Attraction of Capital. The interests of consumers, investors, and 
management all focus in the ability of the utility to secure additional capital 
on advantageous terms. The importance of the attraction of capital to regu- 
lated enterprises has been uniformly recognized by courts and commissions.^^ 

Reagan v. Fanners’ Loan & Trust Co., 154 U.S. 362, 412 (1894) 5 Southwestern Bell Tel. Co. 
V. Comm., 262 U.S. 276, 291, 306 (1923); Bluefield W. W. & Imp. Co. v. W.Va., 262 U.S. 679, 
693 (1923); United Ry. & E. Co. v. West, 280 U.S. 234, 251 (1930); Smith v. Illinois Bell 
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Indeed, it might be said that this determinant embraces all the others, or that 
all of the other determinants of the return act through their influence on die 
ability of the utility to attract capital. Certainly it is clear that under normal 
conditions the inability of a utility to secure additional capital must be recog- 
nized as indicative of a less than reasonable return, and the ability of a com- 
pany to command new capital on favorable terms must be accepted as con- 
clusive evidence that the earnings are reasonable. While sound regulatory 
policy requires that utilities generally be permitted earnings that will attract 
such capital as the industries require, it should not be held that a utility has a 
constitutional right to demand earnings adequate to attract new capital. 

The utility’s expectation that the commission will permit it to earn a return 
sufficient to attract additional capital is not unqualified. It can expect only the 
opportunity to earn such a return under competent and efficient management. 
The utility can expect such a reasonable return only under “normal condi- 
tions.” And, of course, even the normal expectation of a return that will suf- 
fice to attract capital is dependent upon the rates and charges not being unjust 
or unreasonable for consumers.^^ 

Comparisons with Other Similar Undertakings, The statement in the 
Bluefield opinion that the utility is entitled to earn a return equal to that gen- 
erally being made on investments in other business undertakings attended by 
corresponding risks and uncertainties was coupled with the qualification that 
a regulated business had no right to such profits as are “realized or anticipated 
in highly profitable enterprises or speculative ventures.” In the interpretation 
of the rule herein advanced, it was stated that if the utility received a return 
comparable to that derived from other similar investments it could not com- 
plain of confiscation. Despite the fact that it is fundamentally a test of con- 
fiscatory rates, this standard has also been “considered” by commissions in es- 
tablishing the reasonable rate of return.^^ 

Different interpretations of the “comparison” standard add to the confusion 
that besets its use. The Court has not explicitly stated whether the comparison 
is (i) of earnings realized on the properties (and if so, whether the comparison 
contemplates the use of present fair value for the utility property and invest- 
ment, or cost, or some other base for the property of the comparable under- 
taking), (2) of earnings realized on the stocl{holders' investments in the two 
properties, or (3) of the current yields which are available on the securities of 
the two enterprises, (i) Though the Bluefield statement runs in terms of the 
return or earnings, there is good reason for rejecting the first interpretation. 
The earnings in relation to the properties would be significant only if the 
properties were valued on a common basis; the Court would presumably use 

Tel Co., 282 U.S. 133, 161 (1930); Wabash Valley Elec. Co. v. Young, 287 U.S. 488, 501 
(1933); Los Angeles G. &■ E. Co. v. Comm., 289 U.S. 2S7, 319 (1933). 

Covington & L. T. Rd. Co. v. Sandjord, 164 U.S. 578 (i8g6); Smyth v. Ames, 169 U.S. 
466 (1898); San Diego Land & Town Co. v. National City. 174 U.S. 739 (1899): Minnesota Rate 
Cases, 230 U.S. 352 (1913). 

Since coinmipions commonly report difficulty in discovering valid comparisons, it may be 
suspected that their re.sort fo this index of the rate of return results from a mistaken belief that 
in the fixing of rea.sonable rates they are required to consider the identical data which the courts 
have approved for testing confiscation. 
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•the fair value as the standard for the utility, but no comparable monetary esti- 
mate of the property of comparable enterprises would be available. (2) The 
earnings realized on the stockholders’ investments in the two enterprises 
would probably encounter a similar objection in that no reliable measure of 
such investment would normally be available. Certainly the experience of 
regulatory authorities with the accounting practices of utilities affords little 
basis for confidence in the unpoliced accounts of unregulated enterprises. 
(3) The third interpretation, involving a comparison of the yields currently 
available on investments in the utility and in comparable corporations, sup- 
plies a more workable standard. Here it is possible to secure objective data. 
The leveling effect of the securities markets may be expected to bring yields 
to the same relative level, with due regard for differences in risk, and conse- 
quently, the chance selection of certain enterprises for the comparison would 
be less likely to affect the conclusions to be drawn from the data.^‘^ 

The propriety of the comparison standard for testing the confiscatory char- 
acter of the utility’s return may be readily supported. Obviously, if investors 
are not in a position to improve their position by placing their funds in other 
investments there can be no confiscation of their property. Only where there 
is an element of coercion, a restraint upon the free choice of the investor, such 
as depriving him of the earnings that would be readily available elsewhere, is 
there ground for the claim of confiscation. 

Acceptable as the comparison standard may be theoretically, there are se- 
rious practical difficulties in its application. First, it is difficult to identify other 
business undertakings that are truly comparable, and subject to corresponding 
risks and uncertainties. Secondly, the' comparison commonly results in little 
more than a consideration of the effects of current financial and economic 
conditions on investors’ attitudes toward utilities and other industries. Thirdly, 
neither the courts nor the commissions have given sufficient attention to the 
development of objective data that would make the comparisons reliable and 
trustworthy. Some commissions have confessed themselves unable to establish 
valid comparisons. Those commissions which have resorted to the standard 
have not set forth the basic facts that would establish either the validity of the 
comparison or the facts on which their conclusions are based.^^* 

Current Financial and Economic Conditions. In all investigations into 
the determinants of the rate of return, the financial and general economic con- 
ditions of the present and the predictable future are emphasized. The warn- 
ing of Mr. Justice McReynolds in the Southwestern Bell Telephone case as to 

i'"’ Such seems to be the understanding of Mr. Justice Stone, as expressed in one of his dissents: 

. . The company supported its claim of confiscation by no evidence of the current yields 
of comparable investments and by no evidence of the rate of return generally obtaining in the 
money market. The general conditions of the money market and the rate of return on invested 
capital may have a controlling influence in determining the issue of confiscation. . . . There is at 
lea.st grave doubt whether a return of 4% per cent is so out of line with the current yield on 
invested capital as to be deemed confiscatory. This doubt, if accepted principles be applied, must 
be resolved against the company, which has offered no evidence by which the doubt could be 
removed.” {West v. Chesapeake & Potomac Tel. Co., 295 U.S. 662, 682-683 [1935].) 

As is apparent from Mr. Justice Stone’s remarks, this interpretation of the standard relates it 
closely to another determinant, current financial and economic conditions. 

See Michigan Bell Tel. Co., 10 P.U.R. (N.S.) 149, 204-205 (Mich., 1935) ; Tk? Peoples Gas 
Light &■ Coke Co., 19 P.U.R. (N.S.) 177, 286 (III., 1937). 
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the necessity of making “an honest and intelligent forecast of probable futurp 
values” is as applicable to the determination of the rate of return as to the 
finding of the rate base.^'^ The Court has repeatedly warned that the appro- 
priate rate of return is not to be found in the citation of decisions relating to 
past conditions or different circumstances^® 

The prominence accorded to present conditions in the selection of a rate of 
return is inevitable. The significance of the other determinants — the attraction 
of capital, the comparisons with other enterprises, the cost of money, et cetera 
—are all dependent upon the accuracy wdth which they relate to the conditions 
that prevail during the period for which the prescribed rates are in effect. Yet 
current financial and economic conditions are not separate determinants of 
either the confiscatory, or the reasonable, rate of return. Their significance 
derives from the fact that current conditions affect the magnitudes of all the 
objective data with respect to the attraction of new capital, its cost, and alterna- 
tive investment opportunities. 

The discussions of current financial and economic conditions by courts and 
commissions sometimes carry the implication that the change in conditions 
should be reflected in both the rate base and the rate of return. The results of 
according this double recognition to changed conditions should be under- 
stood. If a utility may be assumed to have an investment of $100 on which a 
6 per cent rate of return is permitted, its total return is $6; if through changed 
conditions the general level of costs has increased 50 per cent, the utility might 
claim a rate base of $150, on which a return of 6 per cent would be I9; or the 
same return of I9 would result from the use of a 9 per cent return on the origi- 
nal investment of $100; but if the rate base is increased to $150 and the rate of 
return is increased proportionately to 9 per cent, the return becomes $13.50.^'* 
Equally startling results, which might well be disastrous for the solvency of 
the utility, would follow a similar downward adjustment of both rate base and 
rate of return. Of course, what the objective data reveal as to the rate of re- 
turn depends on whether attention is focused on the rate of earnings to the 
utility corporation or on the cost of capital as measured by stockmiarket 
yields. Periods of high prices are usually accompanied by large pecuniary 
earnings, but by relatively low yields on securities, and opposite conditions are 
to be expected in periods of a low or falling price level. The earnings standard 
might lead to the dubious double adjustment of both rate base and rate of 
return; while the cost or yield standard would result more reasonably in off- 
setting adjustments of the rate base and the rate of return. This relation be- 

262 U.S. 276, 287, 288 (1923). 

The dramatic change in financial and general economic conditions accompanying the de- 
pression of the 1930’s occasioned several statements to this effect by the Court; United 
Ry. &• E. Co. V. West, 280 U.S. 234, 249 (1930^ See also Centred Kentudiy Nat. Gas Co. v. 
Railroad Comm., 290 U.S. 264 (1933). And similar expressions abound in the commission de- 
cisions. See Los Angeles v. So. Cal. Tel. Co., 14 P.U.R. (N.S.) 252, 278-279 (Gab, 1936). 

The re,sults become even more startling if the distribution of the return among the dif- 
ferent classes of security holders is con.sidered. If the capital structure be assumed to be $50 
in 5 per cent bonds, $25 in 6 per cent preferred stock and $25 common stock, the bond interest 
would absorb $2.50, and the preferred stock dividends $1.50. With a return of |6, the earnings 
of the common stock would be $2 or 8 per cent; with a return of $9, the common stock would 
earn $5 or 20 per cent; and with a return of $13.50, the common stock would earn $9.50 or 38 
per cent. 
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4:ween the rate base and the rate of return has been sometimes recognized in 
high places, but it has not received the emphasis which its importance justi- 

While many commissions and courts have provided for a change in the rate 
of return with changing economic conditions, there has always been a con- 
siderable minority opinion, which has argued that since they are not per- 
mitted to earn high profits, such as fall to unregulated enterprises during pe- 
riods of prosperity, the utilities should not be required -to accept a reduced 
return during periods of economic depression, or at least their return should 
not be reduced in proportion to the decline in earnings of unregulated enter- 
prises. There is much justice in this position, but it is not wholly practical 
during periods of deep depression. Rigidly applied, the doctrine of a stable 
return during periods of both prosperity and depression would require the 
commission to prescribe rate increases during depression years to oTset the 
decline in earnings resulting from the shrinkage in the volume of business. 
The general economic welfare, as well as the maintenance of a satisfactory 
volume of business, requires that utility charges be more, rather than less, re- 
sponsive to changing economic conditions (perhaps to an even greater extent 
than would be possible through changes in the rate of return), and it should 
be one of the responsibilities of regulatory authorities to accomplish this ob- 
jective without imposing any unfair burdens upon the utility companies and 
their investors.-^ 

The Cost of Money. The cost of money to the utility may be of controlling 
influence in the determination of the rate of return. Two concepts of the cost 
of money have been recognized: the historical cost and the current cost. 

The historical cost of money for the particular utility is perhaps the best 
index of the needs of the utility. So long as the solvency of the company is con- 
sidered important, the actual cost of capital cannot be ignored by the commis- 
sion. But the historical cost of money has a broader significance, especially 
when consideration is given to the past cost of money for the particular utility 
in comparison with the past cost of money to business generally. Such a com- 
parison throws light on the reasonableness of the utility’s present income re- 
quirements and on the wisdom of its past policies. 

The historical cost of money has been considered frequently by commissions 
and courts. It has naturally received most attention from those who sup- 
port the cost principle as controlling both in the determination of the rate 
base and the rate of return.^^ Where the issue has been raised in the Supreme 

Mr. Justice Brandeis discussed the problem in his separate opinion in the Southwestern Bell 
Telephone Company case, 262 U.S. 276, 304-305 (1923), and Mr. Justice Stone’s concurring 
opinion in West Ohio Gas Co. v. Comm. (No. 1), 294 U.S. 63, 78 (1935), carried a similar 
warning. 

The obvious device is the adoption of an earnings-equalization reserve that would permit 
the utility to accumulate surplus earnings during periods of prosperity. 

United Ry. & E. Co. v. West, 280 U.S. 234, 251 (1930). 

The argument for the historical-cost standard has been cogently summarized by Mr. Justice 
Brandeis: 

“In essence, there is no difference between the capital charge and operating expenses, deprecia- 
tion, and taxes. Each is a part of the current cost of supplying the service; and each should be 
met from current income. When the capital charges are for interest on the floating debt paid at 
the current rate, this is readily seen. But it is no less true of a legal obligation to pay interest on 
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Court the historical-cost standard has not been condemned.-'^ Clearly, his- 
torical cost is pertinent evidence of the appropriate rate of return. 

The current cost of money has received even more attention than the his- 
torical cost by most regulatory bodies."" The current cost is perhaps the best 
index of what the company must earn if it is to attract capital on satisfactory 
terms. The evidence as to the current cost of money requires an analysis of the 
conditions of the money market, the yield on the securities of the utility and 
on other similar investments, the prevailing rates of interest, and the experi- 
ence of corporations with new issues of securities. 

Risk. Either the confiscatory or the reasonable rate of return should be de- 
termined with reference to the particular circumstances of the individual 
utility, for an ever-varying complex of risks besets different enterprises, mak- 
ing uniform treatment impossible.^® Of all the elements that demand attention 
in the determination of the proper rate of return, the factor of risk is most open 
to error and abuse. In the name of risks that are no longer important, the rate 
of return has been established at levels which bear no relation to the real costs 
of money or to the actual ability of the utility to attract additional capital. The 
first requirement in considering the influence of risk is an analysis of the 
particular risks that beset the enterprise. And the second is to determine what 
risks can better be cared for otherwise than through the rate of return. 

It may be admitted that all risks impose costs upon the utility, and if these 
costs are not otherwise compensated they wall appear in the rate of return 
through their influence on the cost of money and the ability of the utility to 
attract new capital. Fortunately, it is both possible and desirable to remove, or 
to provide for, many of the risks through arrangements which do not increase 
the rate of return. One of the most persistent risks of unregulated enterprises 
is competition; the modern utility is generally protected from the competition 
of a like service. The risks of obsolescence and inadequacy of capital equip- 
ment are, or should be, met through the depreciation reserve. The danger of 
nonpayment of interest on borrowed funds increases the cost of loan funds, 
but the regulation of the security issues of utilities so as to preserve a balanced 
capital structure eliminates much of this risk and reduces the cost of bond 
money. The cost of common-stock money reflects the possibility that dividends 
may not be regularly paid, but the provision of an earnings-equalization re- 
serve would reduce this risk and make common-stock capital more readily 
available to the corporation. It is the joint responsibility of management and 

long-term bonds, entered into years before the rate hearing and to continue for years there- 
after; and it is true also of tlie economic obligation to pay dividends on stock, preferred or com- 
mon. ... To fix the return by the rate which happens to prevail at such future day, opens the 
door to great hardships. Where the financing has been proper, the cost to the utility of the capital, 
required to construct, equip and operate its plant, should measure the rate of return which the 
Constitution guarantees opportunity to earn.” {Southwestern Bell Tel. Co. v. Comm., 262 U.S. 
276, 306 [1923].) 

2 ^* Los Angeles G. & E. Corp. v. Comm., 289 U.S. 287 (1933); Railroad Comm. v. Pacific Gas 
&■ Electric Co., 302 U.S. 388 (1938). 

^^Bluefield W. W. & Imp. Co. v. W.Va.. 262 U.S. 679, 692 (1923); United Ry. & E. Co. v. 
West, 280 U.S. 234, 251 (1930); Smith v. Illinois Bell Tel. Co., 282 U.S. 133, 161 (1930); Los 

Angeles G. & E. Corp. V. Comm., 2^g 11.8. 287, S19 {^933). 

26 Yije pertinence of the risk element was stressed in one of the Supreme Court’s early dis- 
cussions. See Willcox v. Consolidated Gas Co., 212 U.S. 19, 48 (1909). Quoted, Supra, p. 380. 
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•the regulatory authorities to canvass the risk elements inherent in the utility 
enterprise, to eliminate those that can be avoided, and to select the most eco- 
nomical means of meeting the costs entailed by those remaining. Those risks 
which cannot be met otherwise, may appropriately be considered as one of the 
determinants of the rate of return. 

What are some of the risks that are normally compensated for in the rate of 
return? They arise out of the nature of the territory in which the utility oper- 
ates, the stability or instability of the market for its product or service, the 
future prospects of growth, the possibility of incompetence or dishonesty in 
management, and the character of regulation. In a few instances, risks are as- 
sociated with production of the service; for example, the hydroelectric utility 
is dependent upon rainfall and a sufficient flow of water, and natural-gas util- 
ities are dependent upon obtaining an adequate supply of their product. 

Utility corporations generally are relatively less exposed to risks than other 
business undertakings. This protection from the normal risks of business 
should be evidenced in the ability to attract capital more cheaply than unregu- 
lated enterprises. It is commonplace that utilities are signiiicantly protected 
from competition,-'^ but it is worth while to note precisely what this means. 
It permits the management to adapt plant investment to the requirements of 
the market; it permits the more accurate forecast of market growth; and it 
affords some assurance that the investment can be recovered even though 
technical changes introduce new and more efficient productive equipment. 
A large part of the market for utility services is relatively stable, even in the 
face of prolonged depression. The stability of demand for utility services is 
partly the result of the success of the industry in progressively reducing the 
cost of the service so that it now absorbs but a small part of the consumer’s 
budget, and it is partly because utility services are prime nece.ssities for modern 
urban living. Furthermore, it may be noted that regulation may even afford 
some protection against managerial incompetence and dishonesty: the neces- 
sity for submitting plans for expansion to the commission causes management 
to be more self-critical; the prescription of uniform systems of accounts and 
the requirement of reports not only give assurance that business records will 
be better kept, but they hold out the possibility of discovering any irregularities 
in financial management; and the regulation of rates brings the critical judg- 
ment of the commission to a focus on the efficiency of operations and the neces- 
sity for the expenditures which the company incurs. 

Financial Policy and Structure. The financial policy of the corporation 
and its capital structure are always highly significant in the investors’ ap- 
praisals of the desirability of committing their funds to an enterprise. A sound 
financial policy requires accurate accounting for all business expenses, includ- 
ing adequate provision for depreciation, and the proper administration of all 

The competition to which utility managements usually refer when they insist chat their 
business is competitive is of two kinds; (i) the competition of a substitute service, such as the 
use of kerosene lamps instead of electricity or the industrial plant’s generation of its own steam 
power’ instead of purchasing electrical energy; and (2) the competition of the consumers’ pref- 
erence for a new car rather than the purchase of an electric stove, or more frequent attendance at 
movies rather than the purchase of telephone service. This is competition which limits the free- 
dom of utility to raise its price, but it is not the kind of competition which drives prices down to 
cutthroat levels. 
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reserves. It is essential that full and accurate reports of the financial affairs of 
the business be promptly available to the security holders. The relations of the 
directors and officers to the corporation must remain on a fiduciary basis, with 
no suspicion that official connections are used to advance the interests of the 
individual at the expense of the business. 

The importance of a balanced capital structure has been uniformly stressed, 
for it not only enables the corporation to obtain capital economically, but per- 
mits the choice of that mode of financing which is most favorable under 
current conditions of the investment market. The utility is under an obligation 
to adopt the most economical methods of financing consonant with maintain- 
ing that degree of flexibility in capital structure necessary to assure its future 
ability to sell any securities that may be desirable. 

The Competence of Management. Closely associated with the financial 
policy of the corporation is the competence of the management; indeed, it 
might be said that the administration of the corporation’s income constitutes 
the acid test of managerial competence. The Supreme Court in its Bluefield 
“rule” made “efficient and economical management” a prerequisite to the 
utility’s claim to either a nonconfiscatory or a reasonable rate of return."® 

The discussion of the competence of management reveals another instance 
where regulation has failed to develop objective criteria. Discussions of op- 
erating expenses, the quality of the service, and similar matters indicate an 
interest in the question of managerial efficiency, but the decisions are devoid 
of any indication of what specific effect these considerations have on the rate 
of return. 

It may be questioned whether the regulatory authorities should do more 
than they have done to “recognize” efficiency of management. This is not to 
say that commissions should not seek to develop objective standards for meas- 
uring efficiency and economy, or that utilities should not be penalized through 
a reduced rate of return where objective data indicate a managerial failure. 
But to go beyond this and attempt to encourage or reward efficiency in man- 
agement through the rate of return does not seem to be a practical policy. The 
increase in the rate of return does not accrue to the benefit of management 
except where the management of the corporation is the principal stockholder, 
a situation which prevails only where the operating utility is controlled by a 
holding company. Furthermore, the additional allowance loses its stimulus to 
efficiency if its continuance is not contingent on the attainment of definite 
standards, and the withdrawal of the “reward” would always appear to be 
somewhat unfair to those investors who had purchased securities on the ex- 
pectation that the established return would be continued. 

Financial History. The financial history of the utility bulks large in the 
investor’s appraisal of its securities. And since investors are sensitive thereto, 
the financial history of the utility requires the attention of the court or com- 
mission, Indeed, theories about the effect on investors of a contemplated rate 
of earnings may be brushed aside before the evidence of the past record of 
the company.^® 

‘'S Bluefield W. W. & Imp. Co. v. W.Va., 262 U.S. 679, 693 (1923). 

Such was the Supreme Court’s reaction to the claims of the Illinois Bell Telephone Company 
in the Lindheimfr cgse, 292 U.S. 151. 162-164 (1934). 
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The dividend record of the company is probably the most frequently con- 
sidered aspect of its financial history. The “economic obligation to pay divi- 
dends” has been recognized by the Supreme Court, although the priority of 
the consumer’s rights to be charged only reasonable rates has also been as- 
serted.'^'^ Indeed, in one instance it was the opinion of Mr. Justice Sutherland 
that the rate of return, presumably the reasonable rate of return, should be 
sufficient so that “after paying all expenses of operation, setting aside the neces- 
sary sums for depreciation, payment of interest and reasonable dividends, 
there should still remain something to be passed to the surplus account.” 
No one would question that “sound business management” would seek to 
accumulate a surplus so that regularity of dividend payments might be main- 
tained, but it is a most dubious doctrine that consumers should be charged 
rates sufficient to build up such a surplus, particularly in view of the doctrine 
in the New YorI{ Telephone Company case which would permit the company 
to claim a return on the property acquired through the accumulation of a 
surplus.'^^ 

4. REGULATORY PROCEDURE AND THE RATE OF RETURN 

A con.spicuous feature of utility regulation is the absence of any well-de- 
veloped procedure for the determination of the rate of return. An outstanding 
exception is the Massachusetts Commission, which has dispensed with the 
formal determination of a ixite of return and sought to permit the utility such 
earnings as would maintain the market price of its equity stock at or above 
the price at which the commission’s orders have required the stock to be 
issued.’’^'^ 

A reading of the commission decisions reveals wide variations in the atten- 
tion that is devoted to the rate of return. At one extreme are commissions 
which merely announce their conclusion as to the rate of return without any 
statement of the principles they consider controlling or of the factual evidence 
upon which their finding rests.’^^ Other commissions illustrate the opposite 
extreme, explicitly setting forth the principles which guide their consideration 
and seeking to assemble the factual and statistical data necessary to make an 
objective, rather than a subjective, finding as to the rate of return.'^® 

Covington &■ L. T. Rd. Co. v. Sandjord, 164 U.S. 578, 596 (1896); Smyth v. Ames, 169 
U.S. 466, 547 (rSgS); Minneapolis & Si. L, R. v. Minn., 186 tJ.S. 257, 268 (1902). 

United Ry. & E. Co. v. West, 280 U.S. 234, 251-252 (1930). 

271 U.S. 23 (1926). 

Apparently the dubiety of the doctrine was borne in on Mr. Justice Sutherland, for in an opinion 
three years later he most pointedly ignored the company’s claim that the rate of return should 
provide for a surplus. [Wabash Valley Elec. Co. v. Young, 287 U.S. 488, 501-502 [1933].) 

Obviously, a quite different situation would be created if there were statutory provision for 
the creation of an earning.s-equalization reserve, the reserve to be used only for maintaining 
dividends, and the presence of tlie reserve not constituting a claim to any enlargement in the 
rate base or in the charges to consumers. See Chapter XVII, Sec. i. 

33 Cf. Chapter XIV. 

3 ^ A fair example of this treatment is found in a Texas decision, where all mention of the rate 
of return is confined to a single" sentence: “We find that an annual rate of return equal to 7 per 
cent of the present fair value of the properties as herein found is adequate.” [Texas Border Gas 
Co. V. Laredo, 2 P.U.R, [N.S.] 503, 516 [Tex., 1933].) 

35 Thus the Wisconsin Commission introduces a lengthy discussion of the proper rate of return 
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A majority of commissions have been content to follow precedent, naming, 
the conventional rate of return rather than seeking the rate correct for the 
particular proceeding. The determination of the rate of return has been said to 
call for the exercise of an “enlightened judgment,” but most of the commis- 
sions handle their rate cases with little attention to the evidence that would 
make a judgment “enlightened.” If there is an enumeration of principles, there 
are commonly no facts to give content to the principles. If there is an assem- 
bling of facts, there is no indication of the relation of the facts to the whole, 
or why those facts lead to one decision rather than to another. In the usual 
rate case, it is apparently thought that the selected rate automatically becomes 
the “fair rate of return” on the pronouncement of the correct verbal formula— 
that the commission has considered all the evidence in the light of the applica- 
ble principles, this statement usually being accompanied by quotation from the 
Bluefield case. 

There may be some interest in the rates of return which have been allowed 
or approved in actual rate cases. Table 37 is based on the rates of return in 
358 cases in the fourteen-year period from January, 1924, to January, 1938, as 
reported in the Public Utilities Reports. 

TABLE 37 
Rates of Return * 


Year 

Telephone 

Electric 

Gas 

Water 

St. Ry. 

Combined 

1924 

7.65 

7.92 

7.21 

7-35 

7-50 

7.51 

1925 

7-25 

7.50 

7.92 . 

7.18 

8.00 

7-47 

1926 

6.95 

7.16 

7.69 

7.08 

7-75 


1927 

7.11 

. 7-04 

7.71 

7.04 

6.00 

7-19 

1928 

6.96 

7.00 

7-31 

6.79 

6.97 

7.00 

1929 

6.85 

7.50 

7.50 

6.97 

7.50 

7.05 

1930 

7.09 

7.02 

7.20 

6.81 

6.58 

6.95 

1931 

7.24 

7.10 

7.25 

6.00 

— 

7.05 

1932 

7.00 

7.25 

7.17 

6.43 

6.40 

6.81 

1933 

6.16 

6.45 

6.22 

6.19 

— 

6.28 

L934 

5-96 

6.47 

6.68 

6.02 

— 

6.29 

1935 

6.25 

6.17 

6.79 

6.19 

— 

6,29 

1936 

6.39 

6.44 

h-33 

6.06 

— 

6.31 

1937 

5-90 

6.1J 

6.29 

5-30 

6.00 

5-93 


* Source: Federal Communications Commission, Telephone Rate and Research Department 
Factors Underlying ike "Rate of Return” in Public Utility Regulation, p. 6i. 


These yearly averages reveal a response to changing business conditions, and 
over the entire period there is a downward trend from nearly 8 per cent in 
1924 to less than 6 per cent in 1937. Since these are allowances approved in 
rate cases, the table probably does not accurately reflect the rates earned, both 
because actual earnings may differ from the commission’s prophecy and be- 
cause the rates of return of those companies not coming before the commis- 
sions and courts probably differ from the rates in the cases decided. These 
averages do not always reveal those differentials in the rates of return that fit 

for the Wisconsin Telephone Company with a statement of its concept of the controlling principles, 
(ij P.U.R. [N.S.J 224, 313-314 [1935].) 
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•the commonly accepted notions of the relative risks of investment in the dif- 
feeent utilities. 

This discussion of the rate of return and of the indifferent manner in which 
it has so often been treated by the commis.sions and the courts, raises the ques- 
tion whether it is necessary to make a determination of the rate of return. It 
has already been reported that the Massachusetts Commission dispenses with 
the formality. The adoption of prudent investment, or one of the other al- 
ternatives to the present-fair-value method, would render the blanket rate of 
return an obsolete tool. Nevertheless, many of the same problems would con- 
front commissions in determining the net income which a utility requires. 
There would be the same necessity to seek quantitative data to answer quan- 
titative questions. There would still be the inquiry as to the cost of capital and 
the sums required for the continued solvency of the corporation. 


5. CHARACTER AND AVAILABILITY OF THE OBJECTIVE 
DATA 

Ti-ie Importance of Objective Data.. In the actual determination of the 
rate of return, there has been an absence of the factual and statistical data that 
would be required for reliably accurate findings. The determination of the 
rate of return is a quantitative problem; yet an accurate quantitative finding 
is obviously impos.sible unless it is based on complete and accurate quantita- 
tive data. The Supreme Court’s statements in the Bhiefield case contemplate 
the analysis of “all the relevant facts”; yet the Court has not been insistent that 
either the lower courts or the commissions be fully informed as to all the 
relevant facts before announcing a decision, or that their decision should be 
adequately supported by specific evidence. 

Before rate regulation can be considered satisfactory, the underlying factors 
with respect to the rate of return must be identified, analyzed, and measured, 
and their significance relative to the final determination agreed upon. Experi- 
ence with regulation suggests that this task must be a commission responsi- 
bility. If the commissions and courts are insistent upon facts before making 
their findings, it is almost certain that the utility representatives will collabo- 
rate in the presentation of the essential data. 

The Availability of Objective Data. The problem of the rate of return 
requires the translation of general considerations into specific factual and sta- 
tistical data and the development of standards which will interpret the sig- 
nificance of the objective data in terms of a rate of return. The accomplishment 
of this requires the devising of an analytical technique as well as the assembly 
of factual and statistical data. One approach to these interrelated problems 
has been suggested in The Problem of the “Rate of Return’ in Public Utility 
Regulation, where an attempt was made to develop factual data on the follow- 
ing points: 

The material for thi.s part of the discussion comes largely from The Problem of the "Rate 
of Return" in Public Utility Regulation, prepared by the Telephone Rate and Research Department 
of the Federal Communications Commission. 
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“i. The financial history of the company, and the relationship of its capitali- 
zation to the prudent investment in the property. 

“2. The historical (actually experienced) costs of debt and preferred stock 
capital, as shown by the company’s records. 

“3. The current market yields on the outstanding securities of the company. 
“4. Studies of costs of financing by means of various classes of securities. 
“5. The general financial market situation at the time of the proceeding. 
“6. Data as to bond and stock yields, and capital costs to other companies 
which are deemed to possess similar risk characteristics. 

“7. Statistical studies indicating the effect on investors’ demands of the 
special circumstances and characteristics deemed to affect the amount of risk 
inherent in the operation of the particular utility.” 

The significance of each category of evidence with respect to the reasonable- 
ness of the company’s present revenue requirements or the costs of attracting 
new capital investments, when and as needed, is apparent from the preceding 
discussion. The further consideration of these matters may be organized under 
three topics: the revenue requirements of the utility, the attraction of com- 
petitive capital, and certain special factors influencing the investors’ appraisal 
of utility investments. 

Revenue Requirements. T he financial history of the utility. The first query 
concerns the relation of the utility’s capitalization to its investment in earning 
assets. The growth of the utility assets should be analyzed; to what extent 
were they acquired with funds supplied directly by security holders and to 
what extent were they provided through the reinvestment of earnings? Where 
significant proportions of the utility’s assets have been procured through the 
reinvestment of earnings, it is pertinent to examine the earnings statistics of 
the utility to ascertain whether the “plowing back” of earnings left security 
holders with less than the going rate on their investments. The reasonableness 
of the proceeds received for security issues should be determined. 

Is the utility’s capital structure a prudent one? The financial history should 
answer the question whether the capitalization was kept to the minimum re- 
quired by the company’s operations, and whether the securities issued were 
reasonably calculated to raise the necessary funds as economically as the con- 
ditions of the capital markets and the requirements of the utility permitted. 

What is the record of the utility with respect to income and its administra- 
tion? It cannot be expected that a company will have a conservative capital 
structure if its income has not permitted it to compete effectively for capital 
funds. It must be determined whether there has been a conservative adminis- 
tration of the company’s revenues, with ample provision for depreciation and 
the accumulation of such surplus as the earnings permitted. Since a sound 
capitalization requires a reasonable proportion of common-stock investment, 
particular attention may be given to the dividend payments on the common 
stock; have they been reasonable relative to the legitimate expectations of 
investors, and have they been reasonable relative to the available earnings of the 
utility ? 

The historical cost of capital. The historical cost of capital refers to the costs 
” P. 43. 
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.actually experienced. If the utility is to remain solvent, the historical cost of 
capital, at least as it applies to the indebtedness of the corporation, must be 
provided; and if the cjuality of service is not ultimately to deteriorate, the 
costs of the preferred- and common-stock capital must also be met. Under the 
prevailing method of fixing a rate of return on a property rate base, there is 
no assurance that these actual capital costs will be covered, unless there chances 
to be a coincidence between the rate ba.se and the capitalization. Since the con- 
sequences of a failure to meet the actual capital costs of the utility, especially 
where those costs are on a contractual basis, are so serious both for consumers 
and the company, a decision leading to that result should be taken only with 
a full realization of its consequences, and only after it is apparent that the re- 
organization of the utility is more in the public interest than presiding the 
necessary revenue to permit its continuance with its present capital costs. Of 
course, a different situation exists if the capitalization of the utility is sub- 
stantially less than the rate base, for the earnings may then be in excess of the 
company’s needs. 

The measurement of the historical cost of capital is usually possible from 
the company’s records. For the utility’s bond and preferred stock issues, the 
historical cost of capital is the sum of the interest and dividend payments, ad- 
justed for the amortization of any discounts or premiums, and plus selling 
and other incidental costs of their issuance. Where previous issues have been 
refunded without the full amortization of all discounts, such unamortized bal- 
ances must be included. The historical cost of common-stock capital will in- 
clude the amortization of any discounts and any costs of selling, plus such 
dividend payments as the conditions of the investment market have required 
to maintain the investment standing of the stock.'^^ 

The actual costs experienced by the company are not necessarily to be ac- 
cepted as the historical cost of capital. The finding of historical cost of capital 
requires that the cost of capital to other enterprises, similar and dissimilar, 
be determined in order to provide a standard for testing the reasonableness of 
the costs actually incurred by the particular utility. 

Finally, the historical investigation should reveal what the investment stand- 
ing of the difierent .securities has been throughout its history. If the invest- 
ment standing of the securities has been superior, an attempt should be made 
to determine what factors and circumstances contributed to that desirable 
state of affairs. If the investment standing of the company’s issues has been 
inferior, it is even more important that the responsibility for that condition be 
determined. 

The Attraction of Competitive Capital. Since the ability to attract capi- 
tal in competition with other investment opportunities is the primary test of 
the rea.sonabl,cness of the utility’s earnings, an objective determination of the 
utility’s revenue requirements demands an analy.sis of the conditions of the in- 
vestment market, both in its general aspects and with respect to other utility 
companies. The general level and the trends of interest rates on corporate 

The prudent-investment school would define the historical cost ot common stock money 
differently, in terms of the dividend payments that were historically nece.ssary at the time the 
stock was issued in order to make it salable, presumably at pir. See Chapter XVII. 
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debt and yields on stocks should be determined. In particular, the present 
costs of capital to the particular utility should be compared with the costs to 
other utilities and to other industries. Such disparities as appear, whether be- 
tween different classes of securities, between different corporations within the 
particular industry, or between different industries, may be suggestive of the 
relative significance of the factors which influence investors’ choices. The 
trend of capital costs affords the means of predicting the probable future costs 
to the utility. 

In determining the market yields on the securities of the utility and other 
enterprises, it is essential that the yields selected be representative of the in- 
vestors’ responses to utility issues. In general, the yields at the offering prices 
for new utility issues is a better indication of what investors are demanding 
than the yield at which a relatively small number of securities change hands 
on the stock market. A distinction should also be drawn between new and 
refunding issues, and between the securities of well-established corporations 
and others less well-known to the investing public. Such an analysis is carried 
out in terms of market averages, but the investor does not buy an “average se- 
curity”; he buys a particular bond or stock. Thus the departures from the 
average must be noted and an attempt made to determine whether the se- 
curities of the particular utility are among the “best,” or whether some addi- 
tional inducement is necessary to interest new capital. 

To measure the current costs of competitive capital in terms of the prevail- 
ing market necessitates an analysis of the factors which influence investors’ 
choices, for the costs of capital are ultimately determined by the choices of in- 
vestors. The investor is interested first in security — security of principal and 
security of income. He is interested in stability of income, and it has been re- 
ported that there is a sharp increase in the cost of bond money when bond in- 
terest is earned less than two, or two and one-half, times,^^ Since an invest- 
ment often serves as an emergency fund and also because the investor may 
wish to shift from one security to another, the marketability of the security is 
of importance.'^'* All of the factors affecting the market for securities have an 
influence on the willingness of investors to purchase securities: the tax laws 
and the status of the security as a legal investment for fiduciaries and financial 
institutions will be especially important in determining the breadth of the 
market. The term of the investment may have an important influence on the 
necessary interest rate. The enumeration of these factors is enough to indicate 
that even within a class of fairly homogeneous securities there are differences 
that may loom large in the final decision of investors. 

In the long run the ability to attract capital at an economical price and the 
ability to maintain a balanced capital structure are alike dependent on the 
presence of a reasonable proportion of equity capital in the enterprise. The 
ability to attract common-stock investments is therefore the acid test of the 
utility’s ability to command adequate new capital on advantageous terms. 

2 *’ T he Problem of the “Rate of Return" in Public Utility Regulation, p. 72. 

The marketability of an investment is sometimes discussed in terms of liquidity, but for the 
market as a vvhole there is no liquidity. The security can be sold only if there is someone willing 
to buy at a price equal to, or greater than, the lowest price at which the investor is willing to offer 
the security. What the individual investor regards as liquidity is only shUtability. 
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.The ratio of the available earnings to the market price of the common stock 
is nil indication of the cost of common-stock capital. This earnings-market 
price ratio is the resultant of the investors’ appraisals of the stock in the light 
of all of the factors which have been discussed as determinants of investors’ 
choices. This measure is also affected by all the influences, speculative and 
otherwise, which impinge upon the securities market, so that it is necessary to 
take the long-term ratio or the average ratio, since it is presumably less condi- 
tioned by temporary or speculative influences. 

The costs of selling utility securities. On the basis of the reports of the Se- 
curities and Exchange Commission, an analysis was made of the costs of 
financing through bonds, preferred stocks, and common stocks during the 
years 1935 through 1937.'“ During this period well-known utilities were ap- 
parently able to issue reasonable amounts of new securities at yields which 
approximated those at which comparable securities were selling in the se- 

TABLE 38 

Average Cost of Financing Bond Issues by Electric and Gas Utilities 
During 1935, 1936 and 1937 
Unweighted Average Differentials Between Effective 
Cost to Issuing Company and Yield to Investors: 


Classification Issues with Yield to Public of: 


by Size of Issue Less than 3.5% 
Under $5,000,000 .10% 

l5,ooo,ooo-$9,9oo,ooo .14 

$10,000,000-119,900,000 .14 

$20,000,000 and over .14 

Total .14% 


3 . 50 - 3 - 99 % 

4-00-4-49% 

All Issues 

.21% 

.28% 

•29% 

•17 

.24 

.19 

.18 

.21 

•17 

.16 

.21 

.16 

.17% 

•23% 

■19% 


Unweighted Average Percentages of Financing Costs 
to Amount Realized by Issuing Company: 


Classification 

Issues with Yield to Public of: 


by Size of Issue 

Less than 3.5% 

3.50-3-99% 

4-00-4.49% 

All Issues 

Under $5,000,000 

1.6% 

3 - 5 % 

4-3% 

4-3% 

$5,ooo,ooo-$9,90o,ooo 

2.6 

3-1 

4-3 

3-3 

$io,ooo,ooo-$i9,9oo,ooo 2.6 

3*1 

3-5 

3-0 

$20,000,000 and over 

2.7 

2.8 

3-4 

2-9 

Total 2.6% 3-0% 3-8% 

* Source: The Problem of the "Rate of Return" in Public Utility Regulation, p. 87. 

3-1% 


curities markets. According to Table 38, the cost of financing bond issues was 
quite small, %o of i per cent being a sufficient addition to the yields at mar- 
ket prices to cover the costs of financing. 

The Problem of the “Rate of Return" in Public Utility Regulation, Chapter VI, pp. 82-104. 
The Public Utilities Division of the Securities and Exchange Commission publishes annually a 
report on “Security Issues of Electric and Gas Utilities.” 



540 ECONOMICS OF PUBUC UTILITY REGULATION 

That the average is representative is indicated by the fact that in 75 cent 
of the cases the financing costs were .20 per cent or less.'^- 

The data available with respect to preferred-stock costs were more limited. 
The average difference between the percentage cost to the company and the 
yield to investors was .17 per cent, amounting to 3.4 per cent of the proceeds 
realized by the utility 

With respect to the costs of common-stock financing the results are less 
definitive. For a utility whose common stock possessed a good investment 
standing, the total cost would probably have been less than 12 per cent. The 
issue would be offered at 2 to 3 per cent less than the market price if the se- 
curity were sold through underwriters, or at 7 to 8 per cent less if the issue 
were sold through rights offered to existing stockholders.*^^ The underwrit- 
ing costs were estimated at 5 to 7 per cent for issues sold directly to under- 
writers, and at 2.5 per cent for issues sold through an offer of rights. Other 
expenses of the issue would probably have amounted to less than i per cent. 

SPECi.'tL Factors Influencing Investors’ Appraisals. On the basis of an 
examination of 408 bonds, 161 preferred stocks, and 40 common stocks, an 
attempt was macle to measure the influence of capital structure and earnings 
coverage on the yields at which the respective securities sold on the market.^" 
The Telephone Rate and Research Department’s study covered the period 
1932 to 1937, inclusive, and was based upon a comparison of market prices for 
the months of October and the following March with the gross income for 
the year in which the October fell. The results are tabulated as the yield at 
market prices for different interest or dividend coverages (and for the 
percentage of income required) and for different percentages of income ab- 
sorbed. 

The results for the bond issues confirm what is generally assumed as to the 
advisability of limiting the amount of fixed charges to a reasonable propor- 
tion of earnings.'*^’ When the interest charges are earned abundantly, more 
than three times, a greater coverage of fixed charges possesses little significance 
to investors. As the coverage fell from 3.33 times to 2.50 times, there was an 
increase in the yield, and when it fell from 2.50 times to 2.00 times the costs 
rose very significantly. The statistics for the best preferred stocks revealed the 
expected increase in yield with an increase in the percentage of corporate in- 
come absorbed by preferred dividend and prior requirements; however, there 
w'as no one point at which this increase in costs became disproportionate.^'^ In 
the bond study it was found that with a high degree of earnings coverage and 
equal priorities, there were no significant differences in yields resulting from 
differences in the contractual interest rate; but in the case of preferred stocks, 
those stocks with the highest dividend rate, among issues of equal priorities, 
sold at the highest yields. To a greater extent than was true of senior securi- 
ties, the yield for common stock rose sharply as the proportion of earnings 

^2 Eighty per cent of tlie issues over $10,000,000 had financing costs within this limit. 

Ibid., p. go, ’ 

Where the margin between market price and offering price was less than 7 per cent there 
appeared to be less assurance that the issue would be subscribed. 

Chapter VII, pp. 105-154. Ibid., p. 12%. 


Ibid., p. 141. 
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.available for the common-stock issue declined.'^^ The conclusions from this are 
significant; in any particular instance, such low rates as may be available on 
senior securities may be more than offset by the rising cost of common-stock 
money. And if the proportion of income available for common stock falls too 
low, the company may find itself caught in a vicious spiral where the small 
common-stock issue makes it impossible to issue additional common stock 
even though the cost of senior-security capital is exorbitantly high. On the 
other hand, it appears that the common stocks of utility corporations are very 
favorably regarded by investors when the proportion of the common-stock 
issue is high. Furthermore, financing through a single issue of stock may re- 
sult in what is, indeed, a very economical capitalization. 

The study of the effects of available earnings on the market prices and 
yields of bonds, preferred, and common stocks leads to the question of the 
optimum combination of securities (assuming total earnings to be adequate) 
to assure the lowest total cost of capital for the utility. The ccjrrelation of these 
data for bonds and common stocks is given in Table 39. It here appears that 

TABLE 39 

Estimated Overall Costs of Capital at Various Recent Dates and in the 
Most Favorable Utility Situations * 

For Varying Proportions of Bonds and Common Stoc\ in a Capital Structure 
Consisting of Only the Two Types of Securities 

Capital Structure 
Per cent 
Per cent of 

of Common Average March October March October March October March October March 
Bonds Stock 1934-38 1938 i937 i937 1936 i93<> i935 i935 1934 1932 


_ 

100 

5.70 

6.56 

6.44 

5-29 

5.00 

4-77 

4-77 

6.21 

6.56 

7-30 

10 

90 

5.52 

6-33 

6.13 

5.08 

4.85 

4.68 

4-79 

6.00 

6.29 

7-17 

20 

80 

5-36 

6.10 

5.84 

4-93 

4.72 

4.60 

4.82 

5.80 

6.10 

7.07 

25 

75 

5-29 

5-99 

5.70 

4.87 

4.67 

4-57 

4.84 

5.70 

6.01 

7.01 

30 

70 

5.24 

5.88 

5.58 

4-83 

4.63 

4.56 

4.86 

5-63 

5.91 

I5-97 

35 

65 

5.18 

5-77 

5.46 

4-77 

4.60 

4.56 

4.88 

5-55 

5-83 

6-93 

40 

60 

5-13 

5.t>7 

5-36 

4.71 

4-57 

4-57 

4.92 

5.48 

5.76 

6.90 

45 

55 

5. II 

5-57 

5.29 

4.70 

4-57 

4.61 

4-97 

5-44 

571 

6.90 

50 

50 

5.12 

5.48 

5-32 

4-75 

4-59 

4.67 

5-03 

5.41 

5.68 

6.95 

60 40 

Optimum Point: 

5.28 

5-54 

5-54 

5.00 

4.82 

4.89 

5.22 

5-49 

5.77 

7.29 

Cost Rate: 

5.11 

5-43 

5-27 

4.69 

4-57 

4.56 

4-77 

5.41 

5.67 


Per cent of Bonds 

45 

55 

46 

43 

44 

30 

-0— 

52 

53 



* Source: The Problem of the "Rate of Return" in Public Utility Regulation, p. 152. 

during the period under consideration the proportion of bonds in the capital 
structure of utility corporations should not have exceeded 55 per cent, and 
that most of the time the proportion should have been substantially less than 
50 per cent. 

The effects on total capital costs of introducing varying amounts of pre- 
ferred stock into a capital structure which consists of bonds and common stock 
are suggested in Table 40. The introduction of preferred stock would not have 
reduced the total cost of capital in every instance. Where the proportion of 

Ibid., p. 146. 
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funded debt in the total capitalization was small, there was some economy in 
the substitution of preferred for common. But the reverse situation may pre- 
vail where the bond issue is relatively large. In March, 1937, the substitution 
of preferred stock for common would have resulted in an increase in cost in 
every instance but one. If the preferred stock had been substituted for bonds, 
it appears that there would have been a saving in cost, provided that the pro- 

TABLE 40 

Effect upon Estimated Overall Cost of Capital of Inclusion of 
Preferred Stock in the Capitalization 


Per cent of Overall Cost of Capital {Per cent), 

Income Required Where the Following Percentages of Income 

for Preferred Dividends Are Absorbed by Bond Interest: 


As at March 1938: 

20 

30 

40 

5 ° 

None 

5.76 

5.50 

5-51 

6.17 

10 

5.65 

5.41 

5.50 

6.18 

20 

5.58 

5-44 

5.56 

6.20 

'As at March 

None 

4.84 

4.71 

4.76 

5.01 

10 

4.81 

4.74 

4‘% 

5.09 

20 

4.85 

4.82 

4.93 

5-17 


* Source; The Problem oj the "Rate of Return" in Public Utility Regulation, p. 153. 


portion of income absorbed by bond interest was above 30 per cent, but if 
bond interest absorbed less than 30 per cent, bonds would have been more eco- 
nomical than preferred stocks. 

The preceding discussion and the accompanying statistics have been intro- 
duced to illustrate the type of analysis that should accompany the determina- 
tion of the rate of return and to suggest the significance of various data avail- 
able to regulatory bodies. The specific figures are valid only for the period for 
which they were calculated, but they reveal significant relationships that are 
presumably persistent. 

6. SPECIAL PROBLEMS RELATING TO THE RATE 
OF RETURN 

Indeterminate Capital Costs. In many instances where the commissions 
and courts are called upon to establish the proper rate of return the capital 
costs of the utility are indeterminate. The costs may be indeterminate under 
several different circumstances: The regulated service may be rendered sub- 
ject to conditions of joint costs. The rate order may involve only a part of the 
service area of the utility. The common stocks, and perhaps other securities, 
of the operating company may be held by a holding company so that there is 
no market price for the equity securities of the operating company. In all of 
these instances, it is not possible for the commission to find directly the costs 
of capita] with respect to the service which is being regulated, and resort must 
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•be had to indirect methods in an attempt to secure objective evidence of the 
proper rate of return. 

An Uneconomical Capital Structure. Since the regulation of securities 
and capitalization is not yet a part of the commission’s responsibilities in some 
states, and in other states is only a recent addition to the jurisdiction of the 
commission, it must often happen that the commission will be confronted 
with a utility whose revenue requirements could be substantially reduced if its 
capitalization were better adapted to the preferences of investors and the con- 
ditions of the capital markets. Where an uneconomic capital structure is the 
result of a change in investment conditions and where that capitalization was 
reasonable under the circumstances that prevailed when the securities were 
issued, it would be quite unfair if the utility should be prevented from earn- 
ing a return commensurate with its requirements. On the other hand, an un- 
economic and imprudent capitalization requires the commission to decide 
whether, with such consideration to investors as they are entitled to under 
the circumstances, the long-run interests of consumers in a rectification of the 
capital structure are more important than the consumers’ immediate interest 
in the uninterrupted continuity of the service. The commission must also take 
into account the effect of the failure and reorganization of any utility cor- 
poration, however mismanaged in the past, upon the investment quality of 
all utility securities and upon the capital costs to other utilities. 

The Denial of a Fair Return. Are there any circumstances, other than an 
uneconomical capital structure, which would lead a commission or a court to 
deny the utility a right to a reasonable, or a nonconfiscatory, rate of return.? 

Where the utility has voluntarily established rates which subsequently prove 
to be unremunerative, the commission may possibly be justified in denying a 
reasonable return. It is unnecessary to argue that the mere fact that certain 
rates voluntarily established by the utility are unremunerative does not justify 
the utility in seeking higher rates from other classes of business in order to 
make good the deficiency. But cannot the utility increase the unremunerative 
rates.? This would seem to be the obvious and proper solution, but under 
some circumstances an increase in the rates would be equivalent to an aban- 
donment of the service. If consumers have made substantial investments in 
order to take advantage of the service offered at the low rates, it would be un- 
just to force them to pay higher rates. 

The utility may be bound by franchise restrictions to the continuance of a 
rate which makes it impossible for the company to earn a fair rate of return. 
Although the utility has no legal right to be relieved from the observance of 
the franchise rates so long as it continues to enjoy any of the benefits under 
the franchise, it may be wise public policy for the legislature to authorize the 
commission to waive unremunerative franchise provisions, where their con- 
tinuance would jeopardize the ability of the utility to render satisfactory serv- 
ice to consumers generally.^® Temporary or emergency orders may without 
impropriety impose unremunerative rates upon a utility company.®*^ 

Where the Utility is Unable to Earn a Full Return. What policy shall 
the commission follow when the utility is faced with competition or is operat- 
es Chapter VII. 50 Chapter IX. 
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ing in a static or declining market, and is unable to earn a return that includes 
the full current costs of capital ? If the inability of the company to earn the 
full return is the result of an investment which is out of proportion to the 
market which the utility is serving, the loss must fall on the security holders, 
for the responsibility for the unprofitable condition cannot be placed on the 
consumers. If the inadequate earnings are the result of the company s inability 
to secure new capital for the modernization or extension of its service, the 
only solution is probably a reorganization which will write down the capitali- 
zation to the level where new capital can be attracted. In the usual situation, 
the commission is helpless to aid the utility, since any increase in the price will 
presumably be followed by a reduction in the demand for the utility’s service. 

Depression Problems. Every depression brings demands from consumers 
for rate reductions at a time when the revenues of utilities can least afford such 
reductions, and requests from utility companies for rate increases when con- 
sumers can least afford a higher price for utility services. The policy of ad- 
justing utility rates so that the company would always earn a fair return and 
never more, would call for rate reductions in periods of prosperity when the 
volume of business is large and for rate increases at a time when the gross 
revenues decline more than costs can be reduced. In the interests of general 
business recovery, it would be desirable if utility rates could be reduced in 
periods of depression, both to maintain the demand for the utility service and 
perhaps to encourage an expansion of the capital investment of the utility at 
a time when the capital-goods industries are largely unemployed, and also to 
permit consumers to have a larger proportion of their incomes for expenditure 
in other directions. Yet the maintenance of the credit of utilities generally re- 
quires that they continue interest and dividend payments during depression 
years. The logical solution of this dilemma is to permit the utility to earn in 
excess of current requirements during periods of prosperity for the specific 
accumulation of an earnings-equalization reserve, so that its earnings may fall, 
below a fair return during depression years without any untoward effects 
upon the credit of industry. 

Are Capital Costs to be Accepted as Unchangeable? In the past, regula- 
tion seems to have proceeded largely upon the assumption that the commission 
could only discover what the fair return was and prescribe rates accordingly. 
This attitude is contrary to the basic philosophy of regulation, which is essen- 
tially remedial and forward-looking. It is not only the privilege but the obli- 
gation of the commission to seek to determine whether the rate of return is in 
excess of the lowest that would suffice to provide capital adequate for the ren- 
dition of the utility service. 



CHAPTER XVI 


A CRITIQUE OF THE PRESENT-FAIR-VALUE 
POLICY 

I. TENTATIVE CONCLUSIONS RESPECTING JUDICIAL 
PRESENT FAIR VALUE 

In the earlier examination into “The Present Fair Value Concept of the 
Courts” certain tentative conclusions were presented as to the nature and sig- 
nificance of present fair value. It was contended, with considerable supporting 
evidence, that present-fair-value doctrine did not originate historically as a 
standard for the administrative determination of “reasonable” rates, but arose 
simply as a statement by the Court of the considerations that prompted it to 
declare certain prescribed rates “confiscatory.” A fuller examination of the 
problems and usages of rate regulation has indicated that regulation by the 
legislatures and commissions to secure reasonable rates may be guided by 
principles and procedures quite different from those which the courts have 
adopted for judging whether prescribed rates are in effect confiscatory. 

No inc|uiry into the workings of regulation was necessary in order to recog- 
nize that the legal theory which founded the present-fair-value doctrine on 
the “condemnation analogy” was illogical and inconsistent. 

A third tentative criticism, to which nothing need here be added, deplored 
the tendency to minimize the very important differences between the prop- 
erty rights of the utility and the property rights of unregulated businesses. The 
utility’s immunity from direct competition, the stability of the demand for its 
product, the concern of regulatory agencies for the financial health of the en- 
terprise, and the constitutional protections against the imposition of confisca- 
tory rates, all combine to place the utility in a favored position, legally and 
economically. There is, consequently, little reason to ignore the investors’ ap- 
praisal of these advantages in determining what earnings are necessary to re- 
tain and attract capital for utility enterprises. 

Finally, certain logical inconsistencies in the formulation and application of 
the fair-value procedure were remarked. These inconsistencies were primarily 
concerned with the theoretical validity of the reproduction-cost measure of 
value, the use of the market-value standard for the appraisal of land, and the 
double recognition of increases in the general level of prices through increases 
in both the rate base and the rate of return. This last practice is so harmful that 
it will receive further attention in the present chapter. 

2. CRITERIA OF EFFECTIVE RATE REGULATION 

The present-fair-value policy has been the target for extensive and divergent 
criticism. What touchstones are available to test the functioning of present 
545 
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fair value and other proposed policies for the control of utilities’ rates and 
charges, and to appraise the criticisms of those policies? 

It is suggested that there are six criteria by which the success of a program 
of rate regulation may be judged. The effects of the regulation should be 
equitable. The utilities should be always able to attract new capital, when and 
as needed, on favorable terms. Regulation should be administered efficiently. 
The regulated industry should maintain high standards of quality with re- 
spect to its service. The services of utilities should be available to a large pro- 
portion of the population. And the results of regulation should conform to 
principles of economy. 

Equity. The application of the equity standard may be concerned with the 
relations of consumers and the utility company or of consumers and investors. 
Those who concentrate their attention on the relation of the consumers to the 
corporation would remark that it is immaterial to the consumers how the cor- 
poration deals with those who provide the funds with which the enterprise is 
carried on, that investors make their several bargains with the corporation, or 
rather with each other, and that these contracts may be left undisturbed by 
regulatory agencies. Those who would look to the natural persons would in- 
sist that the bargains between the corporation and the various classes of se- 
curity holders are of legitimate public interest, and that the utility may be re- 
quired to make such investment bargains as shall enable the service to be 
supplied at the lowest overall cost to consumers. The extension of control over 
security issues and capital is perhaps an index of the wider acceptance of the 
second point of view. In the analysis which follows it will be assumed that 
regulation is equitable when it deals fairly with the consumers on the one 
hand and the investors on the other. 

It wall be assumed that, at least under all normal circumstances, consumers 
should provide the efficiently managed corporation with the revenues requisite 
for the payment of all operating expenses, plus such revenues for security hold- 
ers as their contracts with the corporation, or their legitimate expectations in 
the case of the common stock, require.^ 

Attraction of New Capital. All wmuld agree that as long as utility indus- 
tries remain under private management, the utility corporation must be able 
to attract new capital, as needed, on favorable terms. Regulation must recog- 
nize that the utility corporation secures its capital funds largely through the 
sale of securities, the normal earnings not being sufficient to pay the going 
rate on outstanding securities and to provide for the normal capital growth of 
the industry. Furthermore, the utility sells its securities on a competitive basis, 

^The position of those who would judge equity in ternns of the relations of tlie consumers 
to the corporation may be summarized as follows: The income of the corporation should suffice 
to cover the operating expenses plus a return on the present value of the utility plant equivalent 
to the rate at which capita! is seeking investment in enterprises with similar risk characteristics. 
If the present value of the utility is less tlian the investment, consumers cannot be asked to pay 
a return on more than the pre.sent cost of providing the service. But if the present cost is more 
than the investment, the consumers, paying on that higher present cost, are paying no more than 
the .service is currently worth, and a failure of consumers to pay that sum would prevent tlie 
utility from being able to stabilize its real income. Present fair value is said to place all costs, 
operating expenses and return on capital investment, on the basis of the present-day costs of 
operation. 
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•and its securities must be as attractive as other current investment offerings. 
Any policy that handicaps the utility in the attraction of capital ultimately in- 
creases the costs of the service to consumers. And anything that prevents the 
utility from obtaining such capital as it requires will cause a deterioration in 
the quality and adequacy of the service. 

Administrative Efficiency. If regulation is to be considered successful, all 
problems that require the attention of regulatory agencies must receive prompt 
consideration. Regulation is not successful if the commission, through inade- 
quate staff or multiplication of responsibilities, is able to consider complaints 
and petitions only on a hit-or-miss basis. Moreover, whenever economic mal- 
adjustments arise, the commission must be able to effect an expeditious solu- 
tion; rate adjustments, especially, should be made promptly when new con- 
ditions render the prevailing charges unfair to either the consumer or the 
company. Finally, it cannot be said that administrative efficiency has been 
achieved if judicial review of the commission’s orders is commonplace. The 
commissions’ standards must be objective and understood by all; its pro- 
cedures must be prompt and directed to achievement of economically sound 
solutions; the results must be fair to consumers and investors. 

Quality of Service. The consumer has, in general, received excellent serv- 
ice from his public service corporations, and consequently the question of 
qualitative standards has not intruded much into the public consciousness. Yet 
wherever a utility is unable to maintain the accustomed standards of service, 
consumer reactions clearly indicate that service commensurate with the de- 
velopment of the industries’ technologies must be an essential objective of 
regulatory policy. 

Availability of Service. An often overlooked criterion of successful regu- 
lation is the proportion of the population which is able to secure the utility 
services and the intensity of the use which is made of those services. The 
principal utility services are such essential parts of contemporary standards 
of living that public policy cannot fail to measure the performance of the in- 
dustry and its regulatory agencies by the proportion of potential consumers 
who avail themselves of utility services. The availability of utility services is 
not simply a matter of the extension of service lines into new geographic 
areas; it is even more an economic problem of so reducing the cost of service 
that those to whom the service is physically available will be able to become 
consumers. 

Economy. The standard of economy is concerned with the function of price 
as the regulator of economic activity. Economy is satisfied when there is 
such a distribution of productive effort, relative to the consumption or use of 
goods and services, as to maximize the satisfactions of the community, within 
the limits set by the available resources. The standard is admittedly an in- 
definite one, incapable of precise measurement. It is even logically defective 
in a community characterized by extremes of inequality in the distribution of 
wealth and income. Yet the standard has a practical significance with respect 
to regulated industries. In this practical application, economy is concerned 
with the prices prescribed for, or instituted by, utility companies. The eco- 
nomically correct price is achieved when the costs of each product or service 
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are j ust covered by the payments to the producer. But costs are a function of 
the volume of production, normally decreasing with an increase in the volume 
of output. The standard of economy is satisfied only when price is so adjusted 
as to permit the utility to achieve optimum volume and minimum unit costs; 
and output should be expanded as long as the price which consumers are able 
and willing to pay is equal to the cost to the utility of rendering the additional 
service. If price is in excess of this quantum, consumption is uneconomically re- 
stricted; if price is less than that amount, consumption is subsidized and un- 
warrantedly expanded, presumably at the expense of an uneconomic curtail- 
ment of production elsewhere. 

The above criteria are arranged in the approximate order of their im- 
portance. With these criteria in mind, the criticisms of the present-fair-value 
policy may be examined. For convenience of exposition, these criticisms are 
grouped around four points of reference; the theoretical criticisms, the criti- 
cisms of policy, questions of administrative efficacy, and the economic criti- 
cisms. 


3. THE THEORETICAL CRITICISMS 

The theoretical criticisms require serious consideration in judging the 
soundness of regulation. On the theoretical level, the criticisms of present fair 
value are concerned with five matters: the legal theory of rate regulation, the 
previously mentioned eminent-domain fallacy, competitive prices as an ob- 
jective of regulation, the nature of the evidence and the character of the in- 
tellectual process by which present fair value is found, and the theoretical 
weaknesses of reproduction cost. 

The Legal Theory of Rate Regulation, The outstanding characteristic of 
utility rate regulation in this country is the absence of a clearly defined legal 
theory governing its procedures. This has been largely the responsibility of the 
legislatures. Beyond the general standard of reasonable and nondiscrimina- 
tory rates, statutory instructions have been confined to such purely procedural 
matters as the holding of hearings, and the filing of written findings of fact 
and opinions in support of orders. The courts have enunciated certain rules re- 
specting rate regulation in the process of judicial review, rules presumably 
valid only for determining c]uestions of confiscation. Nonetheless the standards 
of the judiciary have tended to become a part of the regulatory technique of 
commissioiLs— partly by the ill-advised insistence of the lower courts, partly 
by the usage of those commissions that have preferred an authoritative stand- 
ard to reliance upon their own judgment, and partly by the action of a few 
state legislatures that have enacted the judicial rule into statutory law. The 
confusion of legal theory has been furthered by the occasional carelessness of 
the courts in explaining precisely the grounds for their reversal of commis- 
sions and by a lack of verbal economy which has permitted the written opin- 
ions to include dicta that go beyond the necessities of the case. Other exam- 
ples of the confusion of legal theory are illustrated by the recurrent emphasis 
on “value” as the standard for the establishment of rates and by discussions 
which refer to matters that are pertinent only to the irrelevant “market 
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•value.” ^ In short, the legal theory o£ rate regulation is “groping and con- 
fused.” 

The Eminent-Domain Fallacy, The eminent-domain fallacy has already 
been discussed at some length, but an enumeration of the theoretical objec- 
tions to present fair value would be incomplete without the inclusion of the 
most basic of all criticisms of the origins of the fair-value standard. Since the 
relevant value for eminent-domain proceedings is derived from the earnings 
of the property, an adherence to eminent-domain principles would prevent 
any reduction in rates which would reduce the earnings, and thereby the value, 
of the property. This has been recognized by most of the members of the 
Court, but the continued return to the condemnation analogy opens the door 
to the introduction of many evidences of value that are irrelevant to the pur- 
poses of rate regulation. 

Competitive Prices and Present Value. There is one school of thought 
which holds that regulation should seek the establishment of those prices 
which would prevail under competitive conditions. The standard of competi- 
tive prices would assure, it is said, the full utilization of productive capacity. 
The maintenance of competitive prices would allegedly result in the optimum 
volume of investment in the industry. And the final result of adherence to 
the competitive-price standard in both regulated and unregulated industries 
would presumably be the most effective distribution of the capital and labor 
of the community; that is, productive effort would be so allocated that, with 
full employment of capital and labor, there could be no increase in the pro- 
duction of one commodity or service without a greater loss in total satisfac- 
tions through the concomitant decrease in the production of some other com- 
modity or service. 

Does competition in the unregulated industries produce the effects which 
its advocates assert would follow the application of a competitive-price stand- 
ard to the regulation of utility prices } It must be recorded that there are many 
exceptions and substantial margins of error. While there is a long-run tend- 
ency for prices to be adjusted to costs under competitive conditions, there is 
no necessary correlation between prices and costs in the short run. Also, the 
long-run costs to which competitive prices tend to conform are not the costs 
of production with existing capital equipment but rather the costs of pro- 
duction with the type of capital equipment which is being currently installed. 
Furthermore, competition is an effective guaranty of efficiency in production 
only if there exists the threat that the inefficient will be eliminated, and if that 
threat is removed by the appearance of conditions of imperfect competition, 
there is no guarantee that prices will approximate costs or that costs will be 
as low as conditions of efficiency would permit. 

Does the present-value method conform to the competitive standard.? The 
characteristics of competition suggested above indicate that the answer must 
be in the negative. The costs which the present-value method sets forth are 
concerned with an existing instrument of production that may not conform, 

2 An example of this confusion is to be found in Mr. Justice Butler’s remarks in the Denver 
Stock. Yard Company case, 304 U.S. 470, 479 (1938). 

® Clark, Social Control of Business (2d ed., 1939), p. 315. 
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in its cost characteristics, to the modern plant. The total costs of operation, 
overhead as well as variable, are usually provided for in the rates, even though 
the full capacity of the plajit is not engaged in production. Finally, the prices 
prescribed are prices for different classes of service. All classes of the utility’s 
service are produced by a common plant and a common organization; over- 
head costs bulk large and there is no possibility of an accurate determination 
of the full costs for each service. Certainly the present-value method does not 
provide either the total income or the price for each category of service that 
would prevail under competitive conditions. 

Is the competitive-price standard either necessary or helpful to the efficient 
conduct of the utility industry? Where only one utility operates in a given 
community— the normal situation throughout this country — there is no pos- 
sibility that public policy would require the liquidation of that corporation, 
but if public policy should require that that company be replaced by another, 
there are more direct means of arriving at such a decision than attempting to 
measure the performance of the existing utility under competitive prices. The 
competitive relations which the utility has in the market for supplies, labor, 
and capital provide a standard without the necessity of attempting to find a 
competitive price for the utility’s service and without pursuing the digressions 
of valuation and the present-fair-value rate base. To achieve a competitive ad- 
justment between utilities and other industries, it is only necessary that the 
utility’s total income be so regulated as to enable it to be a competitive pur- 
chaser of supplies, of labor, and of capital. 

The Nature of the Evidence and the Character of the Intellectual 
Process. The determination of fair value has been described as “the most spec- 
ulative undertaking” imposed on the courts “in the entire history of English 
jurisprudence.” '^ The objective, “present fair value,” is capable of definition 
only in teleological terms; it is the pecuniary sum on which the utility is legally 
entitled to earn a fair return. The fair return is in effect defined in terms of 
the fair value, for it is normally that percentage rate of earnings on the fair 
value which is necessary to enable the utility to attract capital. 

Much of the evidence which is recognized as pertinent to the determination 
of fair value is at least once removed from the facts, and consists of opinions 
and predictions. Indeed, “every figure ... set down with delusive exactness” 
is “speculative.” ^ The valuation process involves a consideration of a mass 

^ “In a.ssuming the task of determining judicially the present fair replacement value of the 
vast properties of public utilities, courts have been projected into the most speculative undertaking 
imposed upon them in the entire history of English jurisprudence. Precluded from consideration of 
the unregulated earning capacity of the utility, they must find the present theoretical value of 
a complex property, built up by gradual accretions through long periods of years. Such a prop- 
erty has no market value, because there is no market in which it is bought and sold. Market 
value would not be acceptable, in any event, because it would plainly be determined by estimates 
of future regulated earnings. Estimates of its value, including the items of ‘overheads’ and ‘going 
concern value,’ cannot be tested by any actual sale or by the actual present cost of constructing 
and assembling the property under competitive conditions. Public utility properties are not thus 
created full fledged at a single stroke. If it were to be presently rebuilt in its entirety, in all 
probability it would not be constructed in its present form. When we arrive at a theoretical 
value based upon such uncertain and fugitive data we gain at best only an illusory certainty.” 
(Mr. Justice Stone, in Wesi v. Chesapeake & Potomac Tel. Co., 295 U.S. 662, 689 [1935].) 

® Louisville v. Cumberland Tel- & Tel. Co., 335 U.S. 430, 436 (1912). 
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-of complex and detailed evidence, most of which is selected for the purpose 
of /‘proving” a value commensurate with the interests of particular parties. 
The admissible evidence has not been specified or defined, and while some 
of it is irrelevant, even more of it is incompatible with other evidence that is 
submitted. No rule exists for reconciling or selecting from among the evi- 
dence other than the statement that “fair value” is sought. Even the members 
of a single tribunal are seldom agreed on the reasoning process by which the 
conflicting evidences of value are transmuted into “fair value.” In the end, 
fair value is either an illogical compromise between conflicting and essentially 
irreconcilable evidence or an arbitrary decision guided by considerations in- 
capable of precise formulation.*^ 

Theoretical Weakness of Reproduction Cost. In a search for value, re- 
production cost can only indicate the maximum beyond which the “market” 
or “commercial” value cannot rise. And the reproduction cost of the par- 
ticular property or instrument is significant evidence of its value only if the 
property or instrument would be reproduced in identical form. Otherwise the 
significant “reproduction cost” is the “cost of replacement” with the current 
equivalent of the property or service instrument that is being evaluated. 

Historically, reproduction cost came into the regulatory process at a time 
when direct evidence of cost was not available; it has been continued in use 
to measure, not what it would cost the utility to supply the service under con- 
temporary conditions, but what it would cost the utility to provide itself with 
the present instrument of service under present conditions — that is, reproduc- 
tion cost has functioned as a measure of a highly peculiar and hypothetical 
cost. On the basis of its hi.stoncal origin and practical usage, critics of the 
present-fair-value base contend that the present role of reproduction cost is 
illogical and unnecessary — in effect, that the rate base can be determined from 
direct evidence of the actual cost of the service instrument to the utility cor- 
poration. 


4. CRITICISMS OF POLICY 

For want of a better descriptive term, “criticisms of policy” serves to desig- 
nate four unrelated objections to the present-fair-value procedure: the fact 
that regulatory policy is largely a judicial rather than a legislative policy, a 
failure to do complete justice to consumers, the presence of certain elements 
of unfairness to investors, and the pricing of utility service at more than in- 
crement cost. 

Legislative or Judicial Policy. It is a basic principle of utility regulation 
that the primary responsibility for regulation rests with the legislature. The 
legislatures, however, have not been specific in prescribing the regulatory pro- 
cedure by which rates should be determined. When the legislature is silent, 
the commission, as its representative, should presumably be competent to se- 
lect the appropriate procedure to establisl^ reasonable and nondiscriminatory 
rates. Yet in general, the methods of regulation are neither those prescribed by 
the legislatures nor those devised by their commissions; the courts have in fact 

® Sotithwestern Bell Tel. Co. v. Comm., 262 U.S. 276, 292-296 (1923). 
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provided the methods of regulation. As will appear from the criticisms of the 
administrative aspects of rate regulation, the standards which have becqme 
habitual with most commissions are not well adapted to rate regulation. 

Two remedial courses are open. First, the Supreme Court should adhere to 
the doctrine that the “legislative discretion implied in the rate making power 
necessarily extends to the entire legislative process, embracing the method 
used in reaching the legislative determination as well as that determination 
itself,” ‘ and it should eschew all statements that can be interpreted as an in- 
terference with the legislative method. Secondly, the legislatures should exer- 
cise their undoubted power to prescribe the general features of a rate-control 
procedure that would be adapted to the tasks confronting their commissions. 

Justice to Consumers. Justice to consumers, in the form of reasonable and 
nondiscriminatory rates, is the fundamental purpose of all utility regulation; 
yet critics find in the fair-value method an obvious explanation of the failure 
of regulation in protecting the consumer. 

First, there is the inability of the commissions to discover and promptly 
revise those rates and charges which are unnecessarily high. While other ele- 
ments are involved, the fundamental difficulty is that rate regulation by the 
fair-value method is so costly and time-consuming that many matters which 
should receive the attention of regulatory authorities go uncorrected by de- 
fault. Furthermore, even those rate cases that do come before the commissions 
are too often decided with a greater regard for the interests of investors than 
for consumers, simply because the commission is anxious to avoid the delays 
of judicial review which might “indefinitely” postpone such benefits to con- 
sumers as are expected to accrue from the commission’s orders. 

Secondly, there are the excessive earnings which the fair-value base permits 
in periods of high prices. Dissatisfaction is enhanced by the fact that these 
large earnings accrue chiefly to the common stock and bear no relation to the 
actual financial requirements of the corporation. Though rates and the rate 
base are responsive to high prices, they are not equally responsive to low prices, 
for commissions and courts seldom reduce the rate base in proportion to the 
decline in prices. 

The most serious charges of injustice to consumers grow out of unearned 
increments which utility corporations are able to claim under the present-fair- 
value standard. First, the most important of the unearned increments is that 
associated with the increase in the rate base in response to a rise in the general 
level of prices. Secondly, the treatment of land values commonly permits the 
company to earn on a sum far in excess of actual investment. Thirdly, the most 
valid, and from the point of view of public confidence in regulation, the most 
serious, criticism is directed against the inclusion in the rate base of imaginary 
expenditures. These imaginary items cluster around allowances for overhead 
costs and intangible elements of value, but they are also associated with physi- 
cal property, as witness the claims of the railroads with respect to land in The 
Minnesota Rate Cases? It was a similar claim for water rights that goaded 

r Mr. Chief Justice Hughes in the Los Angeles Gas &■ Electric Corporation case, 289 U.S. 287, 

304(1933). 

® 230 U.S. 352, 450 et seq. (1913). 
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•Mr. Justice Black into that outburst which immediately became a classic of 
regulation literature.^ In deference to the judiciary, it should be noted that the 
grosser claims for unearned increments, those based upon such imaginary 
expenditures, are commonly received with scant courtesy. 

Unfairness to Investors. There exists the danger of unfairness and injury 
to investors when the corporations, and not the investors, are regarded as the 
parties entitled to a fair return. Certainly the rate base adopted by the com- 
missions and the courts should not characteristically destroy values upon the 
basis of which investors have made their commitments. Yet this is what might 
readily happen if the fair-value rate base were rigidly applied. A downward 
adjustment of the rate base to conform to falling prices would radically re- 
duce the earnings available for junior security holders. Or again, if commis- 
sions follow the courts in focusing their attention exclusively on the presently 
existing property, investors may suffer from an absence of adequate provision 
for accruing depreciation, with no opportunity to recoup for these deficiencies. 
The interests of investors are furthered if the corporation is able to earn a 
reasonably stable income or if it is able to accumulate such surplus and re- 
serves as to offset fluctuations in its revenues. And conversely, the interests of 
investors are jeopardized so that they may legitimately complain when fluc- 
tuations in income are unnecessarily induced, not by economic conditions, 
but by a deliberately adopted scheme of rate regulation. In sum, there are 
many circumstances under which a strict application of the fair-value princi- 
ples of rate control would be prejudicial to the legitimate interests of investors. 

Pricing of Utility Services at Increment Costs. One alternative to the 
present-fair-value program of rate regulation, which will be subsequently dis- 
cussed,^® is the policy of increment pricing. The essence of the program is to 
charge the consumer with only the increment (or out-of-pocket) costs of the 
service, all overhead costs to be financed through payments out of tax reve- 
nues. The advocates of this proposal criticize the conventional method of 
establishing utility charges as a source of economic waste and a deterrent to 
consumption and production that would be economically and socially jus- 
tifiable. The inclusion of all costs, overhead as well as increment, in the price 
of the utility service discourages many consumers who would be willing and 
able to increase their consumption if they were required to pay only what it 
would cost the utility to produce the additional units of output. Consumers 
are prevented from obtaining a service which public policy should regard as 
desirable. The utility companies are left with idle capacity that is regarded 
as a clear instance of waste. And the industries that supply the utilities with 
their capital equipment and other materials are left with a more restricted 
market for their products and services than would exist if the utilities de- 
veloped the potential demand that awaits the adoption of the increment 
method of pricing the utility services. 

^ McCart v. Indianapolis Water Co., 302 U.S. 419, 432-433 (1938). Quoted supra, p. 473. 

10 Chapter XVII. 
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5. THE ADMINISTRATIVE EFFICACY OF THE 
FAIR-VALUE METHOD 

The administrative criticisms of the fair-value procedure lead to the con- 
clusion that the program of rate regulation has suffered a “breakdown.” These 
charges may be investigated from three reference points: the administrative 
aspects of the valuation process, the effects of fair-value rate regulation on the 
other responsibilities of the commissions, and the consequences of judicial 
review. 

Administrative Aspects of the Valuation Process, The valuation process 
tends to dominate all the thinking of commissions and companies with re- 
spect to rate control. This is partly the result of the extraordinarily laborious 
and time-consuming characteristics of the fair-value method, characteristics 
which appear to be inherent and inescapable, but it is also a product of “the 
maze of formulas and the jungle of metaphysical concepts” that beset the de- 
termination of “fair value.” So vague are the controlling principles and so 
involved are the data out of which the fair-value figures are sought that forty 
years’ experience has not produced unanimity of opinion as to the meaning 
of many of the terms and concepts that presumably “measure” value. The 
commission is asked to consider the hypothetical cost of constructing a prop- 
erty that never was constructed and never would be reconstructed, by methods 
that have not been used, at prices and costs which are largely synthetic. Ex- 
perts of varying qualifications, selected commonly with a foreknowledge of 
how they will testify, present evidence which is inconsistent and which con- 
flicts with the testimony of others, even when they purport to be working on 
the same assumptions. This may be illustrated by a brief consideration of a 
segment of the New Yorl^ Telephone Company case: 

“Flere are six different parties all trying to determine the legal return to 
which the New York Telephone Company is entitled and the range of guesses 
is nearly 100 per cent. The separate estimates of fair value June 30, 1926, fair 
rate of return, and profit to which the company was entitled, all based on 
intrastate business, were: 

Estimates of Fair Profits for New York Telephone Company 
{Intrastate business, July i, 1^26) 

Fair value Rate 

Majority of Commission 1366,915,493 7% 

Statutory Court 3975207,925 7% 

Minority of Commission 405,502,993 8% 

Master’s report 518,109,584 8% 

Company claim based on Whittemore 

appraisal 528,753,738 8% 

Company claim based on Stone & Web- 
ster 615,000,000 8% 

Thi-s is not so where the regulated utility operates under competitive conditions; the railroads 
and motor carriers are the obvious exceptions. 

Mr. Justice Black, dissenting, in McCart v. Indianapolis Water Co., 302 U.S. 419, 428-429 

(1938)- 

13 See Customsn v. Worcester Elec. L. Co.. P.U.R. 1927C, 705, 709-710 (Mass., 1927). 


Fair Return 
125,635,000 
27,804,555 

32.480.000 
41,448,777 

42,300,299 

49.200.000 
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• “In our opinion the wide spread between these estimates proves the impos- 
sibility of any degree of certainty in rate making. Regulation is lost in the 
quicksands of many hypotheses. 

“The single item of ‘going value’ is estimated all the way from a grudging 
$10,000,000 allowed by the Commission in deference to the Courts up to ap- 
proximately $54,000,000 included in the Stone & Webster appraisal.” 

Faced with irreconcilable evidence presented at hearings extending over 
months or even years and filling thousands of pages of record, commissioners 
cannot be expected to arrive at determinations that will be acceptable. With- 
out rules to guide their decisions, conclusions must, in a very real sense, be 
“arbitrary.” Admittedly “fair value” must be a “judgment concept,” and the 
derivation of fair values as a part of the regulatory process might be tolerated 
if no more satisfactory process of rate regulation could be devised, and if the 
fair values once determined were “final,” But the final blow to administrative 
efficiency is the fact that these laboriously determined fair values may be ob- 
solete before a rate order founded on them can become effective. The end re- 
sult of the valuation process may be the establishment of reasonable rates; but 
it is often only the prelude to extended and expensive litigation. 

Fair Value and Other Commission Responsibilities. The regulation of 
rates is only one of the responsibilities of the modern commission. And the 
conduct of lengthy rate cases is only one of the means by which the commis- 
sion can assure the maintenance of reasonable rates and charges. One valid 
charge against the fair-value program of rate regulation must be its interfer- 
ence with the full and effective functioning of commissions as impartial public 
bodies charged with furthering the mutual interests of investors and consum- 
ers. The commission should keep itself constantly informed as to the financial 
status of all utilities under its jurisdiction, and it should institute promptly 
proceedings to revise any charges which are other than reasonable. The regu- 
lation of capitalization and securities, the supervision of accounts and reports, 
the policing of service standards, and the study and analysis of economic con- 
ditions, are all vital parts of the regulatory program, and these tend to be 
neglected when valuation proceedings absorb the funds and energies of the 
commissions.^'’’ 

Judicial Review of Rate Cases. The determination of the rate base has 
been the most prolific source of litigation between the utilities and the com- 
missions. The first result of judicial review is delay in the institution of rates 
which the commission has found to be reasonable. The delay is really greater 
than the time consumed in the proceedings before the courts, for the fear of 

14 New York, Minority Report of the Commission on the Revision of the Public Service Com- 
missions Law, Leg. doc. No. 75 (1930), pp. 265-266. 

jt should not be forgotten that the valuation process imposes a tremendous cost on both 
consumers and investors. The energies of managements should not be diverted from their proper 
function of assuring the efficient conduct of the utility service, but such is the consequence of 
every big rate case under the fair-value standard. The indirect costs of regulation in interfering 
with the efficient conduct of the utility industries cannot be estimated. The direct costs fall on 
the whole community in the form of taxation to support commissions and courts, and on the 
consumer directly when the utility is allowed to charge the consumer with the costs involved 
in the conduct of rate cases before commissions and courts. The losses to the investor are indirect 
but nevertheless real; they are the result of the distraction of management and of the ill-will of 
consumers for the company, joint products of the contentious method of rate making. 
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judicial review is principally responsible for the extraordinary length of time 
absorbed by proceedings before the commissions. Regulation can be effective 
only if rate revisions can be made promptly in response to changing conditions; 
yet the prevailing practices with respect to rate making almost always require 
many months and sometimes extend over long years. 

Appeal to the courts does not result in a judgment by men who are better 
qualified to determine the proper rates and charges for utility companies. Un- 
less provision is made for the certification of the record before the commission, 
the taking of evidence on the entire case may be repeated. The courts, both 
lower and higher, have crowded dockets and cannot usually give as much time 
to the case as the commission, or if the courts do give the case detailed con- 
sideration, the decision is usually long delayed. Finally, the courts do not con- 
sider it within their province to establish the rates to replace those which are 
disapproved. In short, the controversy is transferred from a tribunal of special- 
ists whose full time and attention are concentrated on problems of utility regu- 
lation to a tribunal whose attention must be absorbed with a multitude of cases, 
and the evidence is heard and the decision is rendered by individuals having 
no special experience or peculiar competence in matters of utility control. In 
utility regulation, the commissions rather than the courts have, or should 
have, the qualifications that a final tribunal should possess.^^ 

The effects of judicial review upon the functioning of the commissions have 
already been suggested. Rate cases are avoided; those rate cases that arise ab- 
sorb an undue amount of the time and energy of the commission; the render- 
ing of a decision in a rate case is delayed by the necessity of considering “all 
of the relevant evidence,” and the fear of judicial reversal leads to the con- 
sideration of much that is irrelevant because there are no guiding principles 
as to what evidence is, or is not, relevant; since the utilities usually possess 
advantages in an appeal to the courts (through a long purse and expensive 
counsel), there is a natural tendency for the commissions to resolve doubts in 
favor of the companies. 

In summary, the abuses of judicial review extend far beyond the particular 
cases that reach the courts and the reprimands that the commissions receive 
when the appeal results in a setting aside of their rate orders. The precedents 
established in the courts, although ill-adapted to the requirements of commis- 
sion procedure, become obstacles to the future work of the commissions. The 
fear of judicial disapproval tempers all of the proceedings of the commissions, 
making them less independent and effective in their defense of the legitimate 
interests of the consumers. Nullification of commission regulation by judicial 
review is one of the charges which critics bring against the fair-value princi- 
ple of regulaton.^® 

See St. Joseph Stoc{ Yards Co. v. U.S. 298 U.S. 38, 88-91 (1936). 

This position was taken long ago by Mr. Justice Bradley in opposition to the Court’s first 
decision affirming the right of judicial review of rates established by legislative authority; see 
Chicago M. & St. P. Ry. v. Minn., 134 U.S. 418, 465-466 (1890). 

Minority Report of the Commission on the Revision of the Public Service Commissions Law, 
New York, Leg. doc. No. 75 (1930), p. 262. 
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6. ECONOMIC CRITICISMS 

The economic criticisms of the fair-value method of rate regulation call into 
question the very attributes of the method upon which its defenders rest their 
case. 

The Attraction of Capital. The fair-value method is not inconsistent with 
the attraction of capital, as the past history of the industry demonstrates. But 
it is asserted that the fair-value technique is ill-adapted to this purpose, and 
that it does not attract capital as economically as possible. What validity has 
this criticism The answer may be sought in a consideration of what makes 
securities attractive as investments. The investor is seeking security of princi- 
pal, certainty of income, an income equal to, or better than, the yield generally 
available on comparable risks, and marketability or liquidity if he should 
wish to convert his investment into cash. How are these attributes safeguarded 
by the fair-value method.? 

The security of principal which the present-value method seeks to attain 
is the security of real purchasing power that has been invested in the plant 
and property of the corporation. By increasing the rate base when prices rise, 
and by decreasing the base when prices fall, it is contended that the value of 
the utility’s assets remains stable in terms of the general price level. The in- 
crease in the rate base makes available a larger return in terms of dollars, but 
this larger return is presumably the equivalent in purchasing power of the 
smaller number of dollars that constituted the fair return on the previously 
smaller base. The number of dollars available for each class of security is not 
considered pertinent to the determination of the fair return. 

Assuming that a return varying with the price level is desirable to attract 
capital, it has been suggested that there are more direct means of achieving 
that adjustment than the revaluation of the entire property of a utility. The 
rate base might remain unchanged and the rate of return could be varied so 
as to adjust net income to changing price levels. It would also be possible to 
follow the Massachusetts procedure — if the securities of the utility have been 
subject to continuous regulation and there is some assurance that the outstand- 
ing securities are representative of actual investment — and, disregarding both 
the rate base and the rate of return, seek to permit net earnings sufficient to 
pay interest on the corporate debt and such dividends on the stock as will keep 
the market price of the stock at whatever level public policy decrees. 

The critics of the fair-value method deny that a return varying with the price 
level is necessary to attract capital. They point out that in a period of rising 
prices, the entire increment in the fair return resulting from the enlarged rate 
base, plus a possible increase in the percentage rate of return, accrues as a wind- 
fall profit to the common stockholders, that the common stock acquires a 
speculative character, and that investors who purchase the stock at the rela- 
tively high prices are doomed to sustain heavy losses in the market value of 
their investment if they continue to hold the stock when prices fall. In periods 
of falling prices, the income measured by a fair rate of return on the fair value 
of the property may be insufficient to permit the utility to cover its fixed 



558 ECONOMICS OF PUBLIC UTILITY REGULATION 

charges and will certainly be insufficient to permit the payment of those divi- 
dends which were reasonably expected by stockholders. The result of these 
fluctuations in the earnings of the utility and the accompanying rise and fall 
in the market prices of its securities will make the issues of the utility ex- 
ccssivelv speculative, impose unwarranted losses or bestow undeserved gains 
of both income and capital value on stockholders at different times, and, 
finally, increase the cost of capital, not only to the particular company, but to 
the entire industry. In short, the financial soundness of the company and the 
economical raising of capital are not the goals of the fair-value standard. 

The Rate of Return. The rate of return has been the neglected partner in 
the fair-value team of rate control. The principles that should guide its de- 
termination have never been embodied in concrete statistical or factual form. 
Although announcing that the rate of return should reflect the cost of capital 
to the particular company, commissions have commonly adopted a conven- 
tional rate of return, relying on precedent rather than on objective data. There 
is no possibility of more than a chance coincidence between the cost of capital 
to the utility and the rate of return which is used to measure its right to in- 
come. 

A second serious criticism is that the rate of return is usually prescribed as 
a blanket return which is often unrelated to the financial structure of the util- 
ity. Thus a 6 per cent rate of return may permit earnings of 6 per cent to the 
common stock if there is only one class of security outstanding; or 8 per cent 
if half of the capitalization is in 4 per cent bonds; or ii per cent, if one-half 
of the capitalization consists of 4 per cent bonds, one-quarter of 5 per cent 
preferred stock, and one-quarter of common. The use of a blanket rate of 
return is one basis for the charge that the fair-value method ignores the finan- 
cial needs of the utility. 

A third criticism of the rate of return concerns its relation to the rate base. 
The rate of return is presumably “equal to that generally being made at the 
same time and in the same general part of the country on investments in other 
business undertakings which are attended by corresponding risks and uncer- 
tainties.” Assuming that it is possible to find other investments attended by 
corresponding risks and uncertaintie.s, the rate of return is almost invariably 
expressed with reference to the investment in those comparable enterprises 
rather than with reference to the “present value of their property.” If at a time 
when the rate base has been increased to reflect an increase in the general level 
of prices, the rate of return also reflects the increase in the rate of earnings on 
actual investments in other enterprises, there is a double adjustment for the 
changed conditions, permitting the utility an extravagant return. And con- 
versely, a low rate of return on a present-value base that is substantially below 
the actual investment in the enterprise permits a proportionately smaller re- 
turn to the utility than would result from the same reduced rate of return on 
an actual-cost base. 

A Financially Unsound Procedure. The criticism that the fair-value 
method is financially unsound may be considered with respect to two particu- 
Bluefield W. W. & Imp. Co. v. W.Va., 262 U.S. 679, 692 (1923). 
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iars: the failure to adjust the return to the financial requirements of the util- 
ity, ^.and the fact that rates which permit the utility to prosper may yet be tech- 
nically confiscatory. 

The failure to adjust the return to the financial requirements of the utility 
are implicit in several particulars of the fair-value method. The rate base may 
be quite unrelated to the actual investment in the utility property or to the 
securities that have been issued to finance that investment. The financial obli- 
gations of the normal utility are at least partially on a contractual basis — in- 
terest on the debt and stipulated dividends on the preferred stock — yet the 
allowance of a blanket rate of return may either permit an extravagant rate of 
earnings to the common stock equity or may leave the utility with insufficient 
revenue to meet its fixed charges. 

One of the absurdities resulting from the application of the present-value 
standard is the claim by utilities that the rates which they are voluntarily 
charging are confiscatory. Again and again corporate executives have testi- 
fied that the rates they were charging were insufficient to provide a fair re- 
turn even on the actual investment (which was said to be less than fair 
value) P Of course, it is not to be concluded that a fair return on fair value, 
such as would be approved by either the commissions or the courts, would 
therefore be in excess of the revenues which a utility would be able to earn 
if it charged rates calculated to maximize its net return. But the fact is that 
the fair-value procedure permits companies to submit, and legally substan- 
tiate, claims for excessive valuations, so excessive that the companies recog- 
nize that it would be contrary to their pecuniary interests to charge the rates 
that might be justified on the alleged fair value. Such a situation apparently 
came before the Supreme Court in Lindheimer v. Illinois Bell Telephone 
CompanyP 

The Uniform Return Policy. The fair-value theory assumes that the scale 
of rates will be adjusted so that the utility shall earn only a fair return on the 
fair value of its property. This “uniform return policy” ignores the effects of 
cyclical fluctuations on the net revenues of utility companies. The presence of 
heavy fixed charges renders the net revenue of the utilities especially sensitive 
to changes in the volume of business. The strict maintenance of the uniform 
return policy would require a decrease in rates during periods of prosperity, 
when the demand for utility services is strong and the output high, and an 
increase in rates during periods of depression to offset the decline in sales. In 
the past, this policy has not been strictly applied, for the commissions have 
been inadequately staffed to initiate promptly the necessary proceedings when 
the net revenues of the utilities rose above the fair-return level; and in periods 
of depression, the decline in gross revenues has usually been principally at- 
tributable to a decline in industrial sales, and commissions have quite con- 
sistently ruled that the utility might not burden other classes of consumers 
to carry the overhead occasioned by the industrial market. 

Minority Report of the Commission on the Revision of the Rttblic Service Commissions Law, 
New York, Leg. doc. No. 75 (1930), p. 271. 

21 292 U.S. 151 (1934)- 'Sfipra, pp. 393-394. 
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The community generally would be benefited by a policy of low rates in de- 
pression and higher rates during prosperity: there would be a fuller utilization 
of productive capacity and less unemployment; there would be a release of 
consumer purchasing power; the industrial users of utility services would 
benefit from lower operating costs during depressions; the complementary 
market for appliances to be used with utility services would be more stable 
with increased stability in the sale of the utility product; and, finally, by avoid- 
ing the excessive peaks of the prosperity period, there would be a better ad- 
justment of utility capacity to the requirements of its market. 

In the past, commission policy has been closer to a “uniform rate policy” 
than to a “uniform return policy.” Because rates are not increased to offset the 
decline in return during periods of depression, commissions quite generally 
accept more than a fair return during periods of prosperity as not improper; 
and conversely, it is argued that since they are not permitted enlarged earn- 
ings during periods of prosperity when unregulated enterprises enjoy large 
profits, the utilities should not be required to accept reduced earnings during 
depressions. This policy probably results in higher costs to the consumer than 
would a more deliberately planned arrangement to assure the financial sound- 
ness of utilities. 

The Rate Base and Changing Price Levels. One alleged advantage of the 
prescnt-fair-value rate base is the fact that the base is adjusted upward with 
an increase in the general level of prices and downward with a decline in the 
price level. The change in the rate base, and any corresponding change in the 
rate of return, is said to give stability of utility income and utility prices in 
terms of purchasing power. 

Stability of income in terms of purchasing power is said to benefit the con- 
sumer, the investor, and the corporation. And it is also argued that the entire 
economy would share in these benefits. Why, it is asked, should the consumer 
be required to pay more for a utility service than it would now cost a new 
utility to supply that service.'^ If the consumer is asked to pay more than the 
current cost of the service, it is contended that there will be dissatisfaction 
with the utility and a growing demand for the establishment of competing 
publicly owned enterprises. If the decline in costs is the result of a fall in the 
general price level, investors will not be injured by receiving a smaller dollar 
income, since the dollar will have an enlarged purchasing power. The cor- 
poration will be able to manage with the smaller dollar income, for its costs, 
including the costs of capital, will be smaller in proportion to the decline in 
the dollar income. 

A preliminary observation on the validity of these arguments would call 
attention to the fact that there are great disparities in the responses which 
different prices make to changes in general economic conditions. Regulated 
prices are not alone in failing to adjust to movements of the general price 
level, especially to declines in the general level of prices. 

Furthermore, it should be noted that the fluctuations in the construction 
costs of utility properties do not coincide with the changes in the general price 
level. Thus in the testimony before the New York Commission on the Re- 
vision of the Public Service Commissions Law in 1930, the following relations 



CRITIQUE OF PRESENT-FAIR-VALUE POLICY 561 

•between the general price level and the costs of utility construction for the 
ye^,r 1929, taking 1913 as the base, were reported: 

Bureau of Labor Index of Wholesale Prices 150 

Construction costs of a typical water supply plant 177 
Construction costs of a typical electrical plant 180 

Construction costs of a typical gas plant 180 

Construction costs of a typical telephone plant 190 
Construction costs of a typical street railway plant 222 

It may be noted that these construction costs differ from the fair-value figures 
in making no allowance for such items as land values, intangibles, and similar 
items, and so it is not unlikely that the fair-value rate bases would show greater 
departures from the index of general prices. The rate base fluctuating with 
changes in utility construction costs would not produce a fair return that 
would be stable in terms of purchasing power of the dollar. 

The argument for a rate base fluctuating with changes in the general level 
of prices might be countered with questions as to why the utility requires 
additional income during periods of rising prices and how it can manage with 
a smaller dollar income in periods of falling prices. Changes in the price level 
affect the utilities’ costs in two ways: there are changes in operating expenses 
and there are changes in the “going rate” on investments. The changes in 
operating expenses would normally be reflected in rate changes without any 
necessity for a change in the rate base. Changes in the “going rate” on invest- 
ments, or the cost of capital, affect the utility that has part of its investment in 
fixed interest and dividend securities only with respect to its common stock. 
For the common stock, adjustments of the dividend and earnings rates are de- 
sirable, both for the protection of the corporate credit when prices are rising 
and for the benefit of consumers when prices are falling. However, a change 
in the earnings available to the common stock can be accomplished without a 
laborious revision of the entire rate base. 

Recognition of the contractual obligations of the corporation to its bond- 
holders and of its economic obligations to the preferred and common stock- 
holders — namely, to pay those returns upon which the legitimate expectations 
of the investors are based and in accordance with which they purchased their 
holdings in the corporation — is called in question by the supporters of the 
fluctuating rate base. Why, it is asked, should the investors in utility corpora- 
tions be protected from changes in income that come to all other investors? 
To which the answer is that the protection of the legitimate expectations of 
the investors is important to the consumer, for in proportion as the risks of 
utility investments are diminished, the lower cost of capital will benefit the 
consumer. 

Managerial Efficiency. There is no provision in the present-fair-value pro- 
cedure to assure or encourage efficiency in the conduct of utility enterprises. 
Such stimulus to efficiency as exists comes from the defects of the system. In 
theory, an increase in utility earnings above the level of the fair return would 

22 New York, Leg. doc. (1930), No. 75, p. 347. This was the testimony of Mr. Olson, vice- 
president of the American Appraisal Company. 
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lead to a downward adjustment of rates, but practically the tasks of valuation 
and rate revision are so laborious, so time-consuming, and so exposed to ob- 
structionist tactics by the utilities, that commissions hesitate to undertake rate 
revisions unless driven by public opinion, and even where they have the will 
to make revisions, the changes in rates are likely to follow long after the ap- 
pearance of the surplus income. Under the doctrine of the New Yor/{ Tele- 
phone Company case,“''* the utility is entitled to keep all of the income derived 
from the charging of lawful rates. Thus, knowing that rate revisions will be 
delayed, the management is encouraged to maximize its income under the 
existing rates, or to increase that income by promotional rate reductions. Other 
than the “lag” in rate adjustments, the fair-value program makes no provision 
for the encouragement of managerial efficiency. 

7. CONCLUSIONS 

The critique of the present-fair-value method of rate regulation has pre- 
sented criticisms which are both valid and invalid; some may impress the 
reader as of little import, and others must be acknowledged to be of great 
importance. 

Judged in terms of the criteria of effective regulation, the score for fair- 
value is not impressive. By focusing attention on the corporation, the effects of 
rate control on investors are ignored or relegated to a position of secondary 
importance. Unearned income and undeserved losses may be visited upon 
consumers and investors. The present-fair-value method has not been an equi- 
table method of regulation under the circumstances that have prevailed in the 
past and does not promise greater fairness for the future. 

While the present-value scheme has attracted capital to the industry in the 
past, that seems to have been more a result of defects in its application than a 
consequence of adherence to its principles. There is good reason to believe that 
the costs of attracting capital to the utility industries could be reduced by other 
programs of control. 

In terms of administrative efficiency, the present-value method is unsatis- 
factory. Not even its staunchest defenders have ever argued that regulation 
according to the fair-value- standard was capable of simple and direct adminis- 
tration; they have executed a strategic retirement behind the statement that 
the difficulties encountered are no excuse for failure to undertake the necessary 
responsibilities of regulation. Critics have described the present-value pro- 
cedure, from the administrative point of view, as “costly,” “time-consuming,” 
“litigious,” and “futile”; and it must be acknowledged that all of these criti- 
cisms have hit on a broad target. 

The operation of utilities, at least since the industry passed the promotional 
stage, has been characterized by the maintenance of high standards of service. 
This achievement cannot be credited to any allegiance which either regula- 
tory authorities or companies have shown to the fair-value method of rate 
regulation. 

The record of utility industries and regulatory authorities is less than per- 
271 U.S. 23 (1926). 
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.feet with respect to the availability of utility service. It is true that modern 
utility services are more widely used in this country than in other countries, 
but such would be a normal consequence of our higher standard of living. 
Progress in that direction, however, is dependent upon the price of the utility 
service and the availability of cheap capital for expansion of the service. Thus 
the question is whether the present-value method of rate regulation is likely 
to make capital available at the lowest possible cost and whether it will result 
in the lowest practical level of charges. Thus analyzed, the fair-value method 
seems to afford a poorer performance than might be expected with other pos- 
sible methods of rate regulation. 

The criterion of economy has been analyzed by considering the economic 
arguments for and against the adjustment of the rate base to changing price 
levels. In that discussion it was pointed out that utility prices do not stand 
alone in their inflexibility to changing economic conditions. Furthermore, 
changes in the costs of utility construction do not necessarily correspond with 
changes in the general level of prices; nor does the present-value method as- 
sure rate adjustments which will accurately reflect the changes in the cost of 
producing the utility service. 

On the theoretical level, the fair-value program of regulation encounters 
unanswerable objections. The legal theory is accurately characterized as vague 
and inconsistent. The eminent-domain fallacy is found to have infected the 
whole body of regulatory thought with respect to the fair-value standard. Fi- 
nally, the nature of the inquiry and the character of the evidence presented in 
the search for fair value are not calculated to afford a scientific or satisfactory 
method of rate control. 

With regard to considerations of policy, the most telling criticism is the 
obvious historical fact that the present-fair-value method was designed by the 
judiciary to serve the purpose of testing whether rates were confiscatory. It 
was not designed, and is not capable of serving effectively, as a method of 
establishing reasonable rates by administrative commissions. Perhaps this 
criticism can be most cogently summarized by calling attention to the fact 
that present fair value is a method of rate regulation, whereas the commissions 
should be free to work for the benefit of consumers and the industry along 
lines of f'ute planning. The substitution of regulation for planning has eclipsed 
some of the most hopeful possibilities in the entire program of governmental 
supervision of public utilities. 

It is on the economic level that the judgment of the fair-value method of 
rate regulation is most adverse. Whether attention be directed to the costs of 
attracting capital, the principles that govern the determination of the rate of 
return, the relation of the regulation to the financial needs of the regulated 
industries, the adjustment of the utilities’ gross revenues to changing business 
conditions, the effect of changing price levels on the rate base, or the en- 
couragement of managerial efficiency, the conclusions are not favorable to the 
present-value method. 

In short, while the public service industries have developed and prospered, 
some more and some less, under what has purported to be adherence to the 
present-fair-value standard, the results have not been such as would foreclose 
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the desirability of considering opportunities for improvements in regulatory 
techniques. The following chapter will be devoted to a brief consideration of 
some of the alternative methods of rate regulation that have been tried or 
proposed. 



CHAPTER XVII 


ALTERNATIVES TO THE PRESENT-VALUE 
RATE BASE 

The criticisms of the present-value rate base have naturally given rise to a 
number of remedial proposals. The foremost rival of present fair value has 
been the prudent-investment program, which has been advocated by mem- 
bers of the Supreme Court and supported extensively by both practicing and 
academic regulatory authorities. Another school of critics favors the explicit 
adoption of reproduction cost as the measure of the utility’s right to earnings, 
and adduce certain economic arguments in support of this proposal. The 
Washington Plan is the best-publicized example of the application of service- 
at-cost principles to the problem of rate control, and has been hailed as the 
means of reconciling the interests of utility and consumers. A recent proposal 
is that advanced by the “increment-cost school,” namely, that utility rates 
should be based on the increment costs of rendering the service, with all over- 
head costs covered through subsidies from tax revenues. It is the position of 
the present writer that at the present time the problems of rate regulation can 
best be solved by the adoption of a modified prudent-investment program. 

I. PRUDENT INVESTMENT 

The Development of the Prudent-Investment Program. The education 
of the public in the principles and program of the prudent-investment doctrine 
has been the work of a few individuals. When the matter of judicial review of 
rates established by legislative authority first presented to the Supreme Court 
the question of the basis upon which railroads should be permitted to earn 
a return, there was a disposition on the part of some members of the Court 
to adopt a cost basis.^ In more recent times, the names of Mr. Justice Brandeis, 
Commissioner Eastman, Dr. John Bauer, and Professor James C. Bonbright 
have been associated with the active advocacy of prudent-investment princi- 
ples. 

The Massachusetts commissions have sometimes been thought to apply the 
prudent-investment method to the regulation of public utilities in that state, ^ 
and indeed one of the earlier pronouncements for prudent investment is to 
be found in the opinion of the former Public Service Commission in The 
Middlesex and Boston Rate Case.^ And in 1917, Professor Goddard, apprais- 
ing the existing principles of rate regulation, urged the adoption of “efficient 
investment” as the rate base: 

^ Justices Harlan and Field, dissenting, in Stone v. Farmers' Loan & Trust Co., ii6 U.S. 307 
(1886). 

2 The reasons for concluding that the Massachusetts method of regulation cannot be accurately 
described as conforming to the prudent-investment program have been set forth in Chapter XIV 
and need not be summarized here. 

® Ann. Rep. Mass. P.S.C. 99, io8 (1914). 
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. . The basis for all dealings involving purchase and rate making should 
be, not actual cost, not reproduction cost, not market value, not stock gnd 
bond issue. It should be what has been well called the ‘efficient investment,’ 
i.e., the actual amount honestly and prudently invested in the utility, under 
normal conditions, no more, no less.” ^ 

Mr. Justice Brandeis’ famous separate opinion in the Southwestern Bell 
Telephone Company case, attacking the doctrine of Smyth v. Ames as eco- 
nomically and legally unsound and advocating the adoption of a cost standard 
for the establishment of reasonable rates and for testing whether prescribed 
rates are confiscatory, is a classical expression of the prudent-investment princi- 
ple. The opinion stimulated renewed discussion of the principles of rate regu- 
lation, and in the years following 1923 it served as the rallying point for those 
who became increasingly dissatisfied with the ineTectiveness of regulation 
under present-fair-value methods. Among those engaged in the administrative 
tasks of regulation, Commissioner Eastman of the Interstate Commerce Com- 
mission has been foremost in pleading the cause of prudent investment. 

The Prudent-Investment Principle. The principles governing the pru- 
dent-investment method of rate control have been succinctly stated by Mr. 
Justice Brandeis: 

“. . . The thing devoted by the investor to the public use is not specific 
property, tangible and intangible, but capital embarked' in the enterprise. 
Upon the capital so invested the Federal Constitution guarantees to the utility 
the opportunity to earn a fair return. . . . 

“The investor agrees, by embarking capital in a utility, that its charges to 
the public shall be reasonable. His company is the substitute for the State in 
the performance of the public service; thus becoming a public servant. The 
compensation which the Constitution guarantees an opportunity to earn is the 
reasonable cost of conducting the business. Cost includes not only operating 
expenses, but also capital charges. Capital charges cover the allowance, by way 
of interest, for the use of the capital, whatever the nature of the security issued 
therefor; the allowance for risk incurred; and enough more to attract capital. 
The reasonable rate to be prescribed by a commission may allow an efficiently 
managed utility much more. But a rate is constitutionally compensatory, if it 
allows to the utility the opportunity to earn the cost of the service as thus de- 
fined.” ^ 

The prudent-investment principles may be analyzed from three points of 
view : the legal, the economic, and the administrative. 

Legally, the prudent-investment method begins with a different concept 
of property from that which is implicit in the present-value method. The 
present-value method tends to regard property rights of utility corporations 

^ Goddard, ’‘Public Utility Valuation,” 15 MicA. L. Rev. 205, 223 (1917). 

In elaborating on the meaning and .significance of “efficient investment,” it was stated that 
“efficient investment” .should exclude all worn-out and cast-off equipment, all losses from mis- 
management, all earnings reinvested in the plant (even though those earnings might have been 
distributed to the stockholders as dividends), all depreciated property for which no reserve has 
been accumulated, and any property acquired in advance of the public use thereof. In inaugurating 
the program, it was .suggested that the attempt be made to discover the costs as of the date when 
the units of property were installed. 

^Southwestern Bell Tel, Co. v.Comm., 262 U.S. 276, 290-291 (1923). 
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'as entirely equivalent to those which any private business might possess, at 
least with respect to the company’s rights to reasonable earnings. It is said that 
the company may not be deprived of the mine of its property, although any 
rate order which decreases the net earnings of the utility reduces the value of 
the property. On the contrary, the advocates of the prudent-investment pro- 
gram do not associate property rights with “value.” The rights of the utility 
with respect to its earnings are measured in terms of the investment in the 
property. In their view, no taking of property occurs so long as the utility is 
allowed to earn the “cost of service,” including the cost of its capital. There 
can be no “taking of property” because the investor has “agreed,” by embark- 
ing his capital in the enterprise, that the utility’s charges shall be reasonable. 
From a practical point of view, the concept of property to which the advocates 
of prudent investment adhere emphasizes the rights of the security holders 
rather than the rights of the utility as an abstract and independent entity. 

Economically, the principles of prudent investment depart from those that 
are fundamental to the fair-value method. Essentially, this difference is found 
in the fact that prudent investment rests its determination of rates upon actual 
past costs, while the present-value method calculates utility charges on the basis 
of actual costs only with respect to operating expenses, the costs with respect 
to the capital investment being hypothetical present costs. The prudent-invest- 
ment program is more explicit than the present-value method in recognizing 
that the ability to attract new capital is the ultimate test of the reasonableness 
of the utility’s earnings. And finally, the prudent-investment method would 
regulate charges according to the needs of the utility, as measured by the con- 
tractual interest on outstanding bonds, the stipulated dividends on the pre- 
ferred stock, and the dividend rate on the common stock that was required to 
attract capital to that investment. 

Inasmuch as the prudent-investment proposal arose from the adminis- 
trative inadequacies of the present-fair-value method, it is not surprising that 
the scheme seeks to place the administrative tasks on the simplest possible 
basis. The stability of the rate base is combined with certainty as to the rate 
of earnings. Thus it is expected that the investors’ added security will enable 
the utility to attract capital on terms equally, or more favorable than those 
which would prevail if the rate base were made to fluctuate with changes in 
prices. 

The Proposed New York Bill. Since prudent investment has not been a 
method of rate regulation followed with precision by any regulatory body, it 
is necessary to turn to other than case sources for a description of the pro- 
gram. Among the unofficial authorities on public utility regulation, Dr, Bauer 
has been the most untiring in presenting the prudent-investment program.*^ 
In 1929 and 1930 a New York commission was engaged in a study of utility 
regulation, and at the conclusion of its work there rvere presented both a 
majority and a minority report, the latter recommending a prudent-investment 
program and submitting a bill for its enactment.'^ Although the bill failed of 

^Effective Regrdation of Public Utilities (1925), and with Gold, Public Utility Valuation for 
Purposes of Rate Control (1934). 

^ Minority Report of the Commission on the Revision of the Public Service Commissions Law, 
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passage, it still constitutes the most “authoritative” statement of the details 
of a prudent-investment method of regulation, and it is on this bill that the 
present analysis is based. 

The initial valuation. The inauguration of the prudent-investment program 
encounters several difficulties. First, the records of most companies do not ac- 
curately indicate the actual investment. For property acquired prior to the 
supervision of accounts, there can be no confidence in the book-investment 
figures. And even for the recent period wFen the utilities have kept their 
accounts according to a prescribed system, there can be no assurance that the 
investment has not been impaired through inadequate provision for main- 
tenance and depreciation. Secondly, a proper consideration for the legitimate 
expectations of security holders requires that there be no abrupt change in 
regulatory methods which would produce an unjustified curtailment in the 
earning power of the utility. Thirdly, a desire to avoid any constitutional dif- 
ficulties has caused advocates of prudent investment to recommend that their 
program be inaugurated with an initial rate base which is consistent with 
prevailing principles of regulation, thus avoiding any ex post facto features. 
From a consideration of all of these factors, it was provided that the prudent- 
investment method should be instituted with an initial valuation of each 
utility’s property. These initial valuations should “include all used and useful 
units of property,” and should “give due consideration to every element prop- 
erly considered under the law of the land, including actual cost of the prop- 
erties, reproduction cost, general expenditures, depreciation, going value, and 
any other relevant factor.” ® 

Following the determination of the initial rate base, there would be a re- 
writing of the property accounts of the utility to reflect the commission’s final 
valuation. Thereafter, all determinations of the rate base and of the utility’s 
earnings would be founded on the evidence of the company’s capital accounts. 

Accounting for capital changes. It is a vital part of the prudent-investment 
method that the capital accounts record the actual investment in the property 
used in supplying the public service. All mergers and leases of properties would 
be sanctioned only on the condition that the property should continue to be 
recorded at actual cost, less any reserve for accrued depreciation. Upon the 
retirement or disposition of any unit of property, the appropriate capital ac- 
count would be credited, the amount of the credit to be the sum at which 
the unit appeared on the books — the initial valuation in the case of property 
owned at the time of the initial valuation, the actual original cost for prop- 
erty subsequently acquired, or such sum as should have the approval of the 


N.Y., Leg. doc. No. 75 (1930), pp. 241-422. The preparation of the recommendation and bill has 
been credited to Professor Bonbright, of Columbia, a member of the commission, and to Dr. Bauer, 
consulting economist to the commission. 

®The pre.scribed procedure would have required each utility to supply a Bureau of Valuation 
with a complete inventory of its property and to assist in other phases of the work. The findings 
and all evidence assembled by the Bureau of Valuation were to be presented to the Commission 
at public hearings, and it was stipulated that the companies, municipalities, and other interested 
parties might participate in these proceedings and submit any material evidence. The final deter- 
mination of the initial valuation was the responsibility of the Comniission. 
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commission i£ neither an initial-valuation figure nor an actual-cost figure had 
been used for the particular unit of property. 

In order to make the control over additions to, and deductions from, the 
property accounts truly effective, it was specified that the prior approval of the 
commission should be prerequisite to all except “minor” additions. The bill 
required that companies adhere to reserve accounting for depreciation on a 
service-life basis, and the commission was empowered to fix depreciation rates 
and charges to be observed by companies subject to its jurisdiction. 

The rate base. As a fuller description of the workings of the prudent- 
investment program set forth in the bill will reveal, the determination of a rate 
base would be a formality not essential to the establishment of the utility’s rates 
and charges. Nevertheless, the bill contained a formal definition of the rate 
base in terms of the company’s capital accounts. The rate base was required 
to be “an exact sum based upon ascertained facts under the supervision of the 
Commission, to be maintained as a continuous administrative matter.” 

The rate base was defined as “the sum of all the balances of the accounts 
representing property used in service, less the amount of depreciation reserve, 
and less all other reserves which have been accumulated under the supervision 
of the Commission for various operating purposes.” The balance of any un- 
distributed return and the earnings-equalization reserve (hereafter described) 
would be excluded from the rate base. To the extent that the depreciation re- 
serve should be inadequate to cover unusual and premature capital retire- 
ments, the undepreciated balance in the property accounts would be trans- 
ferred to a suspense account and amortized out of subsequent earnings. 

The fair return and the rate of return. The determination of the fair return 
would have involved two stages. The bill specifically required that the total 
return to the company should be based on the determination of separate rates 
of return on separate increments of investment. 

On the entire initial investment, the bill provided that there should be a 
single reasonable rate of return, to be fixed at the inception of the prudent- 
investment program and not to be subsequently changed. In the fixing of the 
rate of return, the commission was instructed to “consider the size and type 
of the property, the financial standing of the company, the actual costs re- 
cently incurred by the company in securing capital, and all other relevant data, 
taking into consideration the fact that the rate of return on the initial valua- 
tion, when once fixed, shall not be subject to later fluctuation.” 

For subsequent investments, the bill would have required the commission 
to fix a rate of return on each increment of investment to conform to the actual 
and reasonable cost of that investment. For bonds and preferred-stock issues, 
the rate of return was defined as the stipulated interest or dividend payments, 
with due allowance for the amortization of any discount and premiums. For 
additional investments financed by common-stock issues, the commission was 
instructed to fix in advance for each issue the rate of return which should 
thereafter apply on that increment of investment. In fixing the rate of return 
on such common-stock investment, the commission was directed to consider 
|he amount of capital actually contributed to the company rather than the par 



570 ECONOMICS OF PUBLIC UTILITY REGULATION 

value or the stated value of the shares issued. Investments made from net 
earnings available for distribution to the security holders would be classified 
with common-stock investments, the rate of return to apply to the increment 
of investment being determined at the time of investment by the commission. 
Once determined, the rate of return on each increment of investment would 
not thereafter be changed. The amount of the return would, of course, change 
with additions to, or retirements of, the investment. 

To facilitate the administration of the program, the utility companies would 
be encouraged to undertake a voluntary recapitalization in order to bring the 
capitalization into conformity with the restatement of accounts and the ini- 
tial valuation. Where the capital structure of the company should be brought 
into harmony with the rate base determined by the commission, there was 
provision for fixing stated dividends on the common stock, that is, the rate 
of return for the common stock might be fixed in the same manner as ap- 
plied to the fi.xing of the return on preferred stocks. Though the commission 
could not force the companies to submit to a recapitalization, the bill pro- 
vided that no merger or reorganization should be approved without such a 
recapitalization as would leave the securities outstanding in harmony with 
the rate base. 

A novel feature of the prudent-investment bill was the provisions govern- 
ing the accounting for the utility’s net income. The entire net earnings of the 
utility would not become available for the payment of interest and dividends. 
Only those net earnings which were required to cover the amount of the fair 
return, as above defined, could be used for the payment of interest and divi- 
dends. Any excess of net earnings over the amount of the reserve would be 
credited to an earnings-equalization, or a “rate-equalization,” reserve. And 
in any year in which the net earnings should be insufficient to meet the re- 
quirements of the fair return, the deficit might be charged against any bal- 
ance in the earnings-equalization reserve. In any year in which the full return 
could not be obtained from the earnings of the year or from the credit bal- 
ance of the earnings-equalization reserve, the deficiency could be debited to a 
suspense account. The right of the utility thus to accumulate deficiencies in 
return would be limited to three years, but any deficiency in earnings that 
had accrued within three years might be counted as a part of the fair return 
for any given year. 

The prescription of rates. The proposed legislation provided that the com- 
mission should determine annually the “cost of service,” and that it should 
establish rates calculated to produce revenues sufficient to equal that cost. 
Through the provision for an earnings-equalization reserve, it was not con- 
templated that annual revisions in rates would be necessary; the bill simply 
required that the utility’s rights with respect to income should be precisely 
and formally determined each year. The “cost of service” was defined to in- 
clude four elements: all actual and reasonable operating expenses, including 
provisions for depreciation and other operating reserves; taxes attributable to 
the public service; other charges properly incurred in the operation of the 
utility; and the fair return on the investment. Whenever the equalization re- 
serve should fall to 5 per cent of the rate base, it was provided that the com- 
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mission should increase the level of the rates and charges, if the increase should 
be commercially feasible (that is, would produce an increase in net earnings), 
and that whenever the equalization reserve should rise to 20 per cent, there 
should be a reduction in rates. 

The earnings-equalization reserve. The provision for an earnings-equaliza- 
tion reserve would provide a significant innovation. The bill provided that 
the earnings-equalization reserve should be accumulated through credits equal 
to any excess in the utility’s income for any year over “the cost of service.” The 
commission was instructed to establish rates initially with the intent of per- 
mitting the utility to accumulate over a period of ten years a maximum reserve 
equal to 20 per cent of the rate base. Charges to the reserve would be permitted 
only to the extent that the earnings of any year should be insufficient to provide 
the full return to security holders. The reserve was given a special status as 
funds “held in trust for the public” that might not be included in the rate base. 

Other provisions of the bill. The proposed measure contained detailed in- 
structions with respect to the supervision of the company’s accounting for 
depreciation. The utility would be required to accumulate an ample reserve; 
but through the requirement that the reserve for depreciation be deducted in 
the calculation of the rate base, consumers would not be compelled to pay a 
return both on the original property and on the additional property acquired 
through the investment of the depreciation funds. On the other hand, the 
utility company was specifically protected against the deduction from the rate 
base for any unforeseen depreciation; the undepreciated balance of any units 
subject to premature retirement would be amortized from subsequent earn- 
ings. Other collateral provisions of the bill are not immediately germane to 
the present discussion. 

Advantages of the Prudent -Investment Program. To what extent does 
the prudent-investment plan, as advocated and applied, promise the achieve- 
ment of a sound scheme of control.? The most frequently discussed advan- 
tages may be briefly assayed. 

Theoretical validity. It has been demonstrated that the present-value pro- 
gram rests upon a false analogy between rate regulation and the condemnation 
of property, and that historically it was the resort to this condemnation fallacy 
that induced the acceptance of a “value” standard for the testing of confisca- 
tory rates. The prudent-investment theory turns from the assumption that 
“value” or “property” has been devoted to the public service, and rests upon 
the principle that it is “capital investment” that has been devoted to the public 
service; that the “investment” has been by the individuals who have supplied 
the utility corporation with its capital rather than by the corporation. Sec- 
ondly, the basic principle is that the public enterprise shall be entitled to 
charge rates calculated to realize earnings sufficient to cover the cost of render- 
ing the service. The cost standard has been applied to operating expenses and 
taxes. The prudent-investment method would also apply the cost standard to 
the payment for the capital invested in the enterprise. Thirdly, the prudent- 
investment standard proceeds upon the theory that the utility is a going con- 
cern, and that this fact is controlling in determining the earnings that the 
com| any is to be permitted. And fourthly, the prudent-investment method 
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regards the utility plant as an organic unity; it makes no attempt to dissolve 
the plant artificially into its constituent parts in order to find a theoretical 
“present” cost of conducting the service.*’ 

Financial, soundness. A second considerable advantage claimed for the 
prudent-investment method is financial soundness. In particular, the prudent- 
investment method considers the actual cost of capital to the particular utility; 
it not only considers the total amount of capital invested in the enterprise, but 
it also adjusts the return to the particular charges — bond interest, preferred 
dividends, or common dividends — that are actually paid by the corporation to 
its various classes of security holders. In placing the determination of the re- 
turn on a cost basis and considering the actual needs of the utility, the prudent- 
investment program collects from the consumers only those sums which are 
essential to the continuance of the utility as a financially successful and serv- 
iceable going concern. 

Protection of investor/ expectations. It is said that the prudent-investment 
program is better adapted than the present-value standard to assure the pro- 
tection of the legitimate expectations of the investors. Clearly, so far as the 
investment consists of bonds and preferred stocks, representing the right to 
fixed and limited interest and dividend payments, the prudent-investment 
scheme adjusts the return to the contractual rights of these senior security hold- 
ers. It seeks to deal similarly with the common stock. It is the contention of 
the advocates of prudent investment that strict adherence to the tenets of the 
present-value standard imposes an unnecessarily speculative character on 
utility investments, and that the adoption of prudent investment would be 
followed by a reduction in the cost of capital as the expectations of investors 
were more accurately and consistently met. 

Protection of consumers’ interests. It is claimed by its advocates that the 
prudent-investment principle would protect the interests of consumers more 
adequately than does the pre.sent-fair-value method. Since the protection of 
the consumer is the primary responsibility of regulatory authorities and the 
fundamental purpose for which regulation was instituted, this contention, if 
true, constitutes a strong argument for the prudent-investment method. Five 
circumstances are said to be indicative of the superior protection which is af- 
forded the consumer. 

First, the prudent-investment method would have the consumer pay only 
the actual cost of the service, whereas under the present-value method the 
charges may not be closely related to the explicit costs which the utility actu- 
ally incurs. 

Secondly, the prudent-investment method is said to be compatible with the 
interest of the consumer in that it provides for a more prompt and a more 
accurate adjustment of rates and charges to the changing conditions of cost. 

Thirdly, the prudent-investment method operates with a stable rate base. 
The stability of the rate base limits the fluctuations in the income requirements 

** The utility plant is in existence; it represents a large investment; the service is to be per- 
formed with that plant; neither the cost of the service to the company, nor the value of the 
service to the consumers is in the least affected by changes in the present cost of units of equip- 
ment similar to those that have been incorporated into the present plant of the going concern. 
Whitten, “Fair Value for Rate Purposes,” 27 Harv. L. Rev. 419, 425-426 (1914). 
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of the company to changes in the current costs of operation. As a result, the 
utijity’s charges are subject to less frequent and less extreme variations than 
would result from adherence to the present-fair-value standard. Reasonable 
stability in rates and charges allows the consumer to budget more accurately 
his expenditures for utility service, gives assurance that future rates are not 
likely to increase radically, serves to encourage increased consumption and 
especially the adaptation of the utility service to new uses and purposes. 

Fourthly, if the prudent-investment method reduces the risks inherent in 
utility investments, it may be expected that utilities will be in a position to 
attract adequate capital on more favorable terms. 

Fifthly, the consumer may benefit through a reduction in the cost of regu- 
lation, for ultimately the consumer bears all such costs. 

Administrative simplicity. A most convincing argument is the contention 
that the prudent-investment method would achieve an administrative .sim- 
plicity which would make rate regulation truly effective. This advantage 
would result from the fact that the rights of the utility, its investors, and the 
consumers would be explicitly formulated : the rights of the investors to interest 
and dividends, and the right of the utility company to earnings would be 
judged on the basis of the actual and contractual obligations. The explicit 
formulation of the respective rights of the utility and its consumers would 
avoid litigation, speed up regulation, make it less expensive, and at the same 
time, avoid the diversion of managerial attention to litigious matters. 

Encouragement to investment. Two considerations are advanced in sup- 
port of the conclusion that the prudent-investment policy would encourage 
capital investment in the utility industry. First, it is argued that the greater 
financial stability of the utility’s earnings under the prudent-investment method 
would lead investors to place their funds in utility securities on more favor- 
able terms. Secondly, it is said that the prudent-investment principle would 
encourage the investment of new capital by utility enterprises even during 
those periods when the price level was high. Since it is in the public interest 
that utilities should at all times render adequate service and since the rendi- 
tion of adequate service at all times requires that investment take place in 
anticipation of the development of a consumer demand, it is important that 
investments made prudently and in good faith to meet consumer demands 
should be afforded the protection this principle gives.^*^ 

A practicable standard. When the Supreme Court handed down its de- 
cision in Smyth v. Ames, it would have been impossible for the courts or 
other regulatory authorities to have adopted any definite standard with re- 
spect to the control of utility rates. Regulation of accounting was nonexistent 
and there had been little or no control over the securities which railroads and 
other public utility enterprises had issued. Neither the accounts of the utilities 

It has been argued that the present-fair-value method is superior to the prudent-investment 
method with respect to the timing of investments in utility undertakings, encouraging investments 
in periods when costs are low and unemployment high. But since accurate anticipation of changing 
conditions of business activity is not usually possible, it may be noted that this argument for the 
present-value method is of limited validity. In any case, it should be noted that the present- 
value method would tend to discourage investment during periods of high cost even though 
those investments should be needed to supply adequate service. 
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nor their outstanding capitalizations aflforded any reliable index of the in- 
vestments in the public service undertakings. Consequently, the present-fair- 
value standard of Smyth v. Ames was a compromise that seemed fair to the 
utility and its investors and to the consumers. 

The early obstacles to the adoption of a cost or investment standard of rate 
control have now been largely removed. With the extensive development of 
accounting control since 1908 and the more recent enlargement of commission 
control over security issues, the adoption of the prudent investment pro- 
gram would be quite practicable; the essential data are all available. In recog- 
nition of the present practicability of the prudent-investment standard, there 
are many decisions of the state commissions which indicate their preference 
for this simpler and more direct rate-making procedure.^ Even in those 
states where the adoption of the prudent-investment method of rate control 
is not immediately feasible, there is every reason to believe that the adoption 
of this standard would lead shortly to the development of the data required 
to make regulation on this basis truly effective. 

The Disadvantages or Weaknesses of the Prudent-Investment Method. 
Constitutionality. The principal obstacle to the adoption of a prudent-invest- 
ment program is the uncertainty with respect to its constitutionality. Certain 
decisions of the Supreme Court rejecting cost figures as a basis for testing 
whether rates were confiscatory, have been interpreted as creating a barrier 
to the adoption of this method of control. There is much language in the 
Supreme Court’s decisions which might be cited to support the view that 
the prudent-investment scheme fails to meet the standards of constitutional- 
ity.^^ Whether or not the Supreme Court is committed to one method of de- 
termining the rate base for the purpose of testing whether rates are confisca- 
tory, it is said that the Court is committed to the proposition that any system 
of rate regulation which prevents the utility from earning a fair return on the 
present value of its property results in a deprivation of property. Unless these 
constitutional objections to the prudent-investment program can be answeredj 
there is relatively little chance that this method will be adopted. 

In support of the constitutionality of the prudent-investment program, 
many arguments and observations have been marshaled, (i) It is noted that 
in reviewing the rate orders of commissions the functions of the judiciary, 
under the constitutional theory of the separation of powers, are limited to de- 
ciding the simple question of confiscation; that the regulation of rates has 
been very generally recognized as a legislative function by the Supreme Court; 
that the legislature, or its agent the commission, is presumably free to adopt 
whatever procedure is suitable for the determination of reasonable rates; and 
that the courts in the proper exercise of their own limited function may 
suitably adopt their own procedures without thereby imposing the same pro- 

11 Following the decision in the Supreme Court in Railroad Comm. v. Pacific Gas &■ Electric 
Co., 302 U.S. 388, (1938), The Wall Street Journal reponed in its issue of December 28, 1937, 
that a survey of the views of the various state regulatory commissions revealed a large preference 
in favor of the prudent-investment method of rate making. 

12 See Jan Dtego Land & Town Co. v. fasper, 189 U.S. 439, 442 (1903), and The Minnesota 
Rate Cases, 230 U.S. 352. 454 (1913). Also, St. Louis Sr O’Fallon Ry. Co. v. U.S., 279 U.S 461, 
487 (1929). 
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cedures on the legislative bodies. Though the language o£ the Court has some- 
times suggested a failure to heed the distinction between the questions raised 
before the judiciary in testing whether rates are confiscatory and the ques- 
tions properly presented to the commission in determining whether rates are 
reasonable, there is ample evidence that the Supreme Court has generally 
recognized the appropriate limit to the judicial function.^'^ If this is a correct 
interpretation of the attitude of the Supreme Court and if this is a proper 
understanding of the respective functions of these two branches of the gov- 
ernment, there should be no constitutional objection to the adoption of the 
prudent-investment program. 

Before leaving this question, however, it may be noted parenthetically that 
the Supreme Court has taken a position in upholding a federal excess-profits 
tax which might well be cited in support of the prudent-investment principle, 
despite the fact that the decision was handed down in 1921. Congress had 
provided for the deduction of a certain percentage on the “invested capital” 
before computing the excess profits tax; “invested capital” was defined as the 
actual cash paid in, plus the paid in or earned surplus and undivided profits 
employed in the business. In LaBelle Iron Worlds v. United States, the Court 
remarked that it was appropriate “to adopt tests that would enable returns 
to be more easily checked by examination of records, and make them less 
liable to inflation than if the more liberal meaning of ‘capital and surplus’ had 
been adopted”; and the Court continued; 

“There is a logical incongruity in entering upon the books of a corpora- 
tion as the capital value of property acquired for permanent employment in 
its business and still retained for that purpose, a sum corresponding not to its 
cost but to what probably might be realized by sale in the market. It is not 
merely that the market value has not been realized or tested by sale made, 
but that sale cannot be made without abandoning the very purpose for which 
the property is held, involving a withdrawal from business so far as that par- 
ticular property is concerned. Whether in a given case property should be 
carried in the capital account at market value rather than at cost, may be a 
matter of judgment, depending upon special circumstances and the local law. 
But certainly Congress, in seeking a general rule, reasonably might adopt 
the cost basis, resting upon experience, rather than anticipation.” What 
Congress might enact as a base for corporate taxation is suggestive of what 
Congress and the state legislature should be permitted to enact with respect 
to the establishment of utility charges. 

(2) In the regulation of utility rates, the legislature has more extensive 
powers than those that have been conferred upon the public service commis- 
sion. The adoption of the prudent-investment method of rate control by the 
commission, with the possibility that a commission composed of other in- 
dividuals might later abandon this standard, would raise quite different con- 
stitutional questions from those that would be presented if the legislature 

This question has been considered at length in Ghaper XI, “The Present-Fair-Value Con- 
cept of the Courts.” See also Barnes, “Federal Court and State Regulation of Utility Rates,” 43 
Yale Law Journ. 417, 443 (Jan., 1934). 

i-t 256 U.S. 377. 390. 39X-392 (1921). 


Ibid., 393-394- 
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itself should adopt the prudent-investment standard as controlling for its com- 
mission. The adoption of a statutory rate base, prudent investment or other- 
wise, would change the nature of the property right of utility investors, and 
might be said to render the earlier decisions of the Supreme Court inapplica- 
ble. Certainly with respect to future investments in utility enterprises, the 
presence of a statutory standard would be ample warning to investors as to 
the basis upon which the earnings of their company would be adjusted. With 
respect to past investments, a somewhat different constitutional question 
would be presented. But if the prudent-investment method began with an 
initial rate base which made allowance for “all the elements of value recog- 
nized by the law of the land”— -that is, if the initial rate base should be de- 
termined according to the present-value standard — there could be no con- 
fiscation of the investors’ property. 

(3) Whether the prudent-investment method of control can be regarded 
as unconstitutional depends upon the Court’s view as to when the property 
is “taken.” Investors in public utility enterprises know that such companies 
are subject to regulation. It may, therefore, be argued that they make their 
investments with the understanding that regulation is both proper and prob- 
able. Furthermore, it may be said that the investor has acquiesced in the state’s 
right to restrict the earnings of the property to a fair return on the actual 
investment therein or on any other reasonable base the legislature may adopt. 

(4) In support of the prudent-investment program, it has been urged that 
this scheme of regulation is concerned with the protection of the real owners 
of the utility property, the investors, rather than with the protection of the 
abstract rights of that artificial entity, the corporation, in whose name the 
public utility property is held. It is even said that the prudent-investment pro- 
gram of regulation affords the investor a protection superior to that which 
he receives under the present-value method. If this contention is true and if 
the court can be persuaded to accept it, then it would logically follow that if 
the prudent-investment program does not result in the confiscation of the 
property of the individual investors, there can be no finding that the property 
of the corporation itself is being confiscated. 

(5) The historical development of public utility regulation is not without 
its significance for the question of constitutionality. The circumstances which 
first persuaded the court to reject the original cost or investment basis as the 
measure of the utility’s right to earnings have already been canvassed.^® Since 
those practical difficulties have now largely disappeared, there is no reason 
why the Supreme Court should not reconsider whether the constitutional 
guarantees with respect to property are not duly protected by the adoption 
of the prudent-investment program. 

(6) A most convincing argument in support of the constitutionality of the 
prudent-investment program is to be found in the decisions of the Supreme 
Court upholding rate orders of the California Commission which have ap- 
plied the prudent-investment standard. In the Los Angeles Gas & Electric 
Corporation case, the Commission had based its finding of the rate base upon 
a valuation made in 1917, and brought up to date through accounting control; 

18 Chapter XL 
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the Court was willing to accept the rates established on this standard, despite 
the objections o£ the companyd^ And in 1938, in Railroad Coiyimission v. 
Pacific Gas & Electric Company, the Court upheld the California Commis- 
sion over the dissent of Justices Butler and McReynolds, the contention be- 
ing that the Commission had fixed the rate base giving effect solely to the 
historical costs of the property. While recognizing that the Commission had 
used the historical-cost rate base, the Court refused to hold “that the Commis- 
sion in taking historical cost as the rate basis was making a finding wnthout 
evidence and therefore arbitrary.” 

While these decisions of the Supreme Court do not indicate that the Su- 
preme Court will accept the rates established through the application of the 
prudent-investment method regardless of the circumstances of the particular 
case, they do clearly indicate that the prudent-investment method, per se, is 
not an unconstitutional procedure. It would appear that commissions are 
free to adopt, and that legislatures are free to enact, laws providing for the 
use of the prudent-investment standard. 

Of course, there would still remain the possibility that the company might 
challenge the rates as confiscatory, if, under particular circumstances, they 
failed to yield a return upon the fair value of the property. Where it is pre- 
sented with an actual factual record of the original cost of the property, how- 
ever, it is unlikely that the Court would be inclined to set aside rates estab- 
lished on this factual basis, in favor of permitting the utility to earn a return 
on a higher present-value, or reproduction-cost, base.’^*' 

Objections to the connotations of “prudent." The term “prudent” has been 
prefixed to “investment” to indicate that the rate base should not include ex- 
penditures which are obviously unreasonable, extravagant, or fraudulent. 
The presence of the word “pruclent” in the formula has been seized upon by 
critics, who have protested that to set up such a standard for the rate base in- 
jects an arbitrary element that adds to the risks of, and works unfairness to, 
utility investors. Such is clearly not the purpose of the advocates of prudent 
investment. Judgment with respect to the prudence or imprudence of any 
investment would rest upon the circumstances and conditions prevailing when 
the investment was made rather than on the hindsight that might be applied 
when the utility should be subject to rate regulation. In the more progressive 
states, where the commission has control over security issues and where utili- 

It may be noted that the general level of prices in 1933 was such that the prudent-investment 
rate base was probably in excess of the rate base that would have been found on the basis of 
present fair value. It may also be noted that in this case the Court refused to commit itself formally 
to an actual cost standard. (289 U.S. 287, 306 fi933].) 

18 302 U.S. 388, 393-394, 399 (i938h 

18 Those who concentrate their attention on the judicial process, and on the decisions rather 
than on the verbal precedents which the Court has established in earlier cases, are inclined to 
stress that the Constitution means what the Court interprets it to mean. The critical question with 
respect to the constitutionality of any method of rate control thus depends upon the contemporary 
personnel of the Court. In their role as prophets, such commentators are inclined to take the 
position that the present memberiship of the Supreme Court is more acutely aware of the fallacies 
and inadequacies of the present- value method than has been true of earlier courts and less 
sympathetic with judicial intervention in the administrative process; and that there is, there- 
fore, a reasonable expectation that the Court will be more inclined to look at the Constitution and 
the realities of the problems of rate control, rather than to concentrate their attention on the 
“gloss” to the Constitution which earlier precedents have developed. 
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ties are required to obtain a certificate of convenience and necessity for all 
major extensions and additions, there is little likelihood that a utility would 
ever find its investment base reduced on the score that any of its investments 
were not “prudent.” 

Possible difficulties in the attraction of capital. Doubts with respect to the 
ability of the prudent-investment program to insure an adequate supply of 
capital center chiefly on the character of the common-stock investment. In ap- 
praising this criticism, attention will be concentrated on the program as out- 
lined in the New York bill; this limitation of the analysis is necessary because 
other proposals regarding prudent investment have not been sufficiently ex- 
plicit as to precise status of the common stock. It has been previously noted 
that the rate of return for any increment of investment remains unchanged 
despite changing economic conditions. Even with respect to common stock, 
the commission would be instructed to fix in advance of its issue the rate of 
return which should thereafter apply to that increment of the investment. 
There would appear to be two procedures which might be followed to im- 
plement this policy: (i) the commission might fix a uniform rate of return 
for all of the common stock issued, and permit the price of any issue to be 
adjusted according to the current cost of capital when the issue is sold; or 
(2) the common stock might be issued in series, with each series bearing a 
dividend rate fixed according to the prevailing cost of capital when each is- 
sue was first ollered to the investing public. The validity of the criticism is 
not dependent upon which of these two procedures is followed. What the 
prudent-investment program proposes to do is, in effect, to pay the common 
stockholder the minimum that is necessary to elicit his investment at the time 
the investment is made, although he will never be permitted to earn more 
on that common-stock investment whatever the future developments may 
be and though he may actually receive less. With the offer of a fixed maxi- 
mum return and a possibility of receiving less, it is unlikely that investments 
in utility common stocks would continue to be regarded favorably by in- 
vestors; and it may be doubted that the establishment of an earnings-equaliza- 
tion reserve, together with the right to make up any deficiency in earnings 
sustained during the three previous years out of such excess earnings as might 
be available in the current year, would offset the deterioration in the common 
stockholder’s position that would follow from the limitation of his return to 
a fixed dollar sum, regardless of changes in general economic conditions, the 
level of prices, or the conditions of the investment market. 

It should not be assumed that the ability of the corporation to sell common 
stock would be a matter of no importance to the success of the prudent-invest- 
ment program. It would still be in the public interest that utilities should raise 
a large proportion of their capital through the sale of common stocks. Should 
it be unable to finance its capital requirement through common-stock issues, 
the utility would be unable advantageously to resort to the issuance of bonds 
and preferred stocks, for the possibility of selling bonds and preferred stock 
at low yields is dependent upon a common-stock investment which provides 
a cushion of assets and a cushion of earning power for the senior securities. 
An inability to sell common stock would certainly result in an increase in the 
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cost of capital to a utility. And if financing through bonds to the extent that 
would create a top-heavy capital structure should be necessary, the financial 
future of the utility would be jeopardized by fixed charges out of proportion 
to its earnings. The investment standing of utility common stock cannot be 
a matter of indifference to the regulatory authority and the consumers. 

This criticism of the prudent-investment method is at once the most serious 
and the most convincing. It does seem likely that utility companies would ex- 
perience difficulty in raising capital through the issuance of common stock, if 
the common stockholder were told in advance that his earnings w''ould be 
fixed irrespective of what changes might occur in the general economic situa- 
tion or in the investment market. In reply to this criticism, it is stated that at 
the time of an issue the commission is free to establish any dividend rate on 
the common stock that is necessary in order to assure its sale. But in order 
to assure the sale of the common stock, it would probably be necessary to 
establish a dividend rate high enough to insure the investor that his fixed 
dollar dividend would remain an attractive return, whatever might happen 
to general investment conditions; and to fix such a return on the common 
stock would unnecessarily increase the cost of capital to the company. 

Incentives to efficiency. The prudent-investment proposals have also been 
criticized on the score that the incentives to managerial efficiency wdiich exist 
tinder the present-value method would be destroyed. This would result be- 
cause the corporation would have no right to any of the income earned in 
excess, of that required to meet operating expenses, taxes, depreciation, and 
the contractual returns on bonds and preferred stocks, plus the common 
dividends stipulated by the commission at the time the common stock was 
sold. Any excess earnings would be credited to the earnings-equalization re- 
serve to be used only to make good any deficiency in return which the utility 
might experience. 

Applic.-vtions of the Prudent-Investment Principle. Although a large pro- 
portion of commissions have expressed their preference for the prudent-in- 
vestment method of rate control, there has been no long experience with the 
application of prudent-investment principles to all phases of rate control. The 
states of California and Massachusetts have often been cited as having com- 
missions that follow the prudent-investment procedure. Certain features of 
the Federal Water Power Act also coincide with the essentials of the prudent- 
investment theory. 

California. Throughout its history, the California Railroad Commission 
has accepted the prudent investment as the preferable basis for the determina- 
tion of the utility’s right to earnings. The accounting records of the California 
companies have not, in every instance, been adequate to supply the Com- 
mission with satisfactory evidence of the actual cost of the properties. In 
consequence, the Commission has sometimes found it necessary to weigh testi- 
mony with respect to the valuation of the property and to consider outstand- 
ing securities and other evidence that are normally a part of a present-fair- 
value determination. Even when the facts of the case have compelled the 
Commission to resort to the valuation procedure, the objective has been a 
prudent-investment figure, and where the prudent investment was not ascer- 
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taiiiable from the books of the company, the Commission has sought to esti- 
mate the reasonable historical cost.-*^ The preference for prudent investment 
or reasonable historical cost, instead of present fair value or reproductmn cost, 
was maintained even when the rising costs resulted in increasing utility pres- 
sure for the present-value base.^^ The Commission also adhered to reasonable 
historical cost when changing conditions brought the reproduction costs be- 
low the historical costs.-" 

For the most part, the California Commission has treated the various “ele- 
ments of value” in harmony with the prudent-investment principle. Thus the 
rate base has commonly been determined without the deduction of accrued 
depreciation.-"' Similarly, no allowance for going-concern value has been 
made where the earnings of the utility have been sufficient to wipe out any 
early deficits.-'* 

It should be noted that the Commission has not been willing to allow the 
utilities to earn a return on cost regardless of the reasonableness of the invest- 
ment. Where the utilities’ costs have been excessive, the Commission has 
pointed out the unfairness of expecting the consumer to bear the burden of 
the unnecessary cost.-*’’ 

In the determination of the rate base, the one aspect of the California Com- 
mission’s procedure which has not been consistent with the prudent-invest- 
ment principle has been the treatment of the land values. Following the 
precedent of the Supreme Court in The Minnesota Rate Cases, the Commis- 
sion has included lands at their present market value. A similar standard has 
been applied in the valuation of water rights.-" 

In summary, the California Railroad Commission has taken as the rate base 
the actual prudent investment in the utility’s property other than land, the 
latter being included at its present value.-’ In the pursuit of this method the 
California Commission has had the support of the state court.’*^*^ And it is 
highly significant that the California Commission’s adherence to the prudent- 
investment or historical-cost rate base has not resulted in the reversal of its 
decisions for that reason when appeals have been taken to the Supreme Court 
of the United States.-" 

The California Commission has failed to adhere to the prudent-investment 
principle in determining the rate of return. First, the Commission has not 
based its determination of the rate of return on the actual cost of capital to the 

Re Pacific Gas & Elecinc Co.. 22 C.R.C. 744 (1922). See also Pomona Valley Tel. &■ Tel. 
Union, 3.0 C.R.C. 606 (1927); Re Imperial Utilities Corp., 31 C.R.C. 539 (1928); Re Foothill 
Ditch Co. 32 C.R.C. 44 (1928); Los Angeles Railway Corp., 31 C.R.C. 383 (1928). 

lohit Application of the Southern Sierras Power Co. and Holton Power Co., 18 C.R.C. 818, 
832 (1920). 

Re Southern California Telephone Co., 33 C.R.C. 812, 814 (1929). 

Los Angeles G. & E. Corp. v. Comm., 289 U.S. 287, 310-311 (1933). 

Re San laaquin Light & Power Corp., 9 C.R.C. 543, 583 (1916). 

-^Application of the City of San Diego, 4 C.R.C. 902, 923 (1914); T/je Eastside Canal & 
/mga/Zon Co.. 4 C.R.C. 597, 604 (1914). 

20 Pegrum, Rate Theories and the California Railroad Commission, p. 31. 

Re Los Angeles G. & E. Corp., P.U.R. 1931A, 132, 137 (Cal., 1930). 

2® San Diego Water Co. v. San Diego, 118 Cal. 536 (1897). See also San foacjuin Light & Power 
Corp. V. Railroad Comm., 175 Cal. 74 (1917). 

29 los Angeles G. & E. Corp. v. Comm., 289 U.S. 287 {193,3) \ Railroad Comm. v. Pacific Gas & 
iJ/ertnV Co.. 302 U.S. 388 (1938). 
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utility. Not only has it not considered the cost of different increments of capi- 
tal.to the utility, but it has not even sought to determine the overall costs. In- 
stead, it has sought that" rate of return w^hich would deal fairly with the utility 
company in the light of earnings on similar investments, and it has been 
aware of the need of attracting capital to California.'^ Secondly, the Com- 
mission has regularly designated a blanket rate of return, rather than a com- 
posite rate of return with particular reference to bond interest, preferred divi- 
dends, and the required earnings for the equity stock. However, in the 
estahlishment of this blanket return, the California Commission has given con- 
sideration to the financial structure of the company.'*^ Thirdly, like other 
commissions, the California Commission has tended to rely upon precedent 
in reaching its conclusions with respect to the appropriate rate of return.'*- 

The Federal Water Power Act. The Federal Water Power Act of 1920 
incorporated certain provisions with respect to the supervision of licensees 
developing hydroelectric projects subject to federal jurisdiction, provisions 
which embodied the essentials of the prudent-investment principle.*^**^' 

2. A REPRODUCTION-COST RATE BASE 

In the preceding discussion, attention has repeatedly been given to repro- 
duction cost, as evidence of “value,” as a “measure” of present fair value, and 
as an element in the final synthesis to determine the present-fair-value rate 
base. In none of these discussions was it assumed that the reproduction cost 
should itself serve as the rate base for the purpose of establishing reasonable 
rates and charges. There are, however, those who advocate reproduction cost 
on its own merits as the appropriate rate base for the establishment of utility 
charges.*^'^ The arguments advanced for the reproduction-cost rate base can 
be summarized with respect to four basic contentions: that the reproduction- 
cost rate base results in the establishment of charges that approximate com- 
petitive prices, that the reproduction-cost method adjusts utility rates to chang- 
ing conditions of cost, that the use of the reproduction-cost rate base provides 
equality of treatment for both regulated and unregulated industries, and that 
the reproduction-cost rate base provides investors with a return on the pur- 
chasing power which they have contributed. The substance and validity of 
each of these arguments requires consideration. 

An Approximation to Competitive Prices. In seeking to establish reason- 
able rates, regulation requires a standard or norm, and the most satisfactory 
standard is said to be that provided by the competitive price system. Thus, 
the purpose of regulation should be to establish those charges that would 
prevail if free competition were practicable for the regulated industry. Under 
conditions of competition it is assumed that prices tend to be adjusted to re- 

Palo Alto V. Palo Alto Gas Co., 2 C.R.C. 300, 317 (1913). 

Antioch v. Pacific Gas Gr Electric Co., 5 C.R.C. ig (1914). 

32 Pegrum, op. cit.. Chapter HI. 33 chapter XXII, Sec. 3. 

3 ^ Dorety, “The Function of Reproduction Cost in Public Utility Valuation and Rate Making,” 
37 Plarv. L. Rev., 173-200 (Dec., 1923); Brown, “Railroad Valuation and Rate Regulation," 33 
]our. Pol. Econ. 505-530 (Oct., 1925); Brown, “Econptnic Bases and Limits of Public Utility Reg- 
ulations,” 53 Am. B. A. R. (1928), 
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fleet the current cost of producing the product or the service, and that in order 
to apply the same standard to the regulation of utility rates it is necessary to 
determine the current costs, operating and capital, that would be encountered 
if a new utility should be established to supply the service. 

The argument for competitive rates is concerned not only with the effect 
of rates upon the utility itself, but also with the effect of those rates on the rest 
of the economy. If the utility industry fails to charge competitive rates ad- 
justed to current cost, then it is said that economic maladjustments will arise 
with respect to the location of industry, with respect to the allocation of capi- 
tal investments (both for the utility industry and for other industries) and 
with respect to consumption. 

The argument has been illustrated with reference to a region which has 
been served by one railroad built during a period of low prices and charging 
rates adjusted to the original cost of providing the capital facilities. If during 
a subsec}uent period of high prices it becomes necessary to construct a second 
railroad in order to handle all of the traffic within the territory, and if these 
two railroads are competing, it would be a highly arbitrary and impractical 
regulatory policy which would attempt to enforce dillerent rates with respect 
to these two railroads. The only practical procedure would be to charge uni- 
form prices irrespective of which railroad supplied a service. The reasonable- 
ness of this rate policy is apparent after the competing railroad has been con- 
structed, but the same principle should govern the rates charged by the first 
railroad before the second railroad is constructed. If the first railroad should 
be resti'ictcd in its rates and charges so as to yield a return only upon the 
original cost of the property, that railroad would lack the investment resources 
to enlarge its own plant in order to care for the increasing demands for trans- 
portation service, and there would be no inducement for the construction of 
a second railroad. Thus it is argued that in order to assure adequate service 
it is essential that rates be based at all times upon the current cost of supply- 
ing that service. If a falling price level is assumed, a similar argument is ad- 
vanced. It is contended that established utilities should be obligated at all times 
to supply service as cheaply as could a new firm just entering the field; this 
price policy, it is said, the consumer has the right to demand. 

The validity of competitive standards for the purpose of regulating rates 
in an industry which is not characterized by competition has been seriously 
questioned. Most utility companies are operating under franchises which pro- 
tect them from the direct competition of a competing service, and there is no 
reason why their position of relatively greater security should not be reflected 
in both a lower return on their invested capital and lower charges to the 
consumer. 

If the competitive-price argument could have any validity, then the re- 
production cost sought would have to be the cost of reproducing the service, 
that is, the cost of supplying the service with a modern substitute plant. But, 
as a practical matter, the use of the reproduction cost of the substitute plant 
raises serious difficulties: it opens a whole new range of controversy as to the 
specifications of the substitute plant; it involves a considerable amount of 
speculation with respect to the cost of building a purely hypothetical plant; 
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and when obtained, the result has no rational relation to the actual cost to 
the^utility of operating with its existing plant and equipment. 

The most that can be claimed with respect to the competitive standard is 
that utility earnings should be sufficient to enable the company to purchase 
supplies, hire labor, and raise capital in competitive markets. As to the fair 
return on the company’s property, only the adequacy of the earnings to at- 
tract capital is pertinent. Even granting that the utility should be allowed to 
earn a competitive return in order to be assured of attracting capital in com- 
petition with other similarly situated industries, it does not follow that the 
competitive return is to be yielded through the charging of competitive prices. 

An Adjustment oe Rates to Changing Conditions of Cost. In support 
of the adoption of the reproduction-cost rate base, it is also said that a revalua- 
tion according to the current cost of providing the property will result in 
charging rates which reflect current cost of production. The desirability of ad- 
justing rates to current cost of production is urged not only in order that the 
investor and consumer may be protected against changes in the real costs of 
the utility service, and that the prices charged by the company may approxi- 
mate what are thought to be competitive prices; the argument also rests on 
the assertion that only by adjusting rates to the current cost of supplying the 
service can there be assurance that the location of industry, the direction taken 
by the investment of capital funds, and the relative quantities of service con- 
sumed, will conform to sound economic principles. This statement requires 
dissection. 

If it be assumed that a period of rising prices follows the construction of the 
utility plant, the consequences of charging rates based upon the actual cost 
of construction may be considered. Under these circumstances, utility rates 
would be lower than the prices of other commodities and services involving 
similar real costs. The utility service would seem to be cheaper in relation 
to other goods and services, and consumers would be encouraged to expand 
their use of the service. The result would be a diversion of consumer demand 
from other expenditures to the detriment of other industries supplying the 
consumer; in effect, the low price of utility service would be a discrimination 
against those other industries which are competing for the consumer’s dollar. 
Furthermore, if utility charges are held to an uneconomically low level, the 
inadequacy of the utility’s income would tend to discourage the investment 
of capital, for capital would be hesitant where earnings are lower than those 
currently being realized by other businesses affected with corresponding risks. 
The inability of the utility to raise capital for purposes of expansion would 
coincide with an artificially high demand for its service; despite the enlarged 
demand, the company would presumably be unable to undertake the neces- 
sary capital investments. In order that they may keep pace with the capital 
expansion of other industries, it is necessary that the utility companies at all 
times be allowed to earn a return commensurate with the earnings in other 
businesses.^ “ 

These arguments require appraisal. First, it may be noted that the practical 
effect of adjusting the rate base to changing conditions of cost is not so gieat 
The argument in reverse for falling prices can readily be constructed. 
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as this theory would seem to assume. For most utilities, considerably more 
than half of their costs are operating costs, including taxes and depreciation, 
and rate adjustments with respect thereto are independent of the rate base. 
Secondly, it may be noted that in a period of rising prices the utility has no 
need for such additional revenue as would be provided by an upward adjust- 
ment in its rate base. Thirdly, the pursuit of this policy during a period of 
falling prices might deprive the utility of income essential to the continuance 
of satisfactory service. Finally, the shrinking income available for the com- 
mon stockholder and the decreasing margin of earnings protection available 
to the preferred stocks and bonds during an era of declining prices would 
have an adverse effect upon the investment standing of the utility’s securities 
and might lead to an increase in the cost of capital. 

Equality of Treatment for Regulated and Unregulated Properties. It 
is assumed that there should be equality of treatment for both regulated and 
unregulated industries, and that this equality of treatment is to be obtained by 
assuring that the purchasing power of the income available to investors in 
regulated enterprises shall keep pace with changes in the purchasing power 
of the dollar. Considerations of justice and equity for the investor are said to 
demand this adjustment. But it is also argued that this policy is necessary to 
prevent a diversion of capital to unregulated fields and a shortage of capital 
in the regulated enterprises. And if equity to the investor demands these 
changes in the rate base and in rates during a period of rising prices, it is said 
that during a period of falling prices there should be no preference given to 
those who have invested their funds in regulated enterprises. 

In weighing this argument, it may be noted that if preferential treatment 
should be given to investors in utility enterprises, such treatment might be 
justified as a policy redounding to the advantage of the consumer through re- 
ducing the cost of capital. As a practical matter, it should be noted that there 
is no equality of treatment for investors in unregulated businesses; some pros- 
per mightily and others lose all they have invested. Thus, there arises the 
practical question as to what group of investors and what unregulated en- 
terprises should constitute the standard for judging the fairness of the treat- 
ment accorded to the investors in the regulated industries. Furthermore, an 
upward and downward adjustment of the rate base does not secure equality 
of treatment as between different classes of security holders. The large pro- 
portion of senior securities typical of most utility capital structures results in 
concentrating both the benefits and the detriments arising from such changes 
in utility income upon the common stock. For this program to function, it 
would be necessary for all securities to partake of the nature of common stocks 
in having no contractual right to a fixed monetary income. 

A Return on the Purchasing Power Contributed by the Investor. It is 
urged that the investor is entitled to a return on his investment which is stable 
in terms of purchasing power, and that the dollar return should expand and 
contract with the changes in the level of prices. This argument appears to be 
no more weighty than those that have been considered above. Both the capi- 
tal structure of utility companies and the nature of the reproduction cost of 
their properties would prevent any stabilization of the purchasing power of 
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'Utility investors through adherence to a rate base determined according to 
the jeprocluction costs of the utility’s property. 

The Disadvantages of the Reproduction-Cost Base. In summary, it may 
be noted that not only do the arguments for the adoption of the reproduction- 
cost rate base lack persuasiveness, but that there are certain positive consider- 
ations opposing the adoption of this procedure. It would greatly complicate 
the administrative work of regulating rates; it would necessitate expensive 
valuations and revaluations; it would cause litigation and delays; and it would 
probably produce much ill-will between utilities and the consuming public. 
Inasmuch as the utility is required to supply service at all times, and since it 
may not always choose the time to make its capital investments bur may be 
compelled to make investments during periods of high prices, it would be 
most unfair if the company should thereafter be prevented from earning a 
return on such investments. Adherence to the reproduction-cost base might 
throw many relatively efficient companies into receivership during prolonged 
and radical price declines, for their costs cannot be reduced in proportion to 
recessions in the price level. The inability of a utility to meet its fixed charges 
would have serious consequences, not only for its investors, but for consum- 
ers as well. Since fluctuations in reproduction cost are not related to the real 
fluctuations in the costs of utility service, such changes as would thereby be 
induced in the total earnings and net earnings of the utility could not be other- 
wise than detrimental to the efficient and economical rendition of utility serv- 
ices. The reproduction-cost base is not the solution to the problems of utility 
rate regulation. 


3. THE WASHINGTON PLAN 

The ideal of utility rate regulation has always been a plan that would op- 
erate promptly and automatically and with fairness to investors and consum- 
ers. The service-at-cost franchises or sliding-scale plans represent a develop- 
ment in this direction. Of these plans, the most widely publicized in this 
country has been the Washington plan, under which the Potomac Electric 
Power Company has operated since 1924. The essential features of this plan 
have been presented as part of the treatment of utility franchises.’^'^ 

Unless the service-at-cost principle can be made compulsory with respect 
to utility companies, it offers little prospect of a complete and satisfactory solu- 
tion to the problems of utility regulation. Since these programs involve a more 
rigid control of utility earnings than that effected by the more conventional 
methods, prosperous utilities are reluctant to enter into these contractual ar- 
rangements. The plan appeals chiefly to utilities that have encountered diffi- 
culty in earning an adequate return on their investment, and in these in- 
stances the public is something less than eager for a plan which seems to 
guarantee a return upon what may appear to be an excessive investment 
judged by the prevailing demand for the service. 

See Chapter VII. 
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4. THE INCREMENT-COST SCHOOL 
The Plan. One of the most sweeping proposals for the reform of utility 
rate regulation is that advanced by the increment-cost school. This program 
would provide for the establishment of utility rates at the marginal cost of 
providing the service. The marginal cost is the addition or increment cost that 
could be avoided if that unit of service were not supplied. Where there are 
large overhead costs, the marginal costs are much lower than the average 
cost per unit of service. According to this theory, the prices at which products 
are sold should not be weighted for the purpose of producing the revenue re- 
quired to pay interest on the investment and other items of overhead cost. All 
overhead costs would be paid through government subsidies or perhaps 
through an unavoidable tax on all of those using the utility service. Preferably, 
the funds would be supplied by taxes levied on incomes, inheritances, and 
land values.”’’^ 

The hdERiTs OF the Plan. The chief advantage claimed for the plan is that 
this price policy would encourage increased consumption of the utility’s serv- 
ice .so long as consumers were willing to pay a price equal to the increment 
cost of producing the service. Under conventional methods of pricing to cover 
average total costs, the high price chokes oil the demand for the service even 
though the value of the service to the prospective consumer is materially in 
excess of the actual out-of-pocket costs of supplying that service. Selling at 
marginal costs would serve to maximize the general welfare derived from the 
service.'*^ It is maintained that the revenue received from the sale of a service 
or product does not measure the social benefit (the area under the PQ curve) 
that should be set off against the social cost, and that the true social benefit 
may be considerably in excess of the price that consumers have to pay for the 

A mathematical presentation of this plan has recently come from Prof. Harold Hotelling, 
“The General Welfare in Relation to Problems of Taxation and of Railway and Utility Rates,” 
6 Economctrica 242 (1938). The theoretical foundations were also developed by A. P. Lerner, 
“Statics and Dynamics in Socialist Economics,” 48 Econ. Jour. 253 (1937). See also Durbin, 
"Economic Calculus in a Planned Economy,” Econ. Jour., 46; 676 (1936); Montgomery, “Gov- 
ernment Ownership and Operation of Railroads,” Annals Am. Academy of Pol. and Soc. Sc/., 
201: 137 (1938); Clemens, “Price Discrimination in Decreasing Cost lndustrie.s,” Am. Econ. Rev., 
51:794(1941). 

This theory of taxation and prices is not new; it has been traced back to Jules Dupuit and 
various aspects of it are to be found in the writings of Jevons, Fisher, Colson, Marshall, and Taussig. 

This situation miiy be illustrated by reference to the accompanying diagram. The total capacity 
of the plant is indicated by OQ; the prices which various consumers would be willing to pay for 
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'service. The advocates of this policy measure the social benefits as the sum of 
the flifierences between the prices which consumers would be willing to pay 
rather than go without the service, and the prices which they do in fact pay; 
this quantum is commonly referred to as the consumer’s surplus. The adop- 
tion of this price plan would, it is argued, serve to maximize the general wel- 
fare by creating the largest possible aggregate of consumers’ surpluses. 

The other advantages claimed for the program of increment pricing follow 
from what has just been described, (i) Increment pricing would lead to the 
full utilization of existing plant capacity and thereby avoid the economic 
wastes that are represented by present capacity unused. (2) The plan would 
serve to encourage investment, since it would lead to an enlarged consumer 
demand. This increased investment would help to eliminate another source of 
economic waste, namely, the idle capacity of the capital-goods industries. 
(3) The overhead cost of supplying the service would be taken care of through 
government subsidies, with the revenues preferably collected through taxes 
on incomes, inheritances, and land values — taxes which would not result in 
any lessening of production or investment. (4) The adoption of the increment- 
price plan would promote economic stability and fuller employment, since the 
adoption of the plan would result in a net increase in the consuming power 
of individuals. The attempt to pay overhead costs out of the revenue derived 
from the sale price of the product contributes to economic instability through 
keeping unit cost high and limiting output. (5) A purely practical merit of the 
plan would be the great simplification in rate structures which would follow 
the adoption of increment costs as the basic rate. 

It may be noted that the advocates of the increment-cost plan of pricing 
would not say that prices should never be in excess of increment cost. The 
justification for prices in excess of increment cost would be found in a situa- 
tion where the total demand for the product at a price equal to the increment 
cost would be in excess of the available supply. In this situation the higher 
price would serve to ration the limited quantum of service among those whose 
desires or whose purchasing power made them willing to pay the higher rate. 

A Critical Appraisal of the Plan. Critics of the plan admit that it would 
lead to the fuller utilization of the existing capacity, both for the utility’s plant 
and for those industries that are occupied with the production of the capital 
equipment for utility companies.'”'*^ 

succes.sive increments of the service are indicated by the ordinates along the line PO; and the total 
satisfaction which consumers derive from this service would be the sum of the ordinates, or the 
area OPQ below the line PO. If the price is set at OA, then consumers will purchase OC units 
and they will pay OABC. The value of this service to the consumers is the total area under the 
PB part of the PO curve, or OPBC. Under these circumstances there is a "consumers’ surplus,” 
indicated by the rectangular area APB. By setting the price at OA, the plant operates at less than 
full capacity, for it could produce OQ units. Thus the area CBO represents the loss of consumer 
satisfaction or general welfare that results from charging this price OA for the service. If the 
price OA is reduced, a larger volume of service will be taken, and the total welfare will be cor- 
respondingly increased. According to this diagram, the welfare would be maximized if the service 
were free and OQ units were taken. Such a situation might apply, for example, to a toll bridge. 

It is, of course, conceivable that there could be such distortion in the investment in utility 
properties that no price which would cover the additional out-of-pocket or increment cost would 
suffice to assure the full utilization of the existing plant capacity. However, even though full 
utilization should not be achieved, the increment price plan would bring the service within the 
reach of a larger number of consumers through its lowering pf rates. 
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The recommendation of the plan rests rather heavily upon the assumption 
that the general welfare which is to be balanced against the total econoniic,cost 
of supplying the service is to be measured by the amount which consumers 
are willing and able to pay. It should be noted that what consumers are will- 
ing and able to pay depends upon the amount and distribution of income and 
that it is doubtful whether the existing distribution of income may be assumed 
to maximize the general welfare. Also, the assumptions respecting the con- 
sumer’s surplus may be questioned. The response of the consumer to par- 
ticular prices is purely hypothetical; if the consumer buys three units at fi.oo 
each, the most that can be said is that he would presumably have bought fewer 
at a higher price and more at a lower price; the precise quantities at particular 
prices, other than the market price, are indeterminate and purely speculative. 
But if the consumer be assumed to buy one unit at I5.00, and two at $3.00, and 
three at |i.oo, may he be said to derive I9.00 of satisfaction from the purchase 
of three units at fi.oo each.? The concept is a dubious one. 

A more practical objection to the plan has to do with the difficulty of assur- 
ing efficiency where the management knows that all overhead costs will be 
covered through a government subsidy. Before the plan could be adopted, it 
would be necessary to develop some device other than financial loss to detect 
and penalize inefficiency in operation. Also the earnings on utility properties 
would cease to guide the investment of capital. What would prevent an uneco- 
nomic expansion of the utility industries at the expense of other outlets for 
investment funds.? 

To some the plan would appear objectionable in that it requires the govern- 
ment to collect through taxes an increasing proportion of the national income 
and to direct its expenditures into all the various channels required to supply 
the community with such goods and services as should be sold on the incre- 
ment-cost plan. There is no reason why the plan should stop with utility rates. 

The merits of increment-cost pricing — in stimulating increased consump- 
tion and achieving full utilization of productive capacity — are not to be dis- 
missed by either theoretical or practical objections. It may be noted, however, 
that the essence of the increment-cost plan is attained where the rate structure 
conforms to the best modern standards. The demand and customer charges, if 
accurately calculated, can constitute an “unavoidable tax” (equivalent to the 
utility’s overhead costs) on all who take the service; and the energy or output 
charge should conform to the “increment costs” of supplying the service. Only 
to the extent that utility price structures do not conform to the best pricing 
principles does the increment-cost proposal possess significant advantages 
not realized under current practices. 

5. MAXIMUM PROFITS FOR THE UTILITY 

A Laissez-Faire Policy. There are those who believe that the public interest 
in cheap and abundant utility service can be most effectively satisfied through 
an abandonment of any attempt to limit the profit of utility companies. They 
deny that the reasonableness of utility rates has any relation to the rate base, 
whether present fair value or prudent investment or something else, and they 
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• assert that the initiative with respect to rate policy should be left to the utility 
management. This policy rests on the basic assumption that there is substantial 
identity of interest between the consumers and the company,'^*’ 

In the absence of public regulation seeking to limit the maximum profits 
which companies may earn, the management would naturally seek to estab- 
lish those rates which would enable the utility to earn the maximum net profit. 
The conviction that maximizing profits for the company would be in the pub- 
lic interest rests upon certain assumptions with respect to the nature of the 
demand for the utility’s service. The advocates of this policy point out that 
utilities are monopolies to only a very limited degree and that much of their 
business is highly competitive. If the electric utility be taken as an example, the 
various services offered are more or less competitive, with the possible excep- 
tion of the use of electricity for domestic lighting. With respect to those parts 
of the utility’s market which are not subject to direct competitive influences, 
it is contended that the elasticity of demand is such, due to the competition of 
alternative demands for the consumer’s expenditures, that a policy of low rates 
would accomplish a maximizing of profits to the company. It thus becomes a 
matter of enlightened self-interest for the management to institute a policy of 
low promotional rates, benefiting both the company and the consumer. It is 
said that this policy would serve as an encouragement to the selection of pro- 
gressive management, and that there would be a strong incentive to adopt a 
progressive policy both with respect to technical advances in the industry and 
to more intensive market development. Furthermore, if changes in rates and 
charges could be instituted without the necessity of securing any formal com- 
mission approval, the management would feel free to experiment with rate 
reductions with the hope of encouraging increased consumption, knowing 
that if these expectations should be disappointed it would be possible to restore 
rates to their prior level. 

The function of the commission under such regulation would be quite 
limited. Intervention would be justified on only two conditions. First, the 
commission would be justified in imposing rate orders upon the company 
when the management was so unintelligent and so short-sighted as to fail to 
see that the largest profits could be obtained by a policy of rate reduction. Sec- 
ondly, commission interference would be justified when discrimination was 
found to exist. 

Objections to the Proposal. The advocacy of a laissez-faire policy with 
respect to the regulation of utility rates raises serious misgivings. These mis- 
givings concern both the facts with respect to the rendition of utility services 
and the limits to the identity of interests between utilities and their consumers. 

(i) Asa practical matter, it is probably true that there is far more identity 
of interest between utility companies and the consuming public than relations 
between utilities and the public would sometimes seem to indicate. The expe- 
rience of companies that have followed a vigorous and progressive program in 
the reduction of charges has indicated convincingly that the demand for utility 
services is more elastic than had been assumed and that within limits the en- 
lightened self-interest of the utility is identical with that of the consuming 
New York, Leg. doc. No. 75 (1930), pp. 98-99. 
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public. Nevertheless, every decision to reduce rates always imposes a sub- 
stantial risk which management sometimes hesitates to assume when present 
earnings are satisfactory. 

(2) Critics of the laissez-jaire program of rate regulation are not persuaded 
that the competitive influences under which utilities operate suffice to protect 
the consumer. There is no such close competition from substitute or alternative 
services as to guarantee that the company will charge only reasonable rates 
and that it will be impelled to adopt a policy of progressive rate reductions. 
Indeed, it may appear that enlarged consumption of the utility’s service is de- 
pendent upon factors other than the cost of the service; perhaps increased con- 
sumption can be anticipated only if the consumers are able to make large ex- 
penditures for equipment, such as refrigerators, stoves, water heaters, et cetera. 
There is no reason to assume that competition is so direct and compelling as 
to force utility managements to offer all consumers the lowest feasible rate. 

(3) The most telling criticism of the laissez-faire attitude toward utility 
rates is concerned with the nature of the price policies that prevail under mo- 
nopoly and competitive conditions. The monopolist, under the same condi- 
tions with respect to investment and market demand, will always find it to 
his advantage to charge higher rates than would prevail if competition existed.’ 
Monopoly profits are always maximized when price is above the competitive 
level and output is restricted in relation to the quantity that would be offered 
under competitive conditions.'^ ^ 

Of course, the utility is in a position to follow a policy of differential pricing; 
that is, it is not under the necessity of offering all units of its output at the same 
price, but it may offer additional units of output at a lower price without low- 
ering the existing price for the established volume of sales. The opportunity 
to pursue a policy of differential pricing will lead the utility to offer lower 
rates on additional increments of output where those rates will be in excess of 
the cost of supplying that additional output. Up to a certain point, the interest 
of the utility and its consumers will be identical and the utility management 
will follow presumably a policy of rate reduction; but it is almost certain that 
rates will not be reduced to the minimum necessary to attract and retain capital 
for the industry.**^ 

6. A MODIFICATION OF THE PRUDENT-INVESTMENT 
PROGRAM 

Guiding Principles., From the experience of the past and the proposals for 
reform, is it possible to formulate a program of utility rate control that will do 
justice to consumers and investors and also be capable of effective adminis- 

This point has been fully considered in Chapter X, Sec. 2 . 

*2xhe advocates of the laissez-faire theory of rate making should be credited with having 
emphasized what .should have been obvious without their criticism of the e.Kisting scheme of 
regulation. The public interest in reasonable rates is not to be identified with the amount or rate 
of a utility’s earnings. The moderateness of the utility’s earnings is no guarantee that the rates are 
reasonable. Low earnings by the utility may be associated with a- backward and unprogressive 
policy that keeps rates at unnecessarily high levels or with an ultra-liberal policy that reduces 
rates to the very minimum at which the company can afford to serve. Indeed, the expression 
“afford to serve” is itself somewhat misleading; the price at which a company can afford to 
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tratioii? What principles should be guiding in determining such a program? 
In jhis country, utility services are provided principally by privately owned 
corporations, and it may be assumed that such private operation will continue 
to be a dominant source of supply for the future. However, the nature of the 
service and its relation to modern standards of living make it of acute public 
importance; the recognition of its public importance is found in the principle 
that utility rates must be reasonable and nondiscriminatory. 

A recognition both of the nature of the industries involved and the charac- 
ter of the services rendered leads to the selection of two guiding principles for 
the appropriate program of rate regulation. First, the cost basis is fundamental 
in the regulation of rates. The cost basis applies not only with respect to op- 
erating costs, taxes, and depreciation, but also with respect to the costs of the 
capital investment with which the service is rendered. Secondly, utility com- 
panies are going concerns, and if they are to continue as such and render satis- 
factory service, they must be able to raise new capital as the demand for the 
service expands; not only must they be able to raise adequate capital at all 
times, but they must be able to raise capital on terms as favorable as any the 
investment market affords. 

It is with respect to this second guiding principle, the ability to attract new 
capital, that the prudent-investment plan reveals certain defects, particularly 
in the treatment of common stock. Clearly, the investment in common stock 
is of critical importance if the utility is to maintain a balanced capital structure, 
and if the cost of capital is to be kept at economical levels. The inability of a 
utility to issue new common stock would soon result in top-heavy capital 
structure, to the detriment of both the investor and the consumer. No plan of 
regulation which does not preserve the investment character of utility securi- 
ties can be said to serve the interest of consumers, however low the rates and 
charges may be temporarily. 

The proposals which follow meet these criteria and promise effective rate 
control. 

The Rate Base, There are no convincing criticisms of the prudent-invest- 
ment program so far as concerns the character and determination of the rate 
base, and these proposals follow the prudent-investment principles with re- 
spect thereto. By inaugurating the plan with an initial valuation coinciding 
with the fair value of the utility property, the legitimate expectations of present 
investors as to the earning power of their investment would be recognized and 
protected. If existing investors elect to leave their funds with the utility under 
the new program of control, it may be said that they acquiesce in the future 
scheme of regulation which this program envisages. Inasmuch as the initial 
valuation would fix for all times the book value of the present assets of the 
company, there would be no reason why the commission should not be pro- 
vided with the funds and with the staff necessary to do an accurate and thor- 
ough job.^'^ 

serve is significantly influenced by the volume o£ its business; the company may be better able 
to serve at a low rate than at a high rate. 

The valuation procedure should be practical. It should not attempt refinements that arc 
costly and time-consuming where the resulting differences in die valuation of the property would 
be immaterial. 
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The question may be raised as to whether the initial valuation should not be 
based upon original-cost figures. During the 1920’s utility construction costs 
remained below the wartime level, and with the crash of 1929 these costs fell 
sharply until 1933. With respect to many utility properties, perhaps indeed 
with respect to most, the original cost of their properties is not substantially dif- 
ferent from their present fair value.’^'^ Since 1935 an increasing proportion of 
utilities are following prescribed systems of accounts which require the actual 
original cost of their used and useful property to be determined and re- 
corded.'^^ The acceptance of the original-cost figures for the determination of 
the rate base would not only be in conformity with the basic principle of the 
prudent-investment program, but where these original-cost figures are already 
in existence or are in process of determination, the commission and the utility 
would be spared the time and the expense of a valuation. It may be expected 
that a substantial proportion of the companies would accept without contest 
an initial rate base determined in this manner. 

After the inauguration of the plan, the rate base should be kept current 
through accounting supervision of all capital additions and retirements. Since 
the operation of the plan would depend so largely upon accounting techniques, 
it would be desirable, both for the utility and for the regulatory authority, to 
have the utility’s capital accounts rewritten to reflect the initial rate base. 

It is proposed that the property acquired through the reinvestment of earn- 
ings should be recognized as a part of the rate base, entitled to the same earn- 
ings that would accrue on any common-stock investment. The subsequent 
recommendations with respect to the administration of the utility’s income 
would limit the earnings available for reinvestment to those which might 
otherwise be distributed to investors in the form of dividends.'^® 

The Rate of Return. The prudent-investment program is on sound 
grounds when it eschews the use of a blanket rate of return on the entire in- 
vestment such as the present-value method commonly utilizes. The present 
plan proposes to use a composite rate of return, and one that is adjustable to 
the actual costs imposed on the utility by its capital investment. This composite 
return would be calculated to allow for interest on the outstanding bonds, the 
contractual rate of dividends on the outstanding preferred stock, the amortiza- 
tion of any discount on bonds and stocks, plus a fair return to the common 
stock. 

The return would not provide for a predetermined and unchanging divi- 
dend on the common stock. Instead, the return would allow such earnings on 
the common-stock equity as should appear necessary, with due consideration 
for any reinvested earnings that are credited to the common stockholders, to 


^^ Troxcl, “Indexes of Construction Cost for Public Utility Industries,” 16 Jour, of Land & 
Public Utility Econ. 363 (1940). 

Original cost is defined as the actual cost of the property at the time it is first devoted to 
the public service, either by the present utility or by its predecessor. 

In the determination of the initial valuation or rate base, property acquired through the 
reinvestment of earnings should be recognized as entitled to a full return,’ irrespective of whether 
the earnings reinvested were normal earnings or excessive earnings. For a discussion of this 
point, see Chapter XIII. 
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•afford a return adequate to insure the ability of the utility to raise new capital 
through the sale of common stock under all normal circumstances.'^'^ 

Administration of Utility Income. The proposed plan defines the utility’s 
right to income in explicit terms. The question arises, therefore, as to what pro- 
cedure shall be followed if the utility’s income falls below the specified fail- 
return, and what disposition may be made of any excess earnings which may 
be realized. 

With respect to deficiencies in income, the recommendations of the New 
York bill are well designed to safeguard the utility’s credit. Provision should 
be made for the accumulation of an earnings-equalization reserve, and the 
utility should be allowed to draw on this reserve only to make good any de- 
ficiency in earnings in any given year. The presence of such a reserve would 
add to the security of the investor; it would also benefit the consumer by re- 
ducing the risks of utility investments and by making capital more readily 
available on more economical terms. Should the balance of the earnings-quali- 
fication reserve be insufficient to care for any deficiency in earnings, then the 
further recommendation of the New York bill should be followed: namely, in 
any subsequent year the utility should be entitled to pay as dividends not only 
the annual dividend for the current year, but an amount equal to any de- 
ficiencies accrued during the three preceding years. 

The recommendations with respect to the treatment of earnings in excess of 
the stipulated fair return are an essential part of the plan. It is proposed that 
earnings in excess of a fair return be divided into two equal shares, one to go 
to the utility and one to be held in trust for the consuming public. The utility 
should be required to accumulate its share in an earnings-equalization reserve 
as long as the balance of that reserve is less than 20 per cent of the rate base. 
In any year when the company has excess earnings and the earnings-equaliza- 
tion reserve is equal to 20 per cent of the rate base, the utility’s share of the ex- 
cess earnings would be available for any corporate purpose — an extra dividend 
to stockholders, a bonus to management, or a profit-sharing agreement for 
the benefit of the workers. The disposition of excess earnings accruing to the 
company when its reserve stands at 20 per cent of the rate base would rest 
solely within the discretion of the utility’s management and would not be 
subject to commission control. 

The one-half of the excess earnings held in trust for the consuming public 
should be used for the amortization of the utility’s investments, and for the 
concurrent reduction of the rate base. In practice, this would mean that the 

47 Where the utility has a substantial surplus created through the reinvestment of past earnings, 
it is quite likely that common stock would be readily salable at a price substantially in excess of 
par even though existing common stockholders were receiving less than what would normally 
be regarded as a fair return on the par value of their common stock plus their equity in the 
corporate surplus. Where there has been a substantial reinvestment of earnings, fairness to the 
common stockholders would .seem to require that the commission take account of this. The 
commission might make allowance for reinvested earnings by allowing the common stock such 
earnings as requisite to maintain its price at a figure consonant with its legitimate book value, 
so that the yield on the common stock would coincide approximately with the yield realized on 
other similar investments. 

It will be recognized that this definition of the reasonable return with reference to the legitimate 
book value of the stock makes use of the principles developed in Chapter XV. 
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excess earnings set aside for the benefit of the consuming public would pre- 
sumably be used for the retirement of the utility’s outstanding bonds, so long 
as any bonds were outstanding; otherwise, these earnings would be used to 
retire other outstanding securities, beginning with the senior securities. To 
give practical effect to this plan, it would be advisable to issue securities callable 
at figures not greatly in excess of par. If the outstanding securities should not 
be callable at a reasonable price and if the market price should appear too high, 
the funds should be accumulated with a trustee for retirement of securities at 
maturity or for open-market purchases when the price of the security should 
fall. Or the funds could be used for capital expansion, with the proviso that 
the property so acquired should never be included in the rate base. With each 
retirement of outstanding securities, there would be a corresponding reduction 
in the utility’s requirements with respect to the fair return. In effect, the in- 
vestment represented by the reacquired securities would henceforth be recog- 
nized as a part of the consumers’ equity in the property. 

Rate Adjustments. After the plan has been in operation for a period of 
years, for example, when the earnings-equalization reserve has accumulated to 
a sum equal to lo per cent of the rate base, the reserve might be used as a ba- 
rometer fund. Following the provisions of the New York bill, the commission 
should be instructed to provide for an immediate rate increase sufficient to 
enable the utility to earn the prescribed fair return whenever the balance in the 
earnings-equalization reserve should fall below 5 per cent of the rate base. 
Downwarcl rate adjustments should be required whenever the current earn- 
ings of the company are obviously excessive or whenever the earnings-eqiiali- 
zation reserve is above 20 per cent of the rate base. It is suggested that the 
provision for an automatic downward revision in rates should be operative 
whenever realized rate of return should be more than % of i per cent above 
the fair rate of return. The downward revision in rates should amount to 
one-half of the earnings in excess of the fair rate of return. This part of the 
recommendation — namely, that the reduction in earnings should be only 
one-half of the excess earnings — is considered important as a device to en- 
courage efficiency in management. By reducing rates each year by an amount 
equal to one-half of the excess earnings, the utility management will be as- 
sured of retaining for a period of years the diminishing benefits of any eco- 
nomies which they are able to effect. 

The operation of these rate reductions may be illustrated by assuming a 
utility with a rate base of $1,000,000 and a fair rate of return of 6 per cent — that 
is, the utility would be entitled to a fair return of |6o,ooo a year. If in any year 
the utility should have earnings of |8o,ooo, the excess earnings would amount 
to $20,000; $10,000 of the $20,000 would accrue to the benefit of the company, 
and if its earnings-equalization reserve then equaled 20 per cent of $1,000,000, 
it would be available for distribution as dividends or for other corporate use. 
One-half of the excess earnings, or $10,000, would accrue to the benefit of the 
consumers, and would be used for a proportional retirement of its outstanding 
securities. For the following year the commission would prescribe a rate re- 
duction calculated to effect a saving of $10,000. If, in the following year, the 
utility had earnings of $72,000, and if the fair return continued to be $60,000, 
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the excess earnings would be $12,000; at the beginning o£ the third year, the 
commission would prescribe a rate reduction calculated to absorb one-half 
of the current excess earnings, or a reduction of $6,000. Each retirement of 
securities would reduce the rate base, which would be $984,000 ($1,000,000- 
|i6,ooo) at the beginning of the third year. 

It will be noted that this proposal borrows from the Washington plan to the 
extent of providing for regular rate reductions equal to one-half of the excess 
earnings which the utility is enjoying. This gives consumers the benefit of an 
immediate saving, and also it gives the company the benefits of the increased 
consumption, with the concomitant reduction in unit costs, that usually fol- 
lows from rate reductions. The proposal differs in reserving for the benefit of 
consumers a part of the excess income earned under the rates which have pre- 
viously been approved as reasonable by the commission. From the point of 
view of the consumer, it may be asked why the utility should not be required 
to hold the entire amount of the excess earnings in trust for the consumers, 
to be used for the purpose of amortizing its investment and reducing its rate 
base. In answer, it may be suggested that the proposed division of excess earn- 
ings between the company and the consumers is likely to be more beneficial 
to the consumers in the long run through the stimulus to efliciency which is 
provided by recognizing the company’s right to share in the excess earnings 
which have presumably been created, at least in part, through the manage- 
ment’s efforts. 

The Merits of the Plan. The proposed plan appears attractive from several 
points of view. 

(1) The plan retains the principal advantage of the prudent-investment 
program, namely, stability of the rate base. By providing a stable rate base to 
be kept current through accounting control, the frustrations and injustices so 
characteristic of present fair value are avoided. 

(2) The plan provides for the explicit determination of the respective rights 
and obligations of the utility and its consumers with respect to rates and 
charges, and with respect to earnings and the allocation of utility income. 
This certainty with respect to the rights and obligations of the company and 
its consumers should lead to a recognition of the identity of interest of com- 
pany and consumers in the intensive development of the market through a 
vigorous policy of rate reductions. 

(3) The determination of the rate of return applies the prudent-investment 
principle. The amount of the return is calculated according to the needs of the 
company and is based directly upon the payments which the company makes 
on its outstanding securities. With respect to the appropriate return for each 
class of security outstanding, the cost standard is to be used. Only in recog- 
nizing that reinvested earnings are a part of the common-stock equity of the 
utility does the plan depart from a strict adherence to the utility’s needs in 
determining the amount of revenue which the utility should be permitted to 
earn; and this departure from the strict needs standard appears justifiable as 
a method of encouraging conservative financing and the accumulation of a 
reasonable surplus by the utility. 

(4) The plan recognizes that the investment character of the common 
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stock is the key to a sound financial structure. The sale of bonds and pre- 
ferred stock, and the cost at which capital is available to the company, depend 
upon keeping fixed charges within reasonable bounds. If the financial health 
of the utility is to be preserved, it is essential that a due proportion of its new- 
capital rec]uirements be provided through the sale of common stock. Hence, 
it must be a fundamental objective of regulatory policy to maintain the in- 
vestment standing of the utility common stock. 

(5) If the regulatory program is successful in achieving the preceding ob- 
jective, the utility will presumably be in a position to raise new capital through 
the sale of whatever class of securities is most appropriate in the light of the 
existing conditions of the investment market, 

(6) The proposals with respect to the administration of excess income, 
in so far as they provide for the retirement of outstanding securities through 
the application of the excess earnings segregated for the benefit of the con- 
suming public, would gradually strengthen the company financially, 

(7) One of the most attractive features of the proposed plan is its stimulus 
to managerial efficiency. The incentive is provided by the explicit recognition 
of the utility’s right to one-half of all surplus earnings after meeting the re- 
quirements with respect to the fair return. If efficiency is to be encouraged, two 
conditions are essential: first, the company must be permitted to share in any 
benefits that result from its success in achieving greater efficiency; and sec- 
ondly, any one gain in efficiency must not give a right to a permanently en- 
larged income lest the company rest content with its existing income. The 
proposed plan enables the company to maintain its existing income or even to 
increase that income if it is able to continue to achieve gains in efficiency; but 
as soon as it ceases to effect new economies, the amount of income falls grad- 
ually and automatically until it reaches the stipulated fair return. It is sug- 
gested that this arrangement would provide a more satisfactory method both 
for rewarding, and for stimulating, efficiency than any which regulatory au- 
thorities have developed. 

(8) The proposals with respect to the administration of income are more 
advantageous for the consumer than those plans which simply provide for rate 
reductions proportional to the excess earnings. Under the proposals here ad- 
vanced, any overpayments by consumers redound to their benefit, not only 
through rate reductions during the following year, but also through the im- 
mediate application of one-half of the excess earnings to the retirement of out- 
standing securities, thereby further reducing the utility’s requirements with 
respect to the fair return. 

(9) In the case of a successful utility, the application of the proposed plan 
of rate regulation would presumably lead to progressive rate reductions. These 
reductions would follow partly from the stimulus to efficiency, partly from 
the reduced requirements with respect to the fair return with the retirement 
of outstanding securities, and partly from the lower unit costs to the company 
that would follow increases in the consumption of its service. The plan offers 
cumulative benefits to both consumers and investors. 

Objections to the Plan. These recommendations with respect to rate regu- 
lation may give rise to objections on both the legal and the economic levels. 
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(i) The most serious criticism has to do with its constitutionality. Two 
features of the plan are attacked ; the constitutionality of the prudent-invest- 
ment method of determining the rate base, and the constitutionality of the 
provisions for the administration of the utility’s income. The reasons for 
believing in the constitutionality of a prudent-investment program of rate 
control have been set forth in the preceding discussion of the prudent-invest- 
ment proposal. As to the second objection, no plan of state regulation requir- 
ing the segregation of a part of the excess earnings of utilities for the benefit 
of the consuming public has ever been placed in effect or passed upon by the 
courts. Those who attack the constitutionality of this feature of the plan do 
so primarily on the authority of the Supreme Court’s holding in the New Yor^ 
Telephone Company case.^® No doubt that decision would constitute a prece- 
dent unfavorable to any attempt at recapturing utility earnings where such a 
recapture was not an essential part of an orderly scheme of rate regulation. 

In support of the constitutionality of the proposed scheme to segregate half 
of the excess income of the utility for the purpose of reducing the rate base 
and retiring outstanding securities, it may be noted that the company is en- 
titled to no more than a fair return. If the commission chooses to be liberal in 
allowing rates which may produce more than the prescribed fair return (and 
the proposal would be conducive to such a liberal attitude on the part of the 
regulatory authorities), these rates would be established with the understand- 
ing that any income beyond the fair return would be segregated according to 
the requirements of the plan. 

The proposals respecting the disposition of excess income are quite similar 
in their character to the recapture provision of the Transportation Act of 
1920. In fact, the recapture provisions of the Transportation Act were less 
favorable to the railroads than the present proposal would be to utility com- 
panies. Instead of requiring that half of the excess income be paid into a fund 
to be available for making loans to other corporations, the plan proposes that 
the excess earnings held in trust for the consuming public should be used to 
retire the outstanding securities of the utility. It will be recalled that the chal- 
lenge to the constitutionality of the recapture clause was unsuccessful. The 
Supreme Court upheld the right of the federal government to provide for 
taking one-half of the earnings in excess of the fair rate of return prescribed. 
In upholding the constitutionality of the recapture provisions, the Court re- 
marked specifically on the fact that the recapture program was an integral part 
of the statutory program of rate making.'*'^ The Act specifically provided that 

48 271 U.S. 23, 31-32 (1926). Quoted supra, p. 389. 

“. . . The carrier owning and operating a railroad, however strong financially, however 
economical in its facilities, or favorably situated as to' traffic, is not entitled as of constitutional 
right to more than a fair net operating income upon the value of its properties which are being 
devoted to transportation. By investment in a business dedicated to public service the owner must 
recognize that, as compared with investment in private business, he cannot expect either high 
or speculative dividends but that his obligation limits him to only fair or reasonable profit. If 
the company owned the only railroad engaged in transportation in a given section and was 
doing all of the business, this would be clear. If it receives a fair return on its property, why 
should it make any difference that other and competing railroads in the same section are permitted 
to receive higher rates for a service which it costs them more to render and from which they 
receive no better net return ? 

“. . . The reduction of the net operating return provided by the recapture clause is, as near 
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excess earnings were held by the carrier as trustee for the public, and the Court 
found that the provisions with respect to the disposition of this excess income 
did nor. result in any taking of property without due processes of law : 

. . The excess caused by the discrepancy between the standard of reason- 
ableness for the shipper and that for the carrier due to the necessity of main- 
taining uniform rates to be charged the shippers, may properly be appropriated 
by the Government for public uses because the appropriation takes away noth- 
ing which equitably belongs either to the shipper or to the carrier.” This 
decision certainly suggests the competence of state legislatures (or of the fed- 
eral government in the case of utilities subject to its jurisdiction) to provide 
a program of rate control which embodies a provision for devoting a part of 
the utility’s excess income to public purposes. 

As to that part of the program which defines the rate of return as the sum 
required to provide interest on bonds, preferred dividends, and fair earnings 
on the common-stock equity, it is difficult to see how any constitutional ob- 
jection could prevail. The whole objective of the plan is to recognize the 
utility’s obligations with respect to its senior security holders while permit- 
ting the utility such earnings on its equity stock as to enable the company to 
raise new capital as recjuired through the issue of additional common stock. 
Certainly if the plan accomplishes this objective no plea of confiscation could 
prevail. As long as investors are willing to buy new issues of a utility’s stock, 
it is unrealistic, if not logically impossible, to argue that any confiscation of 
their investment exists. 

(2) The application of the excess earnings held in trust for the consuming 
public to the retirement of outstanding securities is said to be objectionable 
because it results in an involuntary termination of the investor’s association 
with the utility. This objection carries little weight. The right of the investor 
to a fair return so long as his funds are invested in the utility enterprise is safe- 
guarded. If his securities are callable, as the plan contemplates, the investor 
has no right as against the utility corporation to insist that his investment 
continue."^ Certainly he has no superior right as against the state. If he receives 
the contractual payment for the termination of his investment, he can raise 
no objection. 

(3) It has been said that the proposed plan will result in the establishment 
of public ownership. This result would follow, it is alleged, from the retire- 
ment of all of the outstanding securities of the utility company. As a practical 
matter, this result is highly unlikely. The new-capital requirements of most 
utilities would normally be greater than the excess earnings available for the 
retirement of outstanding securities. The plan would probably do little more 
than bring about a more conservative capital structure — more conservative in 
the relation of the total capitalization to the investment in real assets, and 
more conservative in the proportion of common stocks to senior securities. 

as may be, the same thing as if rates had all been reduced proportionately before collection.” 
(Daylon-Goose Creefi Ry. v. U.S., 263 U.S. 456, 481, 483 [1924].) 

263 U.S. 456, 484. 

If nhe securities are not callable, the company could deposit the funds with the trustee for 
the retirement of the bonds at their maturity. Or if the market price of the bonds should not 
be too high, the bonds could be purchased in the market and retired. 
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Since the plan provides for amortization of the investment and reduction in 
the rate base, it affords the consumer all of the advantages that he might at- 
tain from the policies governing the administration of income for publicly 
operated plants; and in addition, he has whatever advantages may come from 
private initiative in operation. It might be argued that this plan would remove 
the basis for a public-ownership movement by giving the consumer all that he 
could hope to obtain from successful public ownership. 

(4) There is one unanswerable criticism of the prudent-investment or cost 
program of rate control, but it applies equally to any scheme of rate regulation 
that bases a utility’s right to income on either the value of its property or on its 
outstanding security issues. Competing demands for the consumers’ dollars, 
as well as the more direct competition of substitute services, may make it im- 
possible for a utility to earn a fair return on any rate base, however “prudent” 
its investment may have been at the time it was made. Regulation does not 
guarantee the utility a return irrespective of changes in the demand for its 
service. Thus, prudent investment and present value (except in the sense of 
the capital value of present and prospective earnings) are ecjually irrelevant to 
the rate policies of most steam railroads and many street railways. Rates can- 
not be established above the “value of the service,” or, to state the same prin- 
ciple more practically, rates should not be above the level which will afford 
the regulated enterprise a maximum return. 

A closely related criticism is suggested by the experience of the Interstate 
Commerce Commission with the regulation of the steam railroads. Where a 
utility is unusually sensitive to cyclical fluctuations in business, as are the rail- 
roads, the extreme fluctuations in their earnings make it impractical to attempt 
to set rates to produce annually a uniform return on a rate base. The common- 
sense policy for such utilities is to permit a fair return over the period of the 
business cycle, accumulating a large earnings-equalization reserve if condi- 
tions permit. A sound rate policy is impossible without a sound capitalization 
policy; such utilities should have the very minimum of fixed charges. 

Regulation of rates is the keystone to the entire program of public utility 
control. The present-fair-value method and its modifications have proved in- 
capable of effective administration. A satisfactory scheme of regulation must 
possess sufficient flexibility to preserve both reasonable charges and the finan- 
cial health of the utility under diverse and changing conditions; it must secure 
efficiency and competence in the direction and management of the utility; 
and it must be capable of effective administration. Of the numerous alterna- 
tives to the present-fair-value procedure, the modified prudent-investment 
program offers the most promise of achieving fairness for consumers, justice 
for investors, progress for the industry, and effectiveness in regulation. 
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REGULATION OF UTILITY EXPENSES 

I. THE PROBLEM OF EXPENSE CONTROL 

The Importance of Utility Expenses. If it is the purpose of utility regula- 
tion to secure for consumers the minimum reasonable rates that are consistent 
with satisfactory service, then the regulation of utility expenses is quantita- 
tively of greater importance than the control over the net income of public 
service companies. The significance of utility expenses can be made concrete 
by reference to the Composite Income Account which the Federal Power Com- 
mission presented as part of its Statistics of Electric Utilities for 1937.^ 

From this statement it appears that on the average approximately $70 in 
every |ioo of utility revenue is required for expenses other than the fair re- 
turn. Nearly .I47 is allocated to operating expenses, including maintenance; 
approximately $9 is appropriated for depreciation expense; and something less 
than I14 is paid out as taxes. I30 remains as the “fair return”; and of this sum 
interest and related items absorb $13, and $20 (including nearly I3 of non- 
operating revenue) is available for dividend payments and for earned surplus 
account. Quantitatively, a 10 per cent reduction in expenses would save con- 
sumers more than twice as much as a similar reduction in the “fair return” 
items. Similar figures for all utilities as of 1937, as prepared by the Wisconsin 
Public Service Commission, are presented in Table 41.^ 

The Early Attitude toward Regulation of Expenses. The relation be- 
tween the operating and related expenses and the charges for the service have 
been recognized from the beginning of rate regulation. Yet regulation has 
until recently concentrated .on the fair return. Two circumstances were re- 
sponsible for the relative neglect of operating expenses by regulatory commis- 
sions. First, despite early decisions by the Supreme Court recognizing the 
right of commission inquiry into the propriety of company expenditures, sub- 
sequent decisions restrictive of commission authority persuaded many com- 
missions that they could not invade “managerial fields.” Secondly, the com- 
missions, in common with others concerned with regulation, assumed that 
the interests of management and consumers in keeping operating expenses at 
a minimum were identical, and that the judgment of the management with 
respect to the necessity of operating expenditures might safely be accepted. 

The Present Concern About Expenses. The conventional attitude of easy 
acceptance of company claims regarding operating expenses has undergone a 
radical change since the middle 1920’s when the Federal Trade Commission 
began its inquiry into the activities of holding companies. It is now quite gen- 
erally recognized that the operating expenses require as careful and critical 
scrutiny as the claims for a “fair return on the fair value of the property.” The 

^ See Table 17, p. 58. 

® The more detailed figures indicate which categories of expense offer the larger opportunities for 
savings. 
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changes that may create conflicts between the interests of consumers and those 
of the management or control with regard to operating expenditures have 
been described elsewhere.'^ The increasing frequency with which the func- 
tions of generation or production and transmission, in the electric power and 
natural-gas industries particularly, are performed by corporations distinct from 
those engaged in local distribution creates opportunities for an inflation of 
the operating expenses, especially if the companies entering into such whole- 
sale transactions are controlled by a common interest. A similar situation 
arises when affiliates of the holding company have contracts for the perform- 
ance of services — managerial, supervisory, purchasing, legal, engineering, et 
cetera — for the subsidiary operating companies. 

The pressure to inquii'e more critically into operating expenses was rein- 
forced by the depression after the 1930’s. If rate increases could be justified by 
the companies on the basis of rising costs of operation, why could not declin- 
ing operating costs create the margin out of which rate reductions might 
come? And if the operating expenses concealed profits to affiliated interests, 
were not even larger reductions feasible without trenching on the legitimate 
“fair return” of the utility? 

Another consideration lends support to active supervision of operating ex- 
penses. Utility companies operate largely under the protection of franchises 
which protect them from the competition of a like service. It is desirable, there- 
fore, that there should be a searching examination of operating expenses by 
regulatory authorities as a stimulus to managerial efficiency. 


2. COMMISSION JURISDICTION 

The Right to Regulate Utility Expenditures. The utility is normally en- 
titled to revenues adequate to cover its operating expenses, including taxes 
and depreciation, plus a reasonable return on the investment with which it 
serves the public. But this right of the utility is dependent upon the full dis- 
charge of its obligations to the consuming public, among which is the funda- 
mental duty to observe due diligence in management, to maintain a high 
standard of efficiency, and to conduct its affairs with maximum economy. A 
failure to recognize the jurisdiction of regulatory commissions over utility 
expenditures, operating and non-operating, would render rate regulation 
meaningless, subjecting the judgment and orders of the commission to the 
management’s control. 

The majority of the utility statutes have contained no specific reference to 
the power of the commission to regulate operating and other expenses. Yet 
the judiciary has recognized the right of the regulatory authorities to concern 
themselves with the expenses of utility enterprises. In 1892 in Chicago & 
Grand Trunl{ Railway v. Wellman, Mr. Justice Brewer’s dicta upholding the 
regulation of railroad fares by Minnesota indicated that supervision of oper- 
ating expenses was an essential part of the power to establish reasonable rates: 

“. . . It is agreed that the defendant’s operating expenses for 1888 were 
12,404,516.54. Of what do these operating expenses consist? Are they made up 

® Chapter IV. 
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TABLE 

Composite Statement of Revenues and Ex 


Classification of Revenues 
and Expenses 

I Electric Utilities 

II Gas Utilities 


Per Cent 
of Total 
Operating 
Revenues 


Per Cent 
of Total 
Operating 
Revenues 

Operating Revenues: 





Sales to Ultimate Consumers 

^49,672,279 

89 

$12,562,622 

95 

Sales to Other Utilities 

5,294,185 

10 

393.577 

3 

Sales to Public Authorities 

— 

— 

— 

— 

Other Operating Revenues 

745.490 

I 

225,902 

2 

Total Operating Revenues 

$55,711,954 

100 

$13,182,101 

100 

Operating Expenses 

23.255.135 

41 

$ 7,498,664 

57 

Production 

13.057.837 

23 

4,261,204 

32 

Transmission and Distribu- 





tion 

4.148.179 

7 

1.157.325 

9 

Customers Accounting and 





Collecting 

1.653.537 

3 

719,852 

5 

Sales Promotion 

1,408,828 

3 

463,611 

4 

Administrative and General 

2,986,754 

5 

896,672 

7 

Maintenance 

— 

— 

— 

— 

Traffic 

— 

_ 

— 

_ 

Commercial 

— 

— 

— 

— 

Management Fees 

— 

— 

— 

— 

Conducting Transportation 

— 

— 

— 

_ 

Source of Water Supply 

— 

— 

— 

— 

Power and Pumping 

— 

— 

— 

— 

Purification 

— 

— 

— 

__ 

Depreciation 

$ 6,698,952 

12 

$ 1,227,262 

9 

Taxes 

9,061,306 

16 

1,761,371 

13 

Rent 

44,887 

I 

20,060 

I 

Uncollectible Bills 


— 

— 

— 

Total Revenue Deductions 

$39,060,280 

70 

$10,507,357 

80 

Utility Operating Income 

$16,651,674 

30 

$ 2,674,744 

20 


® Exchange service revenue. Toll service revenue. Other transportation revenue. 


partially of extravagant salaries; fifty to one hundred thousand dollars to the 
president, and in like proportions to subordinate officers? Surely, before the 
courts are called upon to adjudge an act of the Legislature fixing the maximum 
passenger rates for railroad companies to be unconstitutional, on the ground 
that its enforcement would prevent the stockholders from receiving any divi- 
dends on their investments, or the bondholders any interest on their loans, 
they should be fully advised as to what is done with the receipts and earnings 
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PENSES FOR Wisconsin Utilities for 1937^ 


Telephone Utilities | 

1 Street Railways | 

I Water Utilities 


Per Cent 


Per Cent 


Per Cent 


of Total 


of Total 


of Total 


Operating 


Operating 


Operating 


Revenues 


Revenues 


Revenues 

$15,869,203 “ 

74 

$8,843,477 . 

99 

$6,594,854 

75 

4,682,703 ^ 

22 

143383 « 

0 

300,380 

3 





1,892,233 


802,552 

4 

108,140 

I 

80,620 

1 

$21,3543458 

100 

$8,966,000 

100 

$8,868,087 

100 

$11,663,940 

55 

$537053469 

64 

$33736,631 

42 

— 

- 

— 

- 

746,439 

8 





344,656 

4 







1,799,788 

8 

621,964 

7 

559,796 

6 

339733275 

19 

1,283,016 

15 

— 

— 

4,182,167 

20 

23,807 

0 


— 

1,460,307 

7 

— 

— 


— 

248,403 

I 

— 

— 


— 

— 

— 

3,776,682 

42 


— 

— 

— 

— 

— 

269,862 

3 

18 





I35853I00 





229,573 

3 

$ 3,165,447 

15 

$1,290,161 

14 

$1,120,522 

13 

2,975,142 

14 

730,519 

8 

970,128 

II 

189,146 

I 

15,505 

0 


— 

453817 

0 

— 

— 


— 

$18,039,492 

85 

H$ 7 , 74 i ,654 

86 

$5,827,281 

66 

$ 333143966 

15 

$1,224,348 

14 

$3,040,806 

34 


* Source: Wisconsin Public Service Commission, Statistics of Wisconsin Public Utilities, iq^6~ 

37-38 (1939)- 


o£ the company; for, if so advised, it might clearly appear that a prudent and 
honest management would, within the rates prescribed, secure to the bond- 
holders their interest, and to the stockholders reasonable dividends. While the 
protection of vested rights of property is a supreme duty of the courts, it has 
not come to this, that the legislative power rests subservient to the discretion 
of any railroad corporation which may, by exorbitant and unreasonable sal- 
aries, or in some other improper way, transfer its earnings into what it is 
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pleased to call ‘operating expenses.’ ” ^ The unqualified recognition of com- 
mission jurisdiction over the operating expenses of utilities subject to their 
control is most clearly seen in the increasing number of decisions in ■which 
the Supreme Court has sustained the right of commissions to inquire into the 
charges made by affiliated interests for natural gas sold at wholesale to local 
distributing companies or for services performed by units of a holding-com- 
pany system.'' 

The record of judicial review is not without precedents which are restrictive 
of commission authority over utility operating expenditures. Such restrictions 
are usually couched in terms of not interfering with the functions of manage- 
ment.® The proposition that the expenditures of utility companies fall within 
the field of managerial discretion beyond the reach of regulatory authority is 
replete with danger for consumers and investors alike, and has fortunately 
been superseded. The more modern rule was set forth by Mr. Justice Roberts 
in 1936: “The contention is that the amount to be expended for these pur- 
poses [selling costs of market agencies at Union Stockyards in Chicago] is 
purely a question of managerial judgment. But this overlooks the considera- 
tion that the charge is for a public service, and regulation cannot be frustrated 
by a requirement that the rate be made to compensate extravagant or unneces- 
sary costs for these or any purposes.” 

The earlier remarks of the courts with respect to the propriety of operating 
expenses claimed by utility companies suggested that the burden of establish- 
ing the impropriety of company claims rested with the regulatory agency. In 
the absence of evidence as to “bad faith” or “mismanagement,” there appeared 
to be an assumption that the management’s judgment should prevail. Ad- 
ministrative efficiency in the regulation of operating expenses, as in other 
phases of regulation, demands a reversal of this burden of proof. The manage- 
ment should be required to establish the reasonableness and propriety of all 
expenditures, operating as well as capital, expenses. This burden of proof 

4 143 u.s. 339. 345-346 (1892). 

^Corporation Commission v. Wichita Gas Co., 290 U.S. 561 (1934); Western Distributing 
Co. V. Kansas, 285 U.S. 119 (1932); Dayton P. & L. Co. v. Comm. 29a U.k 290 (1934). See also 
O'Gorman & Young v. Hartford Fire Ins. Co., 282 U.S. 251, 257 (1931). 

The most frequently quoted pronouncement to this effect is to be found in the decision of 
Mr. Justice McReynolds in the Southwestern Bell Telephone Company case: 

“The important item of expense disallowed by the Commission — $174,048.60 — is 55% of the 
414 % of gross revenues paid by plaintiff in error to the American Telephone & Telegraph Com- 
pany as rents for receivers, transmitters, induction coils, etc., and for licenses and services under 
the customary form of contract between the latter Company and its subsidiaries. Four and one- 
half per cent is the ordinary charge paid voluntarily by local companies of the general system. 
There is nothing to indicate bad faith. So far as appears, plaintiff in error’s board of directors has 
exercised a proper discretion about this matter requiring business judgment. It must never be for- 
gotten that while the State may regulate with a view to enforcing reasonable rates and charges, 
it is not the owner of the property of public utility companies and is not clothed with the general 
power of management incident to ownership.” (262 U.S. 276, 288-289 [1923].) 

See also Houston v. Southwestern Bell Tel. Co., 259 U.S. 318 (1922). For other discussions of 
the American Telephone & Telegraph Company license contracts, see Comm, v, Mich State Tel. 
Co., 228 Mich, 658, 200 N W 749 (1924); Re Indiana Bell Tel. Co., P.U.R. 1924A, i, 29-33 
(Ind., 1923); Re N.Y Tel. Co.. P.U.R. 1925C, 767, 817-825 (N.J., 1924); Re Wis. Tel. Co., 
P.U.R. 1925D, 661, 674, 675 (Wi.s., 1925); Re N.E. Tel. & Tel. Co., P.U.R. 1925E, 739, 746-748 
(Mass., 1925). See further, Wisconsin Tel. Co. v. Comm., 2^2 Wis. 274, 287 N.W. 122, 148 

(1939)- 

Ac f(er V. United States, zgi U.S. 426, 4^o~4^i. 

s> 
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should rest upon the company not simply when it challenges the rate orders 
of .the commission in the courts, but also when the matter is before the com- 
mission. 

In the regulation of operating expenses, commissions must be as scrupulous 
in observing the amenities of “due process” as in their determination of the 
rate base and the rate of return. Decisions as to the propriety of operating ex- 
penses must rest upon evidence openly presented, and the utility must have 
notice and opportunity to show the reasonableness and necessity of any ex- 
penditures questioned by the commission.^ In order to justify any expenditure, 
the utility must establish three facts: that the expense was actually incurred 
or will be incurred; that the expenditure is necessary to the discharge of its 
public duties; and that the amount of the expenditure is reasonable.*' 

The Exercise of Control Over Operating Expenses. For the most part, 
the regulation of operating expenses is not treated as a separate and distinct 
phase of commission activity. The regulation of operating expenses is nor- 
mally an essential part of a rate proceeding. The control over accounting prac- 
tices and the examination of the reports submitted to the commission by the 
companies, provide other opportunities for the commission to query any 
charges for operating expenditures which seem to be obviously improper. The 
recently adopted procedure in many of the states, requiring that all intercom- 
pany contracts be filed with the commission, has created an opportunity for 
an advanced consideration of these particular items. 

Regulatory Techniques, Three techniques have been applied to the con- 
trol of utility expenditures: (i) the disallowance of improper charges, (2) the 
prohibition of expenditures and payments for improper items, and (3) con- 
trol through budget estimates of future expenses submitted by the compa- 
nies. The characteristics and effectiveness of each of these techniques requires 
examination. 

The disallowance of improper expenses. The technique of “disallowing” 
improper operating expenses is one that developed without explicit legislative 
or judicial direction. It seems to have been the result of the philosophy that 
while a commission has the power to “regulate” the operating expenses of an 
utility it has no control over management and may not substitute its judg- 
ment for that of the management. The regulation of operating expenses thus 
partakes of the nature of accounting control, with the commission refusing 
to permit the company to record certain items of expendittire as operating ex- 
penses. The essence of “disallowing” an expense is to exclude it from those 
operating expenses that must be paid before the remaining utility revenue 
may be said to be available as a fair return on the investment. The effect of dis- 

** So much was forcefully asserted by Mr. Justice Cardozo in condemning the decision and 
procedure of the Public Utilities Commission of Ohio in the West Ohio Gas Company case: 

"... A public utility will not be permitted to include negligent or wasteful losses [in this 
instance, loss of gas from leakage] among its operating charges. The waste or negligence, how- 
ever, must be established by evidence of one kind or another, either direct or circumstantial. In 
all the pages of this record, there is neither a word nor a circumstance to charge the management 
with fault. . . . There is not even the shadow of a warning to the company that fault was 
Imputed and that it must give evidence of care.” (294 U.S. 63, 68 [1935].) 

^ Re Ripon United Teleph. Co., P.U.R. 1924A, 171 (Wis., 1923); Commerce Comm. v. Pub 
Serv. Co. of No. III., 4 P.U.R. (N.S.) i ( 111 ., i 934 h 
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allowing an item of expense is to shift the burden of the expenditure from the 
consumers to the investors. The commission does not forbid , the utility to 
make the expenditure; indeed, the expenditure may already have been in- 
curred and paid, but it must be charged against funds otherwise available for 
the fair return. 

It may be seriously questioned whether the “disallowance” technique is 
adequate. If the utility continues to incur operating expenses which the com- 
mission regards as improper, the revenue available for return on invested 
capital, assuming that the rates are so established as to afford only a reasonable 
return, must in time become inadequate to attract capital. Also, it may be 
asked if investors are not entitled to protection against mismanagement to 
the extent that commissions are able to provide it. In theory, the investors 
control the management, and if they disapprove of its conduct, they may 
elect a new and more competent board of directors. In practice, however, the 
investors are without effective means of making their interests articulate, and 
managements, being in charge of the proxy machinery, are likely to become 
self-perpetuating. 

The prohibition of improper expenditures. From the foregoing it is clear 
that effective regulation of utility expenses must rest upon authority to pro- 
hibit improper expenditures. In the long history of utility regulation there 
has been no final decision respecting this authority. Indeed, in only a few 
states have the statutes explicitly conferred upon their commissions authority 
to prohibit the payment of unwarranted expenses. Specific statutory provisions 
have appeared chiefly with respect to depreciation charges, and though they 
have not been passed upon by the Supreme Court, the pronouncements in 
Smith v. Illinois Bell Telephone Company suggest that these provisions will 
be upheld.^® There is no reason to believe that the jurisdiction of regulatory 
authorities is more limited with respect to other operating expenses than with 
respect to depreciation charges. It may therefore be said that there is no con- 
stitutional obstacle to conferring upon regulatory authorities the power to 
prohibit expenditures which are unwarranted and improper. It is even pos- 
sible that the courts would uphold the exercise of this authority as implied in 
the general power to regulate rates. 

Budget control of future expenses. One of the difficulties of commission 
control over operating expenses has been that regulation has too often come 
after the expenses have been incurred and paid. If control is to be effective, 
commission action must precede the expenditure. Thus, since the more pro- 
gres.sive utility companies have adopted, for managerial purposes, the practice 
of preparing budgets of both operating and capital expenditures for a year or 
more in advance, legislation might be enacted to require that all utilities pre- 
pare and submit such budgets to the appropriate commission. 

Oregon has experimented with this form of control. Under an amendment 
of 1933, utility companies are required to file, on or before November first, a 
budget of expenditures for the following calendar year. A finding by the Com- 
missioner that a particular expenditure would be unwise or imprudent has the 

^02820.8.133,149(1930). 
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eilect of prohibiting the company from incurring that expense or making that 
expenditure. 

What are the requisites for the effective regulation of utility expenditures? 
From the foregoing discussion, it is apparent that regulation should precede 
the expenditure, rather than be confined to the “disallowance” of past ex- 
penses. Furthermore, active regulation should not be limited to those occa- 
sions when the company is before the commission in a matter involving its 
rates and charges; the regulation of operating expenses should be the con- 
tinuing responsibility of the commission. Clearly, the filing of a budget of 
proposed expenditures is a satisfactory and fair proceeding for both the com- 
pany and the regulatory authorities. The commission should possess authority 
to forbid an expenditure or to “disallow” it, according to the circumstances.^^ 

3. GUIDING PRINCIPLES IN REGULATING OPERATING 
EXPENSES 

Tests of Reasonableness. In the regulation of operating expenses, as in 
other phases of commission control, there is a need of standards or tests of the 
reasonableness of the sums which the companies claim as necessary expendi- 
tures. As the basic principle, there is the requirement that the utility have 
competent and efficient management, that the owners be responsible for pro- 
viding honest and efficient management, and that consumers must not be 
prejudiced by any deficiency in management. It is generally agreed that hon- 
esty and efficiency are to be judged in the light of the data available at the 
time when managerial decisions are reached. 

In testing the reasonableness of utility expenses, commissions have resort to 
two devices: the development of cost standards, and the comparison of costs, 
either of different accounting periods for the same utility, or of different utili- 
ties at the same time. However, relatively little use has been made of either 
device. The commissions have been without the funds necessary for the estab- 
lishment of general cost standards for the different classes of utilities, and the 
utility companies have hesitated to give publicity to such cost studies as they 
have made, lest the data be misunderstood by the public or be used to support 
agitation for more rigorous regulation. 

The same procedures govern the development of cost standards in the 
utility industries as in other fields of business: a study of the details of cost 
and a determination of the limits for all variable elements. If the problem of 
cost determination for utilities is more difficult, it is only because a larger 
proportion of utility expenditures are joint costs; but the complications arising 
from joint costs are of much the same character whether the joint items are a 
large or a small proportion of total costs. 

Oregon, Laws of 1933, Chapter 441. See also Re Pacific Tel. & Tel. Co., z P.U.R. (N.S.) 
384 (1933). Thus far the constitutionality of this statute has not been determined. 

It is conceivable that the company might be justified in making e.xpenditures which could 
not properly be charged against consumers; hence not all expenditures that should be disallowed 
are appropriate subjects for orders of prohibition. In its reports the company should be required 
to call the attention of its security holders to any items of expense that have been disallowed by 
regulatory order, so that they may be duly warned to register any objections they may have With 
the management. 
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It would, of course, be advantageous if the same standards could be applied 
in regulating all utilities rendering the same service, but diversities in organi- 
zation and differences in the conditions under which companies operate have 
prevented the preparation of satisfactory general standards. There are, how- 
ever, more limited standards, which offer significant results and which are 
practicable and capable of ready development. 

It may serve to simplify the discussion of cost standards if two descriptive 
designations be introduced at this point— unit costs and cost-relatives. Unit 
costs are familiar in utility valuations; they are equally available for testing 
operating expenses. Some costs are relatively standardized for all utilities using 
the same equipment and techniques; thus, assuming the same cost of fuel, 
the cost of generating a kilowatt-hour of energy with any specific type of 
generator should be uniform; the costs of meter repair and replacement, of 
meter reading, of billing, of equipment repairs, et cetera, should be fairly 
standard and are clearly determinate. Other cost standards that cannot be 
formulated in absolute terms are susceptible of reasonably explicit determina- 
tion in the form of relatives: thus the relation of transmission losses to voltage, 
volume, and distance, the ratio of expenditures for sales promotion to gross 
revenue, or even the quite general “operating ratio” may serve to answer some 
of the questions which commissions should ask in the process of their regula- 
tion of the expenses of utility companies. 

All the transactions of the company with other businesses provide unit costs 
or the raw materials from which such unit costs can be constructed. The extent 
to which unit costs may be explicitly determined depends partly on the detail 
with which the expenditures of the utility are recorded, and partly on the 
extent to which allocations are made at the time work is performed or expense 
is incurred. The attempt to develop unit costs for operating expenses would 
serve to direct attention to the more ambiguous aspects of expense accounting 
and should result in refinements of accounting technique which will make 
significant information more readily available and more reliable. 

Cost relatives may supplement unit costs. Where costs are subject to fluctua- 
tions that prevent their statement as specific sums, there is the possibility of 
expressing expenditures for specific purposes as a percentage of other data. 
Thus it is appropriate and helpful to express engineering expenditures as a 
function of the amount of new construction, maintenance in relation to out- 
put or gross sales, and depreciation as a percentage of the cost of depreciable 
property. Relatively limited investigations of the characteristics of particular 
utilities suffice to reveal ratios which are standard for a particular class of utili- 
ties, or for a single company, if peculiar circumstances invalidate comparisons 
with other similar utilities. 

Another device by which the commission may heighten the rational element 
in judging the expenses of utility companies is the preparation of comparative 
studies of the expenditures of different companies. Even for a single company 
it may be significant to compare the expenditures of one period with those of 
another. This form of analysis may follow two procedures — ratio analysis and 
trend analysis. Ratio analysis consists in determining the ratio or percentage 
relation between specific elements of cost. Where the ratios thus calculated do 
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not appear to have especial validity per se, there is the possibility that the ex- 
tension of the analysis over several years may reveal changes or trends that 
will focus attention on significant and critical facts. 

The process of trend analysis may involve nothing more than the selection 
of one year as the base year, and the statement of all subsequent expenses as 
index numbers, with each expense item in the base year equal to 100. The trend 
method of analysis reveals not only the direction of change for each item of 
expense, but it also affords an easily comprehensible measure of the amount 
of the change. In addition, it makes possible a ready comparison between re- 
lated items of expense and their relative rates of change. 

The discussion may be made specific by reference to a study of the expense 
ratios of electric utilities for the years 1936, 1937, and 1938 by the Wisconsin 
Public Service Commission’s Rates and Research Department.’ This analysis 
is concerned with customer costs for Class A and Class B electric utilities. 
In addition to the data for the private utilities, averages are presented for the 
municipal utilities. The basis of the study is total costs, exclusive of the ex- 
penses of production and transmission. It may be noted in passing that the 
analysis includes the more controversial elements of cost, particularly the 
costs of distribution, and that reasonably adequate data are generally available 
with respect to the normal costs of production and transmission. 

Table 42 presents the general picture of the unit expenditures involved in 
serving the average customer after the electric energy has left the low side of 
the substation; the costs of production and transmission are not included. If 
the weighted average for all Class A and B utilities be accepted as the measure, 
then the costs of distribution account for 38 per cent of this total; administra- 
tive and general costs, for 31 per cent; customers’ accounting and collecting, 
for 17 per cent; and sales promotion, for 14 per cent. In 1938 the average cost 
for the municipal utilities, $9.90, was less than 70 per cent of the $14.28 average 
per customer costs for private utilities. While comparisons between different 
companies are of limited significance, it may be noted that among the private 
companies the Madison Gas and Electric Company had the lowest per cus- 
tomer average, $8.82, a significantly lower average than that of the municipal 
utilities. The North American Company’s subsidiaries were lower than the 
average in costs; the Middle West Corporation’s subsidiaries were very close 
to the average; while the subsidiaries of the Standard Gas and Electric Com- 
pany were, with one exception, appreciably higher than the average. A study 
of the cost trends for the different companies is significant: the average trend 
for the three-year period was upward, but a few of the companies were able to 
effect reductions. 

Table 43 presents the costs of distribution per customer, the largest group of 
costs in the rendition of electric service. These costs constitute a larger per- 
centage of cost for the municipal utilities than for the private companies. The 
trend of such costs has been distinctly upward over the three-year period, the 
average advance being 18 per cent for the private utilities and nearly ii per 
cent for the municipal utilities. Referring again to the average distribution 

Wisconsin, Public Service Commission, Electric Utilities’ Expense Ratio (Rates and Research 
Department, Departmental Bulletin No. 14-A, 7th edition). 
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TABLE 

Three-Year Comparison of Expense per Customer 

1936-1938 

Customers’ Accounting “ 


Class of Distribution and Collecting 


Cotnpany Utdity 

1936 

t937 

1938 

1936 

1937 

1938 

North American Co. 

Wisconsin Elec. Pr. Co. 

A 

$4.66 

$5-14 

$5-41 

.1^2.14 

51)2.19 

552.26 

Wisconsin Gas & Elec. Co. 

A 

4-63 

5.08 

5-89 

2.26 

2.07 

2.41 

Wis. Mich. Power Co. 

A 

3-15 

3.14 

4-03 

2.52 

2.19 

2-04 

Weighted Average 


14-55 

S4.99 

$5-40 

$2.18 

$2.17 

$2.27 

Standard Gas and Electric Co. 

Men. & Mar. Lt. & Tr. Co. 

A 

$3-86 

13-72 

113.86 

51.2.10 

552.24 

$2.15 

Wis. Public Serv. Corp. 

A 

5.01 

5-5(> 

6.04 

2.26 

2.26 

2.14 

Northern States Pr. Co. 

A 

5-47 

5-97 

6.53 

3.30 

3.05 

3.04 

Mid. Public Serv. Co. 

B 

7.41 

7.76 

7-57 

5-95 

5.05 

4.82 

Interstate Lt. & Pr. Co. 

A 

7-15 

6.19 

7-37 

3-34 

2.77 

2,98 

Weighted Average 


I5.20 

$5.67 

$6.18 

$2.67 

$2.56 

$2.49 

Middle West Corn. 

Lake Superior Dist. Pr. Co. 

A 

I3-36 

$4.08 

$4.07 

$4-16 

$4-13 

$4-12 

Wisconsin Pr. & Lt. Co. 

A 

3-99 

4.20 

4.72 

2.97 

2.81 

2.82 

Weighted Average 


13-91 

$4.18 

$4.65 

$3.12 

$3.00 

$2.98 

Other Private Companies 

Madison Gas & El. Co. 

A 

$3-31 

$3-59 

$4.06 

I1.59 

$1-59 

$1.74 

Superior Water Lt. & Pr. Co. 

A 

4.24 

4-97 

5.46 

1.78 

1-93 

2.55 

Wis. Elydro El. Co. 

A 

4.81 

4.16 

5-36 

3-89 

3-4S 

3-30 

Miss. Val. Publ. Serv. Co. 

A 

7.91 

5.10 

5-93 

2.96 

3.06 

2.72 

Interstate Power Co. 

A 

5.07 

4.05 

3.80 

3-46 

3.82 

3-37 

Willow River Power Co. 

B 

2.42 

1.20 

2.11 

2.56 

2.76 

3-13 

Nekoosa-Edw. Lt. & Pr. Co. 

B 

5.46 

7.40 

5-75 

1.98 

1.74 

2.25 

Northwestern Wis. El. Co. 

B 

4-35 

5.26 

4.08 

3-85 

4.17 

3.71 

Wis. Central Util. Co. 

B 

3.12 

3-85 

4.24 

3-87 

4-52 

3-83 

Weighted Average 

(Excl. Mad. & Sup. Co.’s.) 


114.62 

$4.12 

$4-45 

$3-47 

$3.52 

$3-30 

All Private Companies 

Weighted Average 


$4-51 

$4.90 

$5-34 

$2.47 

$2.42 

$2.47 

Median 


4-63 

4-97 

5-36 

2.96 

2.77 

2,82 

Municipal Utilities 

Weighted Average 


$4-35 

$4.41 

$4.81 

$1.54 

$1.61 

$1.95 

Median 


4-54 

4-33 

4.66 

1.32 

1.32 

1.72 

All Class A and Class B Utilities 

Weighted Average 


$4.50 

$4-86 

$5-30 

$2.40 

$2.37 

$2.43 

Median 


4.58 

4-45 

4-73 

2.04 

1.80 

2.07 


t Utilities which are largely or entirely wholesaling in character are excluded. Ratios are based 
upon Wiscon.sin operations only. 

1 Customer data used exclude other electric utilities, street lighting customers, and other govern- 
mental customers receiving service under separate rate classifications. 

2 Partially estimated. All items charged to utilization expense in 1936 and 1937 are included in 
distribution expense in order to make comparable with 1938. The estimated portion of conversion 
and storage expense reported in 1936 and 1937 chargeable ^ distribution expense under the 1938 
uniform system of accounts was also included. This estimate was based upon the distribution in 
1938 of items formerly included in conversion and storage. 
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• 42^ 

Raxios Class A and Class B Private Electric Utilities f 


Expense per Average Customer ^ 

Sales Promotion 


'Ulministrative 
and General 

Total {Excludit 
Production ScTransn 

g 

ission) 

J93^ 

1937 

1938 

1936 

1937 

1938 

1938 

1937 

1938 

It. 90 

I1.95 

152.19 

I2.92 

$2.92 

$3.20 

$11.62 

$12.20 

$13.06 

1.04 

1.62 

1. 19 

3-47 

2.91 

3-53 

11.40 

11.68 

13.02 

1. 10 

1.48 

1-63 

3-43 

3 - 6 i 

4-05 

10.20 

10.42 

11.75 

$1.69 

I1.86 

$1.96 

153-05 

I2.97 

$3-32 

In. 47 

1 1 1.99 

$12.95 

$1.16 

$1.33 

$1.32 

I4.11 

$4-44 

15-09 

III.23 

$1173 

$12.42 

3-15 

3.22 

2.64 

5-83 

6.01 

5-99 

16.25 

17-05 

16.81 

3-25 

4.28 

3-52 

6.19 

6.47 

7-94 

18.21 

19-77 

21.03 

373 

4-59 

4.00 

6.65 

6.23 

6.14 

2374 

23.65 

22.53 

5-05 

4.32 

4-31 

10.69 

10-45 

16.62 

26.23 

2373 

31.28 

$3.16 

$3-56 

$2.95 

$6.01 

$6.22 

IW4 

$17.04 

$18.01 

$18.46 

S1.65 

$2.34 

$1.61 

$7.56 

15-56 

I6.40 

$16.73 

$16.41 

$16.20 

3-05 

2-43 

L77 

5-51 

4-93 

4-57 

14-52 

14-37 

13.88 

.fla.oo 

$2.42 

$175 

$5.76 

$5.01 

$4-79 

$1479 

$14.61 

$14-17 

1 .86 

$ .86 

$ .80 

$2.89 

$2.66 

I2.22 

$ 8.65 

$ 8.70 

$ 8.82 

2.13 

2.08 

2.47 

4.07 

4.50 

4.72 

12.22 

13.48 

15.20 

1.08 

.84 

.91 

9-31 

8.40 

7-57 

19.09 

16.86 

17.14 

r.n 

1.53 

1.28 

4-37 

4.91 

5.06 

16.35 

14.60 

14.99 

2.34 

1.62 

.98 

4.67 

5-36 

4.94 

15-54 

14.85 

13.09 

.12 

.27 

.20 

10.23 

10.49 

8.67 

15-33 

14.72 

14.11 

4 


•47 

6.18 

6.22 

6.10 

13.62 

15-36 

14-57 

4 

1. 01 

1-30 

6.59 

6.36 

6.58 

14.79 

16.80 

15.67 

.88 

■98 

79 

4.81 

5-85 

6.30 

12.68 

15.20 

15.16 

$i.o8 

$ -99 

$ .88 

$ 7-14 

$7.12 

S6.60 

$16.31 

$1575 

$15-23 

$2.00 

$2.25 

$2.06 

$4.28 

14-15 

$4.41 

$13.26 

$1372 

$14.28 

1. 16 

1.62 

1.32 

5-51 

5.56 

5-99 

14-79 

14.85 

14.99 

1 .18 

$ .11 

$ .17 

13-68 

$3-91 

$2.97 

$ 9-75 

$10.04 

$ 9-90 

— 

_ 

.02 

3.12 

3-33 

2.97 

9.66 

9-03 

9-33 

$1.87 

I2.10 

I1.92 

$4.24 

$4.14 

$4-31 

$13.01 

$13-47 

$15.96 

.21 

.22 

•38 

4.09 

3-95 

3.50 

11-03 

11.36 

n.51 


® Includes uncollectible accounts in all years. 

^ These companies reported no sales promotion during these years because they were then Class C 
companies and the classification of accounts for such companies does not require that such ex- 
penses be shown separately. It is probable that sales promotion expenses are included in general 
expense for these years. 

* Wisconsin, Public Service Commission, Electric Utilities' Expense Ratio (Rates and Research 
Department, Departmental Bulletin No. 14-A, 7th ed.) Table i. 
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TABLE 

Distribution Expense per Customer 
1938 


Operation 


Class 

ol 

Company Utility 

Super- 

insion 

Office, 

Stations. 

Lines 

Meters 

Services on 
Customers' 
Premises 

Street 

Lighting 

Equipment 

Noriii Ameruiin Co. 

WLs. El. Pr. Co. 

A 

S .28 


1 .61 

It. 13 

8 .07 

VVis. Gas and El. Co. 

A 

■23 

1.26 

.48 

.64 

.19 


A 

.21 

.92 

.42 

•32 

.25 

Weighted Average 


8^6 

$1.40 

$ -57 

$ .98 

$ .1 1 

Standard Gas & EL Co. 

Men. & Mar. Lt. & Tr. Co. 

A 

S -33 

-4^ 

$ .85 

8 -55 

8 .40 

Wis. Pub. Serv. Corp. 

A 

.53 

1-33 

.89 

■71 

.20 

Northern States Pr. Co. 

A 

.87 

1.79 

1. 14 

.78 

.40 

Midland Pub. Serv. Co. 

B 

i.go 

1. 19 

1. 13 

.82 

-45 

Interstate Lt. & Pr. Co. 

A 

1.54 

2.76 

•53 

.68 

.21 

Weighted Average 


8 .67' 

$1.49 

$ -97 

$ -73 

8 .28 

Middle West Corp. 

Lake Sup. Dist. Pr. Co. 

A 

1 .08 

1 .72 

$ -54 

1 .46 

8 .32 

Wi.s. Pr. & Lt. Co. 

A 

•30 

1. 00 

.62 

•44 

.28 

Weighted Average 


$.28' 

f .96 

1 -61 

$ .44 

8 .29 

Other Private Companies 

Madi.san Gas & El. Co. 

A 

% -47 

$ .69 

$ .45 

ft. 40 

8 .30 

Sup. Wtr. Lt. & Pr. Co. 

A 

.42 

1.89 

.90 

■95 

.16 

Wis. Hydro El. Co. 

A 

.86 

1.16 

.62 

.38 

.05 

Miss. Val. Pub. Serv. Co. 

A 

.63 

1.81 

.64 

•23 

•34 

Interstate Power Co. 

A 

.29 

i-13 

•44 

•31 

.28 

Willow River Power Co. 

B 

.09 

.08 

.14 


.01 

Nekoosa-Edw. Lt. & Pr. Co. 

B 

•59 

1.76 

.24 

.04 

.36 

Northwestern Wis. El. Co. 

B 

.29 

.81 

•55 

•59 

.23 

Wis. Central Ut. Co. 

B 

.41 

1.56 

.61 

.29 

.28 

Weighted Average 

(Exd. Mad. & Sup. Co.’s) 

8 -51 

$i.ti 

8 .50 

8 .31 

S .17 

All Private Companies 

Weighted Average 


$ -37 

fpi.31 

$ .66 

$ .82 

8 .19 

Median 


.41 

1. 19 

.6 1 

•55 

.28 

Municipal Utilities 

Weighted Average 


.29 

1.69 

.48 

•35 

.26 

Median 


•19 

1.89 

•25 

.16 

.25 

All Class A and Class B Utilities 
Weighted Average 

.36 

1-34 

.64 

■79 

.19 

Median 


.29 

1.45 

•47 

•33 

.27 

() Denote red figures. 

t Utilities which arc largely 

or entirely wholesaling in character are 

excluded. Ratios are based 

upon Wisconsin operations only. 







costs for all Class A and Class B utilities, it appears operation costs are approxi- 
mately 63 per cent of these costs; maintenance, approximately 37 per cent; 
and rents and joint expenses, less than i per cent of the total. In both opera- 
tion costs and maintenance costs, the largest single expense is for “Office, Sta- 
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43'' 

A /?ND B Private Electric Utilities f 


Distri btilion Expense per Average Customer ^ 
Maintenance 




Stations, 

Property on 

Street 


Rents, 



Super- 

Lines, 

Customers’ 

Lighting 


foint 

Total 

Total 

vision 

Meters 

Premises 

Equipment 

Total 

Expenses 

Distribution 

13-57 

$ -15 

$1-59 

$ - 

$ .11 

$1.85 

$(.oi) 

$5-41 

2.80 

-15 

2.78 

— 

•15 

3.08 

.01 

5-89 

2.12 

•09 

1.70 

.01 

.08 

1.88 

•03 

4-03 

13-32 

$ .15 


$ - 

S .11 

I2.08 

$ - 

$5.40 

$2.61 

S .15 

% -97 

$ - 

$ .11 

S1.23 

$ .02 

$3.86 

3.66 

•35 

1.76 

— 

.22 

2-33 

.05 

6.04 

4.98 

-25 

•95 

— 

.11 

I-3I 

.24 

6.53 

5.49 

.30 

1.49 

— 

•15 

1.94 

.14 

7.57 

5-72 

■30 

1.22 

— 

•03 

1-55 

.10 

1 - 3,7 

$4-13 

$ -31 

$1.45 

— 

$ .17 

$1.93 

$ .12 

$6.18 

$2.12 

1 -04 

I1.60 

$ .01 

$ .20 

$1.85 

1 .10 

$4.07 

2.64 

•13 

L79 

— 

.12 

2.04 

•04 

4^72 

$178 

$ .12 

$1.77 

$ - 

% -13 

$2.02 

$ .05 

$4.65 

$3-31 

$ .03 

$ .66 

$ - 

$ .02 

$ .71 

$ .04 

$4.06 

4-32 

.22 

.71 


.10 

1.03 

.11 

5-46 

3-07 

— 

2.14 

_ 

.07 

2.21 

.08 

5.36 

3-65 

.19 

1.87 

— 

.21 

2.27 

.01 

5-93 

2.45 

■03 

1.02 

— 

.10 

1. 15 

.20 

3.80 

•32 

.01 

1.70 

— 

.08 

1.79 

— 

2.1 1 

2.99 

— 

2.65 

— 

.11 

2.76 

— 

5^75 

2.47 

.12 

1.32 

.01 

.14 

1.59 

.02 

4.08 

3-15 

■23 

•64 

.01 

•05 

•93 

.16 

4^24 

$2.60 

$ -05 

$1.61 

$ - 

$ .10 

$1.76 

$ .09 

$4-45 

$3-34 

$ .17 

$1.67 

$ - 

$ .12 

$1.96 

$ .04 

$5-34 

3.07 

-15 

1.59 

— 

.11 

1.85 

.04 

5-36 

3.07 

.05 

1.32 

•03 

■32 

1.72 

.02 

4.81 

3-03 

— 

1.26 

— 

.26 

1.62 

— 

4.66 

3-32 

.16 

1.64 


.14 

1.94 

.04 

5-30 

3-05 

.03 

034 

— 

•15 

1.69 

— 

4-73 


1 Customer data used exclude other utilities, street lighting customers, and other governmental 
customers receiving service under separate rate classifications. 

* Source; Wisconsin Public Service Commission, Electric Utilities’ Expense Ratio (Rates and 
Research Department. Departmental Bulletin No. 14-A, 7th ed.) Table 2. 

rions, Lines,” all of the other costs of distribution constituting less than half 
of the total. If the companies’ own allocations of their costs be accepted, there 
appear to be wide variations between different companies in the total costs of 
distribution and in the expenditures for particular items. Differences of such 
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magnitude suggest that there are differences in the methods of allocation fol- 
lowed by the different utilities, and that there should be further inquiry into 
the sources and causes of these differences. Although services on customers’ 
premises average much higher for the private companies than for municipal 
enterprises, a substantial proportion of these costs are recovered through special 
charges. 

Other categories of cost are subject to similarly detailed analysis. 

The above data from the reports of the Wisconsin Public Service Commis- 
sion are not presented with the idea that the specific figures are of particular 
importance. Their present function is to illustrate the possibilities of a rela- 
tively simple analysis of the expense reports which the utilities make to the 
regulatory commissions, to indicate the multiplicity of questions that are sug- 
gested by the ratio and trend methods of analysis, and convey a general pic- 
ture of the relative importance of different categories of expense. 

The comparison method can be applied not only to the reports of the same 
company for a succession of years, but also to the experience of different com- 
panies. Comparisons between companies are always to be regarded critically, 
for different companies may be subject to such divergent conditions as to 
make direct comparisons of limited significance. Yet such cost studies as have 
been carried out reveal that the differences between companies are less than 
they have usually been thought.^''^ A most promising and significant develop- 
ment is the work of the Federal Power Commission in the preparation of cost 
standards. 

A qualification or warning must be recorded with respect to the results of 
any of the methods available for the analysis of the expenses of utility compa- 
nies. None yields answers that are final, and none is a substitute for a critical 
analysis and interpretation of accounting and statistical data. Their purpose 
is to raise questions, to reveal the direction which further investigations should 
take, to call attention to doubtful and questionable items, and to provide the 
analyst with an orderly procedure for the conduct of his examination. 

The Estimate of Operating Expenses. The ascertainment of the appropri- 
ate allowance for operating expenses requires a forecast of the utility’s require- 
ments for the future, and usually begins with a consideration of past expenses. 

The ascertainment of past operating expenses presents the simpler problem. 
Two general questions arise: Did the utility actually incur the expenditures 
claimed.? Were the expenditures normal and reasonable? The test of the rea- 
sonableness of operating and other expenses has been analyzed in the preced- 
ing section. 

If the utility keeps its accounts according to the system prescribed by the 
regulatory authorities there is likely to be little disagreement as to the expenses 
incurred by the company. However, it is not uncommon for the probative 
value of expense figures for particular years to be challenged as not being rep- 

A study of distribution costs for electric companies carried out under the direction of the 
Power Authority of the State of New York has revealed that the costs of distributing electricity 
vary principally in relation to the average consumption per customer, and tliat the sources of 
the differences in costs can usually be revealed by an analysis of the facts with respect to the par- 
ticular utility. (4 Ann. Rep. N.Y. Power Authority, Appendix 8, 22-23 [ 1935] .) 

See Chapter XXIV, Sec. 5. 
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resentative. It is, therefore, usual for the commission to seek expense figures 
covering a number of years, the number of years depending on the experience 
of the utility during the period in question. Where conditions are changing 
rapidly and past experience is no longer a reliable guide to the future, the 
commission may accept the figures for the past year, or even rely upon esti- 
mates of the current year. 

Puzzling questions as to evidence and procedure are presented when the 
situation is admittedly abnormal. Clearly, abnormal expenses must be recog- 
nized and some provision made for them, but they cannot be allowed con- 
trolling influence in the determination of the utility’s revenue rec|uirements. 
It is customary to authorize the utility to amortize any unusual and non- 
recurring expenditures — if they are of serious proportions — over a period of 
years rather than to charge them against the income of a single year. 

4. THE TREATMENT OF PARTICULAR EXPENSES 

Capital Expenditures \^rsus Operating Expenses. The discussion of the 
principles of accounting regulation has already called attention ’ to the im- 
portance of the distinction between operating expenses and capital expendi- 
tures. In principle, the distinction is clear: capital expenditures are those that 
provide a net addition to the capital assets with which the company carries 
on its operations; while operating expenses are those made to secure goods 
and services which do not last beyond the current accounting period. In those 
instances where operating expenses are incurred for commodities or services 
that will be available beyond the end of the accounting period, the expendi- 
tures are classified with the assets as, for example, “prepayments.” 

In practice, difficulty may arise with respect to particular expenditures, as 
for parts and materials, where it is possible that the same items may be used 
either for replacements, in which case the charge is an operating expense, or 
for new construction, in which event the expenditure should be treated as a 
capital expense. Similar questions arise with respect to the allocation of la- 
bor expense: the same construction workers may spend a part of their day in 
repair work and the rest of the day may be devoted to extensions. In most 
instances, it is impossible for the commission to verify in detail the alloca- 
tions made by the company; hence, it is important that the accounting sys- 
tem be carefully devised to supply the maximum of specific information. 

Depreciation. The problems of depreciation have already been considered 
in relation to the accounting practices of utilities and to the deduction of ac- 
crued depreciation from gross value in arriving at the rate base. The treat- 
ment of current depreciation in the regulation of utility income was one of 
the earliest questions to arise. The analysis of the problems associated with 
depreciation as an operating expense will involve a consideration of the na- 
ture of the expense, the right of the utility to recover for this expense, the 
necessity and significance of commission control over depreciation charges, 
and the standards which have been developed for’this phase of regulation. 

The nature of depreciation expense. The cost of providing for the retire- 
ment of assets having limited lives is an inescapable cost of operation; the 
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cost is real whether it results directly from the utilization of those assets 
in the rendition of service or indirectly from having the property ready and 
available to meet the public demands. Because the expenditure for deprecia- 
tion does not have to be made with the inexorable regularity with which pay 
rolls must be met or the fuel supply replenished, it is critically important that 
the accounts of the utility should recognize that accruing depreciation is an 
operating expense of each and every accounting period, and should provide 
for the collection of this cost by appropriate charges to operating expenses. 

Those companies which prefer to substitute retirement-expense or re- 
newal accounting for depreciation accounting would not recognize accruing 
depreciation as an operating expense. The retirement-expense method (or the 
renewal method, if that is used) provides for replacements when and if they 
are made— that is, the operating expense is acknowledged only when the 
management either votes to make replacements or to make an appropria- 
tion to an equalization reserve, the expense or appropriation then being 
charged against current earnings. The theoretical and practical weakness of 
these two methods of caring for the costs of depreciation have been detailed 
in the consideration of depreciation accounting,^ “ and utility commissions 
are increasingly requiring utilities to include accruing depreciation with the 
other current costs of operation. 

The right of the utility to be reimbursed for depreciation. The right of the 
utility to include provision for current depreciation in its operating expenses 
was not at first recognized. However, since the 1909 decision in the Knox- 
ville Water Company case, the Supreme Court has consistently upheld the 
right of utilities to include in operating expenses the costs of the ultimate 
replacement of depreciable property : 

“. , . Before coming to the question of profit at all the company is entitled 
to earn a sufficient sum annually to provide not only for current repairs but 
for making good the depreciation and replacing the parts of the property 
when they come to the end of their life.” 

The importance of commission control over depreciation expense. The im- 
portance of depreciation varies with the different kinds of utilities. In those 
undertakings where technical changes are frequent and unforeseen, the pro- 
vision must be very liberal; other utilities, such as the water companies, 
whose capital facilities are subject primarily to physical depreciation from 
use and exposure to the elements, experience only moderate depreciation 
costs. The composite statistics compiled by the Federal Power Commission 

18 Chapter VIII. 

1 " In the San Diego Land & Town Co. v. jasper, 189 U.S. 439 (1903), tire Supreme Court, 
speaking through Mp Justice Holmes, was apparently not persuaded of the necessity of an allowance 
for annual depreciation ; 

“We will say a word about the opposite contention of the appellant, that there should have 
been allowance for depreciation over and above the allowance for repairs. From a constitutional 
point of view we see no sufficient evidence that the allowance for six per cent on the value set by 
the supervisors, in addition to what was allowed for repairs, is confiscatory.” (P. 446.) 

And even as recently as 1933, the Supreme Court of Ohio was unable to find that an allowance 
for the depletion of gas wells was properly a depreciation charge within the meaning of the 
Ohio statutes. (127 Ohio St. 109, 134 [1933J.) On appeal, the Supreme Court reversed the Ohio 
court. {Columbus G. & F. Co. v. Comm,, 292 U.S. 398, 404-405 [1934].) 

182120.5.1,13(1909). 
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show that the overall average for depreciation expense for the Class A and 
Class B electric utilities amounts to over 9 per cent per yeard'^ 

It is one of the objectives of depreciation control to safeguard the long-run 
interest of the consuming public in adequate service at reasonable rates. If 
insufficient provision is made for current depreciation, the resulting impair- 
ment of the utility’s credit may make the financing of replacements impos- 
sible, so that the public suffers a deterioration in the quality and adequacy of 
service. If replacements are financed through new security issues rather than 
from accumulated reserves, there will arise a disparity between the invest- 
ment in currently used assets and total capitalization. And clearly the con- 
sumers may be injured if their company makes excessive provision for de- 
preciation. 

Recognition of the importance of commission regulation of the charges 
for current depreciation has only recently come to the fore. Inconsistencies 
between companies’ claims for current depreciation and their assertions with 
respect to the amount of accrued depreciation existing in their properties, the 
significant proportion of operating expenses represented by depreciation ap- 
propriations, and the significance of operating expenses in the establishment 
of rates and charges, have all combined to focus increasing attention on the 
problem.“° 

Standards for control oner depreciation expense. The federal commissions 
and the more progressive state regulatory bodies now prescribe specific rates 
of depreciation for each class of depreciable assets, and the utilities are re- 
quired to set up subdivisions of their depreciation account to accumulate sepa- 
rately the reserve for each category of property. In the establishment of de- 
preciation rates, commissions naturally make the greatest possible use of the 
experience which the companies have had with each class of property. The 
usual procedure is for the commission to order utilities subject to its jurisdic- 
tion to report the depreciation rates which are being charged for each class 
of property ; the commission’s order may prescribe these same rates or it may 
prescribe other rates that appear to be more accurate. Thereafter the com- 
pany may charge only those rates fixed by the commission’s order. 

The ultimate test of the accuracy of the commissions’ orders with respect 
to depreciation accounting is to be found in the retirement experience of the 
utilities. By establishing specific rates for particular groups of assets, the ac- 
curacy of the commission’s orders can be promptly tested and in the light 

Federal Power Commission, Statistics of Electric Utilities in the United States, 1937, Vol. I, 
p. iv. See Table 17; see also Table 41. 

This issue was critical in the Supreme Court’s consideration of Lindheimer v. Illinois Bell 
Telephone Company, and the opinion notes the serious injury to consumers implicit in the absence 
of commission regulation over depreciation expense charges: 

“In the light of the evidence as to the expenditures for. current maintenance and the proved 
condition of the property — in the face of the disparity between the actual extent of depreciation, 
as ascertained according to the comprehensive standards used by the Company’s witnesses, and 
the amount of the depreciation reserve — it cannot be said that the Company has established that 
the reserve merely represents the consumption of capital in the service rendered. Rather it appears 
diat the depreciation reserve to a large extent represents provision for capital additions, over and 
above the amount required to cover capital consumption. This excess in the balance of the reserve 
account has been built up by excessive annual allowances for depreciation charged to operating 
expenses.” (292 U.S. 151, 174-175 [i 9343 -) 
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of experience the rates of depreciation can be modified to fit the experience of 
the particular utility. _ , 

Maintenance versus depreciation. One of the dangers to consumers in the 
depreciation accounting of regulated enterprises is the possibility of duplica- 
tion in maintenance and depreciation charges. Certainly one of the most dif- 
ficult problems for regulatory authorities and management is to distinguish 
between repairs and the replacement of minor parts which are properly 
charged to maintenance and those unusual expenditures and major replace- 
ments that should be charged to depreciation^ Yet this distinction is of great 
practical importance. Only if the utility operates without the accumulation 
of a depreciation reserve is it legitimate for replacements to be cared for by 
direct charges to the expense account, and then the account should be clearly 
denominated maintenance and replacement expense. If a company using de- 
preciation accounting is permitted to provide for replacements through charges 
to maintenance instead of charging retirements to its depreciation reserve, the 
funds accumulated through its depreciation accounting will become a free 
surplus and consumers will be charged twice for the depreciation of the same 
property. 

Salaries and Wages. The attainment of economy and efficiency in opera- 
tions depends on the competence of both management and labor, and in a 
competitive world utilities must pay salaries and wages commensurate with 
the C|uality of the employees sought. 

Salary payments to officers have frequently been challenged by the commis- 
sions. It is not a commission function to prescribe the duties of officers and 
the compensation to be paid to them ; but it is the commission’s responsibility 
to scrutinize all expenses of the company, including payments for officers’ 
salaries. Where it is established that salaries are unreasonable in amount, it is 
customary for the commission to permit the inclusion in operating expenses 
of only such sums as are fair and reasonable, considering the gross operating 
revenue, the total of operating expenses, and the amount and quality of the 
work performed by the officers of the utility.“^ It is to be expected that criti- 
cism should be directed at the payment of salaries to the common officers of 
holding and operating companies, and that in such circumstances a heavy 
burden of proof should rest on the company to justify the payment.^;^ How- 
ever, regulatory agencies have been equally critical of the payments made to 
officers who are also important stockholders, lest concealed profits accrue in 
the form of excessive salary payments.^^ 

Or to retirements or renewals, if one of these methods is substituted for depreciation ac- 
counting. 

-'^Cheltenham & A. Sewerage Co. v. Public Service Comm., 15 P.U.R. (N.S.) 99, 114, 122 
Pa. Super. Ct. 252, 186 Atl. 149 (1936); Re Great Western Power Co., P.U.R. 1923C, 545, 569 
(Cal., 1923); Re Home Teleph. Co., P.U.R. 1924A, 253, 257 (Mo. 1923); Re Payne County Pipe 
Line Co., P.U.R. 1924E, 481 (Okla., 1924); Public Service Commission v. Northwestern Improv. 
Co., P.U.R. 1926D, 305, 313 (Mont, 1926); Re Lone Star Gas Co., P.U.R. 1933C, 147 (Okla., 
1933) ; Re Pacific Tel. & Tel. Co., 2 P.U.R. (N.S.) 384 (Or., 1933). 

Re Coos & Curry Teleph. Co., P.U.R., I924E, 344 (Or., 1924); Re Ohio Central Teleph. 
Cor^., P.U.R. 1932D, 439 (Ohio, 1931). 

^‘^Re Cayuga 07nnibus Corp.,P.ll.li.., 1931C, 238, 242 (N.Y., 1931); Consolidated Teleph. Co. 
V, Georgia Pub. Service Commission, 2 P.U.R. (N.S.) 454, 455 (N.D. Ga., 1934), 
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Few regulatory problems are presented by the wage payments of utility 
corn,panies, or in fact, by salary payments to officials other than those higher 
officials who are influential in the determination of the company’s policies. 
While the commissions seldom criticize the wage scales of utilities, if the issue 
arises the principle of reasonableness must apply. Utility companies are ex- 
pected to be able to effect economies in wage payments during periods of de- 
pression when the volume of business and the amount of work declines. 
Increases in wages will ordinarily be accepted as justifying a demand for in- 
creased revenues, but the amount of the utility’s revenues will not auto- 
matically be increased to compensate fully for w'age increases. Where utili- 
ties adopt the policy of paying bonuses to their employees, commissions are 
divided as to the proper policy; presumably such bonuses will be recognized 
as a legitimate part of the labor cost, but where the bonus payments are segre- 
gated for the purchase of the stock of the utility or an affiliate, the authorities 
are inclined to be critical. 

Costs of Regulation. At different times and in different jurisdictions, the 
costs of regulation have been variously imposed on the investors, the taxpay- 
ers, and the consumers. The critics of present regulatory practices, conscious 
of the costs of regulation and the advantages that sometimes accrue to the 
companies from obstructing or delaying the prompt functioning of regula- 
tion, have been especially concerned by the frequency and success with which 
the corporations appeal to the courts, with the multiplication of the costs of 
regulation and the nullification of commission control by litigation. In par- 
ticular, the ability of the company to pass the costs of litigation on to the con- 
sumer has been cited as an encouragement to unjustifiable and obstructive 
appeals with the purpose of delaying and defeating effective control. It is 
understandable that the public should have some misgivings about paying 
the costs of regulation, both as taxpayers supporting governmental agencies 
and as consumers whose rates cover the costs occasioned by the utility’s op- 
position. 

The costs of regulation fall into two categories: there are the normal costs 
of regulation, including perhaps the costs incurred by the commissions and 
assessed against the companies, and there are the unusual costs of prolonged 
rate investigations and appeals to the courts. The former category of cost, the 
assessments which the companies pay to cover the expenses of the regulatory 
agency, are normal and recurring costs and would naturally be included in 
the operating expenses of the company,”*’ 

The unusual costs consequent upon challenges to the commission’s orders 
and other litigation are not always accepted as normal costs to be included 
among the operating expenses. Their treatment differs depending upon the 
question to be decided ; if the court is testing the confiscatory character of the 
rates prescribed by a commission, the expenses incurred by the company in 
that proceeding may not be included in operating expenses for the purpose, 
and with the effect, of making confiscatory a rate which would otherwise be 
adequate; but if the commission is prescribing the rates to be observed by 

25 Brotix G. & E. .Co. v. Maltbie, 268 N.Y. 278, 290, 197 N.E. 281 (1935)- 
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the company for the future, all costs, including the costs of litigation in the 
particular proceeding, must be provided for in the revenue derived front the 
consuming public.-® 

Are there any circumstances under which the utility may be properly re- 
fused permission to include regulatory expense in operating costs? It has 
sometimes been suggested that the company should not be permitted to claim 
the costs of opposing the reduction of a rate which is finally established to be 
excessive, the theory being that the company is legally obligated to charge 
reasonable rates and that the public suffers a double damage if it not only pays 
an excessive rate but is also compelled to repay the suras expended by the 
utility in an effort to continue the improper rate.^"^ The Supreme Court has 
definitely ruled that the company shall be allowed the costs of presenting its 
case before the commission,-® but the question is still unanswered as to the 
status of utility expenditures in carrying appeals to the courts, though the im- 
plications of the West Ohio Gas case suggest that such expenses should also 
be allowed by the commission. The doctrine of the Driscoll case may be ac- 
cepted as fair to company and consumer; the utility should be allowed to 
recover the normal costs of proceedings before the commission. But the treat- 
ment of the costs of appeal and litigation is somewhat more complicated. If 
the company is right in its contention that the commission has overreached 
its authority and established rates which are confiscatory, the company should 
be permitted to include its expenditures among those to be recovered from 
the ratepayers. But if the rate litigation is unsuccessful in disturbing the find- 
ing and order of the commission, the company should not be permitted to im- 
pose the cost of its error, however sincerely made, upon consumers. If the 
costs of rate proceedings or litigation are unnecessary or excessive, there would 
appear to be no doubt that the utility should be estopped from shifting such 
expenditures to consumers.®® 

Where a decision has been reached that the costs of regulation or litiga- 
tion should be paid by consumers, three alternative procedures are available. 
The costs of regulation could be charged to capital, but this arrangement 
would result in a gradual inflation of the capital accounts without any cor- 
responding addition to the earning assets of the utility. Only where the costs 
of litigation are incurred in the period prior to the beginning of operations 
is there any color of a justification for their inclusion as a capital overhead. 
The second alternative is to charge regulatory expense directly to the operat- 
ing costs of the period in which they are incurred. Although direct charges 


Ohio Gas Co. v. Comm. (No. /), 294 U.S. 63, 74 (1935). See also Denver Union Stock 
Yard Co. v. United Slates, P.U.R. 1932C, 225, 57 F. (2d) 735 (D. Colo., 193a); Oregon-Wash- 
ington Water Service Co. v. Department of Public Works, n P.U.R. (N.S.) 478, 184 Wash. 451, 
51 P. (2d) 610 (Wash., 1935); Re Wisconsin Tel. Co., 13 P.U.R. (N.S.) 224 (Wis., 1936). 

Presque Isle Water Co. v. Itself, 18 P.U.R. (N.S.) 385, 399 (Me., 1937); Re Yonkers Electric 
Light & P. Co., 6 P.U.R. (N.S.) 132, 153 (N.Y., 1934); East Ohio Gas Co. v. Cleveland, 4 P.U.R. 
(N.S.) 433, 477 (Ohio, 1934). 

Driscoll V. Edison Co., 307 U.S. 104, 120-121 (1939). 

National City v. Sweetwater Water Corp., i P.U.R. (N.S.) 405 (Cal., 1933); Scranton-Spring 
Brook Water Service Co. v. Comm., 119 Pa. Super. Ct. 117, 181 Atl. 77 (1935); Public Utility 
Comm. V. Edison L. & P. Co.. 19 P.U.R. (N.S.) 474, 475 (Pa., 1937); Dept, of Public Service v. 
Grays Harbor R. & Light Co., 12 P.U.R. (N.S.) 178, 205 (Wash., 1936). 



REGULATION OF UTILITY EXPENSES 


621 


to operating expenses are justifiable for those expenditures which are normal 
and 'recurring, this procedure is dubious where the regulatory costs are un- 
usual and infrequent and of considerable magnitude. The third procedure — 
amortization through charges to operating expenses over a reasonable period 
of time — has had the approval of the Supreme Court and has been adopted 
by many of the commissions. 

Taxes. The search for additional revenues by all departments of govern- 
ment, combined with the relative prosperity of utility corporations in a period 
when other businesses were prostrate, and aided by the widespread criticism 
of the industry, has led to the imposition of heavier taxes on utilities. The in- 
creasing tax burden has come only in part from increases in existing tax rates; 
a large part has been the result of new taxes devised to meet emergency de- 
mands for revenue. The discussion of the problems raised by the taxation of 
utilities, in relation to the ap)propriate expense allowances for testing the rea- 
sonable or confiscatory character of utility rates, involves two distinct mat- 
ters: the theory and incidence of utility taxation, and the principles which 
are determinative of the treatment of each particular tax. 

All taxation of utility corporations tends to fall on the consumers. This is a 
generalization to which certain formal exceptions must be noted, but as a 
matter of principle it may be assumed, until demonstrated to the contrary, 
that consumers pay utility taxes. That the consumer pays utility taxes is read- 
ily appreciated when tax payments are included with the operating e.xpenses 
of the utility. But the consumer pays utility taxes indirectly when the tax pay- 
ment is treated as an appropriation from net income, for the net income 
which remains after the payment of the tax must suffice to attract additional 
capital to utilities in competition with other investment opportunities. There 
are two general situations in which the final incidence of taxation is on the 
utility corporation or its investors, rather than on the consumers: where the 
utility is no longer expanding (or where the expansion is being financed 
through the reinvestment of earnings alone) and hence has no need to seek 
funds in the investment market, the tax may reduce the net income below the 
level of a fair return without at the same time increasing the cost of capital in 
such a manner as to require consumers to pay a higher rate of return; or if 
the utility has been enjoying an excessive return, the deduction of the tax pay- 
ment from net earnings may still leave investors a return which will suffice to 
attract capital. Those who contend for lower utility rates and at the same 
time seek to increase the tax burden on utility corporations must assume that 
excessive earnings will persist, and whether their double attack on the “utility 
monopoly” can succeed in serving the consumer and taxpayer must depend 
upon the facts of the particular situation. When such taxation of public utili- 
ties wins popular support, assuming that the public understands the situation, 
it indicates a disbelief in the capacity of regulation to assure reasonable rates 
to consumers. 

If the incidence of utility taxes is usually on the consumer, the wisdom of 
taxing utility corporations may be queried. Should utilities be subject to any 
taxation, or should they be exempt from taxation in the interests of providing 

Driscoll V. Edison Co., 307 U.S. 104, 121 (1939). 
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service at lower rates for consumers? If they should be taxed, should they be 
subjected to unusual tax burdens, presumably on the assumption that they 
serve as efficient agencies for the painless collection of taxes from all mem' 
bers of the community? The proposal to exempt utilities from all taxation in 
the interests of lower rates has little merit. The industry should be subject to 
neither tax discrimination nor tax favors, but should be taxed as other in- 
dustries are taxed. 

There are weighty objections to using the utilities as tax collectors. The 
general objections to tax discrimination, with its effect on consumption and 
production, are applicable here. In addition, there is the question of the 
equitable distribution of the tax burden. Even though the same total tax reve- 
nue is secured, the incidence of tax burden will be quite unfair if the taxes are 
collected as part of the price of the utility service. Such a distribution of the 
tax burden would conform to no recognized principle of taxation: certainly 
the costs of government are not distributed in proportion to the consumption 
of the utility service; the benefits which individuals derive from the opera- 
tions of government bear no discernible relation to their expenditures for 
utility service; and such a distribution of tax burden would certainly not con- 
form to the principle of ability to pay. Finally, the taxes would effect an unde- 
sirable curtailment in the consumption of the utility service. The convenience 
with which tax jurisdictions, particularly municipalities, may turn to taxation 
of utilities for additional revenue should never blind either public officials or 
consumers to the uneconomic character of such a tax system. 

The status of utility taxes in rate proceedings may be illustrated by refer- 
ence to the common taxes: property taxes, income and profits taxes, sales 
taxes, capital stock taxes, and franchise taxes. 

Municipal taxation of utilities commonly assumes the form of property 
taxes. Aside from the difficult technical problems involved in the appraisal 
of the specialized equipment which makes up the capital of the utility cor- 
poration, property taxes present no unusual aspects. Such taxes are definite 
or at least determinate. If the utility has paid the tax or is subject to the tax 
in the future, the propriety of its inclusion as an expense and the amount of 
the allowance are not debatable. 

Income and profits taxes present more perplexing problems. In general, a 
tax on corporate incomes is not shifted to the users of the corporation’s 
product or service. Where either the unregulated monopolist or the com- 
petitive corporation is taxed on its net income or profits, the burden of the 
tax is directly and finally on the stockholders. But the stockholders of the 
utility have no right to an unlimited income; the rates which the utility may 
charge are presumably adjusted to provide only that net income which is 
requisite to attract and retain the necessary capital in the enterprise. As long 
as utilities require new capital in competition with other investments, the 
net earnings after all dividend payments will be the standard criterion for 
determining the cost of capital,*^^ and thus the final incidence of the tax is 
shifted from stockholders to consumers. It must, of course, be established that 

Galveston Elec. Co. v. Galveston, 258 U.S. 388, 399-400 (1922); Georgia Ry. &■ P. Co. v. 
Comm., 262 IJ.S. 625, 633 (1923). 
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the corporation has paid, or will pay, the income tax/'’- Where an excess- 
profits tax is imposed on utility corporations, the burden usually falls on the 
corporation or its stockholders, with no shifting to the consumers.'*'* 

Sales taxes have been used with respect to utilities chiefly as a result of the 
depression of the 1930’s. Such a tax is too obviously a burden upon consumers 
to make it politically expedient except in emergency. The most widely known 
example of a sales tax on utility services was the 3 per cent federal tax on elec- 
tric energy. At first, this tax was included in operating expenses, imposing 
the burden on the consumers directly.^'^ But a change in the law transferred 
the tax from the consumers to the companies, and thereafter the regulatory 
authorities refused to permit the inclusion of the tax in operating expenses.**^’ 
Capital-stock taxes have had a varied experience. When first imposed on 
utilities, such taxes were commonly treated as an operating cost.'*** But sub- 
sequently the federal capital-stock tax was excluded from operating expenses 
on the theory that the burden was intended to be on the corporation.*'*'^ If any 
allowance is made for this tax, the amount should not exceed the proportion 
of the capitalization which represents investments devoted to the purely util- 
ity operations as distinguished from non-utility operations.**® 

Franchise taxes may be levied in lieu of other taxes or in addition to them. 
As long as utilities are required to have franchises from state or local authori- 
ties, there will be a temptation to tax this “privilege.” Any annual payment 
for a franchise, either in the form of a tax or a rental, is properly a part of the 
cost of utility operations.'’*® 

Donations and Charitable Contributions. Utilities are extremely ex- 
posed to public criticism and they are consequently anxious to cultivate the 
goodwill of the communities in which they render service. Naturally, there- 
fore, utility corporations are a ready target for those who would solicit con- 
tributions to charities and similar welfare programs. In many instances, utili- 
ties request that these contributions be recognized as legitimate costs of 
operation to be recovered from consumers. 

What treatment shall be accorded charitable contributions in rate proceed- 
ings apparently rests with the discretion of the commission, and where a com- 
mission is disposed to permit the allowance, the courts have accepted iU*° In 

State ex rel. United Teleph. Co. v. Public Service Comm. 336 Mo. 860, 81 S.W. (2d) 628, 
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the formulation of their policy, commissions are presented with two prob- 
lems: Shall utility corporations be permitted to include charitable contribu- 
tions among their operating expenses, thus shifting the burden of these con- 
tributions to their consumers? Shall utilities be permitted to make charitable 
contributions if they are charged against the net income available for dis- 
tribution to stockholders? The overwhelming weight of commission author- 
ity is opposed to any inclusion of charitable contributions among operating 
expenses, and the wisdom of this preference cannot be gainsaid. If the utilities 
make donations and then recover these expenditures from consumers, the lat- 
ter are, in effect, taxed for charities without their consent and without regard 
to any interest which they may have in choosing between different charities. 

Regulatory authorities have not condemned donations to charities by utility 
enterprises, but if such contributions are made, their cost must be borne by 
the stockholders rather than by the consumers. Is this rule wholly satisfactory ? 
Of course, the objection that donations provide a channel for the possible in- 
fluencing of public opinion in favor of the utility applies whether the source 
of the funds is the consumer or the stockholder. But are there any other con- 
siderations that point conclusively to the unwisdom of this policy? Theo- 
retically, utility companies render service at cost; hence it is presumably not 
possible for the utility to make contributions to welfare projects without im- 
posing a sacrifice on stockholders. If the utility is enjoying excess income, 
there should be a reduction in rates to consumers before any donations are 
made. But if there is no excess income and if the cost of such donations is on 
the stockholders, is the matter of concern to the public? The answer must still 
be affirmative, for any encroachment on the fair return must affect adversely 
the investment quality of the company’s securities and ultimately increase 
the cost of capital to the company and the cost of service to consumers. In 
short, it is not possible for the company to make any contribution to charity 
or to any other public welfare without imposing the cost of that contribution, 
directly or indirectly, on the ratepayers. 

Political Contributions and Lobbying Expenditures. Contributions to 
political organizations and expenditures for lobbying activities are not only 
improper charges to operating expenses but they are questionable objectives 
for the expenditure of any utility funds. Even when they have not been out- 
spoken in their condemnation of political expenditures, regulatory authori- 
ties have been firm in excluding such items from operating expenses when 
calculating the proper level of rates, even when the expenditures have been 
incurred in elections involving questions of public ownership.'^- The attitude 
of the commissions toward lobbying expenditures has been less explicit, 
though there is a significant body of precedent against either including such 
expenditures among the costs of operation or permitting the utility free rein 
in lobbying activities.^^ 

Re Western Electric Co., P.U.R. 1921E, 569, 576 (N.D., 1921); Mobile Gas Co. v. Patterson, 
P.U.R. 1924B, 644, 293 Fed. 208 (M.D. Ala., 1923); Re Southern California Edison Co., P.U.R. 
1924C, I, 32 (Cal., 1923); Re Mountain States Power Co., 3 P.U.R. (N.S.) 29 (Or., 1933). 

Union Electric Light & P. Co., 17 P.U.R, (N.S.) 337 (Mo., 1937); La Junta v. Arkansas 
Valley R. Light & P. Co., P.U.R. 1 91 6D, 1076 (Colo., 1916). 
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In the Public Utility Act of 1935, the federal government assumed the only 
sotyid position with respect to expenditures of this character. It is unlawful 
for any registered holding company or any subsidiary to make any contribu- 
tion whatsoever, either directly or indirectly, to any political organization or 
in connection with the candidacy of any person for office.'^'^ 

It is neither possible nor desirable to exclude utility companies from present- 
ing their case with respect to any law or pending legislation before the legis- 
lature and its committees, or before other governmental bodies; in general, 
the utility companies are in the best position to speak for the interests of those 
who have investments in these enterprises. But experience with lobbying 
activities in the past has demonstrated their capacity to corrupt politics and 
obstruct the realization of the public interest. The Securities and Exchange 
Commission has been charged with controlling the abuses of lobbying so far 
as holding companies and their subsidiaries are active. No person employed 
or retained by a registered holding company or by a subsidiary may appear 
before Congress or any federal administrative agency “unless such person shall 
file with the Commission in such form and detail and at such time as the 
Commission shall . . . prescribe ... a statement of the subject matter in re- 
spect of which such person is retained or employed, the nature and character 
of such retainer or employment, and the amount of compensation received.” 
Similar principles should be adopted and enforced by the states. 

Advertising and Promotional Expenditures. Utility corporations are char- 
acterized by large investments and heavy overhead costs; an increase in the 
volume of business, especially when it can be handled in off-peak hours with- 
out any increase in plant investment, offers opportunities for a reduction in 
unit costs and increased profits. It is in the interest of consumers and in- 
vestors alike that utilities develop their markets intensively through expendi- 
tures for advertising and other promotional activities. Yet in the nature of 
things, such expenditures do not bring an immediate increase in sales and 
revenue, and beyond certain vague limits, such expenditures must be without 
benefit to company or consumers. It is, therefore, to be expected that ex- 
penditures for advertising should be carefully scrutinized by regulatory au- 
thorities. 

It appears to be well established that reasonable and prudent expenditures 
for the promotion of the utility business may be proper charges to operating 
expenses.**'^ The nature of the advertising must be considered. Advertising 
outlays to encourage increased and more intelligent use of the service, ex- 
plaining the nature of the services available or the type of equipment used, 
or to convey other information concerned with the sale of the service or its 
advantages to prospective users, are legitimate expenses. But where the pur- 
pose is to justify rate increases, to present the company’s side in pending litiga- 
tion, or to aid in the sale of utility or holding-company securities, the expendi- 
tures have no place among the operating costs which consumers should pay.^”^ 

Public Utility Act of jpS5> Sec. 12 (h). Ibid., Sec. 12 (i). 
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The conclusion that an expenditure for advertising or promotion is rea- 
sonable and prudent is not conclusive that it should be charged directly to 
operating expenses. In some instances, the expenditure results in increasing 
the sale of the utility’s service only after the lapse of a considerable period of 
time. In recognition of this condition, some commissions have provided that 
new-business expenses be allocated against the income of the future rather 
than against present consumers.^® 

Public concern with advertising and promotional expenses is not confined 
simply to excluding from operating costs those expenditures which are un- 
reasonable or unnecessary, nor to the proper allocation of those expenditures 
whose propriety is recognized. Even when the incidence of the expenditure 
falls on the stockholder, there is the possibility that unwise expenditures may 
affect the investment character of the utility’s securities and increase the cost 
of capital to the company. Furthermore, there is the danger that advertising 
expenditures may be used for the que.stionable purpose of influencing public 
opinion on matters of a political character. The extent to which advertising 
appropriations provided the sinews of war for the utilities’ propaganda cam- 
paigns in the 1920’s is commented upon elsewhere."*’ It is often difficult to 
draw the line between those expenditures which are legitimate, in that they 
improve the efl'cctiveness of a public service enterprise, and those which are 
clearly improper."^ 

Uncollectible Accounts. What attitude should the regulatory authorities 
take with respect to expenses actually incurred by the companies, but which 
could be avoided or reduced by greater managerial efficiency.? As a matter 
of principle, it is obviously unfair that the rates to consumers generally should 
be increased or maintained to permit the utility to recover the sums which 
should have been paid by delinquent customers, yet in practice some unpaid 
accounts are inevitable. Not only are the courts divided as to whether losses 
from delinquent accounts should be considered in testing the confiscatory 
character of rates established by state authorities,*’^ but the commissions are 
also of different opinions as to whether to consider losses from nonpayment 
of bills in establishing reasonable rates.*"’** While a majority are willing to make 
a reasonable allowance for uncollectible items, commissions generally are 
very critical of any management that fails to employ devices which may re- 
duce the incidence of loss — for example, requiring a deposit of all customers. 
The allowances which have been accepted by commissions have varied from 
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a fraction of i per cent to 2 per cent of operating revenues, with Vo of i per cent 
the, common allowance. 

Expenses of Non-utility Businesses. Some utility corporations are en- 
gaged in businesses other than the supply of the service for which they were 
established. The commonest instance is the sale of appliances. In many com- 
munities, local industries such as mining and lumbering corporations are 
engaged in supplying an electric service. Transportation companies some- 
times operate amusement parks and engage in real-estate developments. Other 
utilities sell fuel, oil, or ice. Under normal circumstances, it is doubtful whether 
utilities should be either encouraged or permitted to engage in businesses 
other than the supply of the utility service. But if the utility is occupied with 
other ventures, it is essential that each project stand alone financially, that the 
non-utility operations not be carried on at the expense of the consumers of the 
utility service. Indeed, the non-utility phase of the enterprise should bear its 
share of the overhead costs — salaries, interest, taxes, insurance, et cetera. 

Intercompany Payments. An important factor in bringing the regulation 
of the operating expenses of utilities to the fore has been the increasing fre- 
quency with which the costs of the operating utility are payable to affiliated 
corporations. These intercompany payments may be for the purchase of 
commodities, supplies, or equipment, or for the wholesale purchase of elec- 
tric energy or gas. Or the transaction may involve the rendition of services — 
managerial, financial, or engineering — by employees of the holding com- 
pany or its affiliate. The opportunities for abuse in such intercorporate trans- 
actions have already been developed in some detail/’'^ The discussion of op- 
erating expenses arising out of these intercorporate relations may be most 
advantageously considered as a part of the whole problem of the regulation of 
holding companies and intercorporate relations.*"^" It is an accepted principle 
of regulation that intercompany payments by operating utilities should be on 
the basis of the cost to the holding, or affiliated, company. 

Chapter IV. 55 chapter XIX. 
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REGULATION OF HOLDING COMPANIES AND 
INTERCORPORATE RELATIONS 

I. THE NEED FOR REGULATION 

The Problem. The problem of the holding company, particularly in its his- 
torical and economic phases, has been developed in an earlier chapter.'^ The 
influence of the holding company on other aspects of regulation has been 
apparent. Until the depression of the 1930’s, the trend among utilities was 
toward increasing holding-company domination. As of 1929, three large 
holding-company groups — the United Corporation’s interests, the Electric 
Bond and Share companies and the Insull companies, produced 45 per cent 
of the electrical energy generated and sold; thirteen additional groups, some 
of them interrelated, produced nearly 35 per cent. Altogether, holding-com- 
pany systems controlled 82 per cent of the industry and held substantial in- 
terests in various local companies. During the 1920’s the holding company be- 
came the problem of the utility industry and of utility regulation. 

Recognition of the Need for Regulation. Despite the urgency and seri- 
ousness of the problem, the need for regulation was only tardily recognized. 
Practically all of the problems that were later to arouse an irresistible demand 
for federal control of holding companies were either revealed or foreshadowed 
in the investigation into electric holding companies which the Federal Trade 
Commission began in 1925, and the publication of its report in 1927 indicated 
with a wealth of illustrative detail most of the abuses which had developed. In 
1928 the Federal Trade Commission was launched upon another investiga- 
tion, which together with the preparation of the reports extended over eight 
years; and this time the overwhelming evidence of holding-company abuses 
made further neglect of the problem impossible. In addition, the economic 
collapse subsequent to 1929 created a background against which far-reaching 
reforms could be proposed and adopted. The Federal Power Commission, 
Congressional committees, and special investigating committees in the states 
—New York, Wisconsin, Massachusetts, and others— served to add docu- 
mentation to the story. 

The first formal action to extend control over holding companies and their 
relations with operating utilities came in 1930 when New York and Wiscon- 
sin accorded their commissions jurisdiction over intercorporate relations. 

Arguments Against Regulation. Despite the obvious need for regulation, 
legislation encountered vigorous opposition.- The position of the industry in 
opposition to regulation is well summarized in the following statement: 

1 Chapter IV. 

^Public Utility Holding Companies, Hearings before the Committee on Interstate and Foreign 
Commerce, House of Representatives, 74th Cong., i sess., HR. 5423; Public Utility Holding Com- 
pany Act of 1935, Hearings before the Committee on Interstate Commerce, United States Senate, 
74th Cong., I sess., S. 1725. 
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“Every interest which the public has in holding companies has been pro- 
tected by the comprehensive indirect regulation to which they have been 
subjected. The rates charged the public by the operating company, the valua- 
tion of its property for rate making or security issues, the items chargeable by 
it against operating expenses, including fees or compensation paid the holding 
company — these matters of immediate concern to the consumer are under the 
watchful eyes of the state commissions. Since the holding company charges 
no rates to consumers and owns no operating property how could the com- 
missioners possibly protect the public interest by having power over rates 
which are not charged and property not possessed? Since the commissions al- 
ready control the property and the securities upon the basis of which holding 
company securities are issued, what benefit to the public would there be in 
regulating the securities of the holding company, which could be no better or 
worse than the operating company’s assets — the foundations upon which they 
rest? The state commissions’ broad powers over the sale by operating com- 
panies of their capital stock or physical properties could hardly be made 
more effective by the addition of a purely formal requirement that both the 
seller and the buyer submit itself to the commission’s jurisdiction, since a de- 
nial of authority for the sale to the prospective seller is quite as effective as a 
similar denial to the prospective buyer, or to both.” ^ The validity of these 
arguments can be assayed by those who have read Chapter IV. The stock 
argument against regulation of the holding companies, it was generally called 
“interference,” wars that the holding companies would be handicapped in the 
discharge of their principal function, which was to raise capital for the benefit 
of the operating utilities. 

The Objectives of Regulation. In the broad perspective, the regulation of 
holding companies must concern itself with the protection of those whose 
rights and interest have been jeopardized by the practices associated with the 
holding companies and their subsidiaries. Specifically, the consumers require 
protection in their rights to the continuance of adequate service at the lowest 
rates commensurate with the reasonable costs of operation, and investors re- 
quire protection not simply with respect to the safety of their principal and 
the certainty of their income, but also that they may have a voice in the man- 
agement of their properties proportional to their investments therein. With 
respect to management, the objectives must include a closer association of the 
ownership of the property with responsibility for its control and direction; the 
management of utility enterprises must conform to the standards of conduct 
prescribed by law and usage for trustees; and all transactions by officers and 
directors for their personal profit, either in the sale of materials or services to 
the holding company or its subsidiaries or in security speculations, must be 
placed absolutely beyond the pale. The financial and accounting affairs of the 
holding-company systems must be placed on an accurate and honest basis: 
both the book value of the assets and the capitalization of all companies must 
be limited to the actual and necessary investment; proper accounting with re- 
spect to income and expense items, especially as to profits and depreciation 

^Lilienthal, “The Regulation of Public Utility Holding Companies,” 29 Col. L. Rev. 404, 
405-407 (April, 1929). Mr. Lilienthal was not here presenting his own views. 
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charges, is a prerequisite to honest financial management; misrepresentations 
and manipulations in the sale of securities must be tabooed. The establishni.ent 
of effective regulation presupposes a simplification of the corporate struc- 
tures of holding-company systems; the exploitation of subsidiary corporations 
by parent companies and by their affiliates are without any possibility of jus- 
tification. These objectives were first sought through state regulation, but 
jurisdictional limitations necessitated federal action. 

2. STATE REGULATION 

Jurisdiction of ti-ie States with Respect to Holding Companies. Two pos- 
sible approaches to the holding-company problem have been open to the 
states : the direct regulation of the holding companies and of all affiliates hav- 
ing any dealings with operating companies, on the theory that effective con- 
trol of operating utilities is possible only if there is direct jurisdiction over 
those who manage and direct their affairs; or more extensive control over all 
relations and transactions between the holding company and its affiliates, on 
the one hand, and the utility subsidiaries, on the other, with the control operat- 
ing directly only upon the utility companies. 

Direct regulation of holding companies. Are holding companies public utili- 
ties and as such amenable to the regulatory authority of the state commissions ? 
The holding company has not generally been considered to be engaged in 
serving the public. Legally, it is usually without any authority to serve the 
public, since it normally has no franchise or certificate of convenience and 
necessity. It has no enforceable obligations with respect to consumers; con- 
sumers cannot demand service from the holding company itself. From the 
practical point of view, however, the holding company may be in complete 
control of the operations of the utility, even to details of routine management, 
and it may be the claimant of the residual, or even of all, utility earnings. Thus, 
it has been argued that the holding company is serving the public even though 
it operates through a subsidiary. 

The statutes of a considerable number of states define a public utility as 
any corporation that “controls” a public-utility plant.'^ Does the mere owner- 
ship of a majority of the voting stock of a utility subsidiary constitute that 
“control” which makes the holding company itself a public utility .f* The ques- 
tion has received different answers, but the weight of authority inclines toward 
the conclusion that the mere holding of the voting of stock of a utility does 
not bring the holding company within that category.^ 

Would direct state regulation of holding companies become possible or prac- 
ticable if the legislatures should declare holding companies to be “public 

Arizona, California, Kansas, Idaho, Illinois, Indiana, Maine, Maryland, Missouri, New Jersey, 
Oregon, Rhode Island, Tennessee, and Utah. The statutes of Connecticut, Nevada, New Hampshire, 
Oklahoma, Virginia, and Wyoming refer to the “operating” and “managing" of utility plants in 
defining the scope of reeulation. 

® Toledo, T., L. & P. Co. v. Smith, 205 Fed. 643, 673 (N.D. Ohio, 1913); Comm. v. Romberg, 
275 111 . 432, 1 14 N.E. 191 (1916). CoB*-a.- Re American W. W. & E. Co., 13 Md. P.S.C.R. 176 
(1922). 
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utilities” and confer afErmative jurisdiction with respect to them? ® The hold- 
ing, company is not usually incorporated in the state in which most of its 
utility subsidiaries are located; it commonly chooses one of the more “liberal” 
states. A legislative declaration that the commission should undertake to 
regulate holding companies controlling local utilities might lead the com- 
missions to disregard the separate corporate entities when the holding com- 
pany was found to be actively controlling and directing the operating utility. 
The Supreme Court has recognized the propriety of this realistic approach 
when the circumstances have necessitated.'' But where the accomplishment of 
an essential public policy does not necessitate the disregard of the separate 
corporate entities, the courts are apparently willing to treat the subsidiary as 
an entity even though the latter is completely controlled by the holding com- 
pany. At least such seems to be the force of the Supreme Court’s holding in 
the Chicago Telephone case: 

“. . . The fact that the relation of the Illinois Company to the American 
Company may demand close scrutiny, in dealing with certain questions which 
bear upon the validity of the race order, cannot obscure the essential basis of 
that order, that is, that the Commission was imposing its requirement upon 
a corporate organization engaged in an intrastate public service and, as such, 
amenable to a valid exercise of the Commission’s authority.” ® 

The Supreme Court’s ruling on the independent identity of the subsidiary 
company might seem a defeat for more effective control by state authorities, 
but in actuality it was not. Grave practical and legal difficulties beset the as- 
sertion by the states of direct regulatory power over holding companies. The 
most obvious difficulty, and one that would prove fatal, would be the in- 
evitable conflict of regulations that would follow the exercise of authority 
over the same organization by a number of states.® If it had been established 
that the holding companies were the real parties in interest in matters involv- 
ing local rates and service, the next step would have been a decision that all 
the operations of these holding companies were interstate commerce and 
hence beyond the reach of state authorities. The wisdom of the Supreme 
Court’s decision, therefore, lies in the fact that it preserved to the states the 
maximum jurisdiction with respect to local public utilities; it has been no ob- 
stacle to any really effective state action. 

Indirect regidation of holding companies. Can the states regulate the 

f’This proposal was approved by the National Association of Railroad and Utilities Commis- 
sioners at their 1928 convention. 

" Chicago, M. & Si. P. Ry. v. Minneapolis Civic & Commerce Assn., 247 U.S. 490, 501 (1918). 
See also United Fuel Gas Co. v. Railroad Commission of Kentucky, 278 U.S. 300 (1929); Pontiac, 
0 . & N. R. R. V. Comm., 203 Mich. 258, 168 N.W. 927 (1918); Potter v. Michigan Bell Tel. Co., 
246 Mich. 198, 224 N.W. 438 (1929). 

In a number of cases, commissions have felt impelled to disregard separate corporate entities in 
the same holding-company system. See Re Fort Worth Gas Co., P.U.R. igzgA, 136, 139 (Tex., 
1928). 

^ Smith V. Illinois Bell Tel. Co., 282 U.S. 133, 144 (1930). 

® It will be recalled that the imposition of conflicting regulations on the railroads led to the 
Wabash decision in 1886, heralding the end of effective state authority over the interstate operations 
of railroads and necessitating the prompt establishment of federal control. (Wabash St. L. & Pac. 
V. 118 U.S. 557 [1886I.) 
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activities and dealings of holding companies through jurisdiction over the 
operating utilities? There does exist the possibility of a substantial measure of 
indirect regulation through the comprehensive powers which state authori- 
ties can exercise over local public utilities. A state may assert jurisdiction over 
the contractual relations which operating companies have with holding com- 
panies and it may supervise many of the transactions which subsidiaries have 
with the other companies in the system. 

When t]uestions of intercorporate relations were first presented to the 
courts, the attitude of the judiciary was not calculated to make indirect exer- 
cise of state authority particularly effective. The insuperable obstacle to suc- 
cessful state action was the disposition to assume that all contracts between 
the utility and its parent were made in good faith and with an exercise of in- 
dependent judgment by the subsidiary’s officers. This early attitude of the 
Supreme Court is typified by Mr. Justice McReynolds’s summary overruling 
of the Missouri Commission’s disallowance of a part of the 4]^ per cent pay- 
ment made by the Southwestern Bell Telephone Company to the American 
Telephone and Telegraph Company under the license contract between 
those companies.^'^' And the significance of this ruling was paraphrased into 
even simpler language by a lower federal court in another case that shortly 
arose with respect to the license contract: 

“The presumption is that this contract was entered into in good faith and 
in the exercise of a proper discretion by the officers of both corporations. To 
overcome this presumption, it was incumbent on the defendants jthe state 
authorities] to show that the contract was not made in the exercise of a 
proper discretion by the plaintiff’s officers.” As long as the courts continued 
to follow these holdings, the state authorities were virtually estopped from 
any effective control over intercompany payments, for commissions were 
without the legal authority or the practical opportunities to sustain the burden 
of proving the impropriety of intercompany contracts.^^ 

Facts convince where logic fails. The record of the holding companies in 
the late 1920’s and the early 1930’s brought a change in the judicial attitude 
toward intercompany relations and in the presumptions with respect to the 
reasonableness of intercompany payments. In the Smith v. Illinois Bell Tele- 
phone Company case in 1930, the Court remarked that the relations between 
the parent company and its subsidiaries called for “close scrutiny.” A little 
more than a year later the Court considered the problem presented to the 
Public Service Commission of Kansas in the regulation of the Western Dis- 
tributing Company, which delivered to local consumers natural gas that was 
purchased from the interstate pipeline of the Cities Service Gas Company. As 
these two companies were both subsidiaries of the Cities Service Company, 
and as the cost of gas was an important item in the operating costs of the 
utility, the Kansas Commission declined to grant an increase in rates without 

Sotithwesterji Bell Tel. Co. v. Comm., 262 U.S. 267, 288-289 (1923)- Quoted at p. 604. 

Northwestern Bell Telephone Co. Spillman, 6 F. (2d) 663, 664 (Neb., 1925). See also 
Electric Public Utilities Co. v. West, 154 Md. 445, 455, 140 Atl. 840 (1928); Comm. v. Mountain 
States Tel. & Tel. Co,, P.U.R. 1924c, 545 (Mont., 1924). 

See Re Wis. Tel. Co., P.U.R. 1925D, 661, 674-675 (Wis., 1925). 

122820.5.133,144(1930). 
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an affirmative showing by the local company of the reasonableness of the 
wliglesale price. Claiming that the Commission was bound to allow as a cost 
the wholesale price paid for the gas, the company declined to furnish any 
proof and appealed to the courts. The decision of the Supreme Court is ren- 
dered more significant by reason of the fact the company argued that the 
assertion of authority by the Kansas Commission was an unconstitutional at- 
tempt to regulate interstate commerce. The Court’s holding constituted a 
milestone in the development of state control over intercorporate relations : 

“Having in mind the affiliation of buyer and seller and the unity of control 
thus engendered, we think the position of the appellees is sound, and that 
the court below was right in holding that if appellant desired an increase of 
rates it was bound to offer satisfactory evidence with respect to all the costs 
which entered into the ascertainment of a reasonable rate. Those in control 
of the situation have combined the interstate carriage of the commodity with 
its local distribution in what is in practical effect one organization. There is an 
absence of arm’s length bargaining between the two corporate entities in- 
volved, and of all the elements which ordinarily go to fix market value. The 
opportunity exists for one member of the combination to charge the other an 
unreasonable rate for the gas furnished and thus to make such unfair charge 
in part the basis of the retail rate. The state authority whose powers are in- 
voked to fix a reasonable rate is certainly entitled to be informed whether ad- 
vantage has been taken of the situation to put an unreasonable burden upon 
the distributing company, and the mere fact the charge is made for an inter- 
state service does not constrain the Commission to desist from all inquiry as 
to its fairness. Any other rule would make possible the gravest injustice, and 
would tie the hands of the state authority in such fashion that it could not 
effectively regulate the intrastate service which unquestionably lies within its 
jurisdiction.” 

With the precedent of the Western Distributing Company case, state com- 
missions have been able to insist upon a showing of the reasonableness of the 
payments by operating companies to affiliated organizations. There has thus 
been afforded an opportunity for the exercise of a limited degree of control 
over holding companies and their non-utility affiliates, but this control is re- 
stricted to those activities which are directly related to the operating com- 
panies and does not embrace many holding-company activities that may be 
detrimental to the interests of consumers and investors. 

The way of indirect regulation has been hard for state commissions, the 
operating utilities, and the holding companies. The commissions have pro- 
ceeded through “requests for information.” Before accepting the reasonable- 
ness of any intercompany charges, commissions request operating companies 
to furnish full data as to all holding-company practices and expenditures that 
bear on the reasonableness of charges paid, or to be paid. Because there is no 
means of knowing what specific information may be relevant, commissions are 
forced to be both inclusive and detailed in their requests. The laboriousness 
of the indirect technique is illustrated by the years which the Wisconsin Pub- 

I'f Western Distributing Co. v. Public Service Commission of Kansas, 28$ U.S. 1 19, 124-125 
(1932). 
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lie Service Commission devoted to the investigation of the rates of the Wis- 
consin Telephone Company. Granting that the American Telephone and 
Telegraph Company was performing valuable services for the Wisconsin 
Telephone Company, the Commission stated that the issue was not the pro- 
priety of the arrangements between the parent company and the subsidiary, 
but whether (i) the activities of the parent company were reflected in actual 
savings to the subsidiary, (2) whether such economies as were realized were 
passed on to the users of the telephone service, and (3) whether the telephone 
operations of the parent company were carrying the burden of its non-utility 
activities.^" In order to obtain enlightenment on these issues, the Wisconsin 
Commission requested answers to an extraordinary list of queries, covering 
virtually all aspects of the parent company’s operations.^® 

Success in indirect state regulation of intercorporate relations depends upon 
simplicity of intercorporate relations and the availability of information rele- 
vant to a judgment as to the reasonableness of intercorporate payments. Even 
if it is anxious to co-operate fully in the commission’s inquiry, the holding 
company cannot supply information that is not in its possession. In the Wis- 
consin Telephone Company case described above, the American Telephone 
and Telegraph Company was unable to furnish all of the data that the Com- 
mission required in the form in which it was requested. This is highly sig- 
nificant, for the records of the American Telephone and Telegraph Com- 
pany were probably more accurate and more detailed than those of any other 
holding company; for many years its accounts had been subject to the rather 
inactive supervision of the Interstate Commerce Commission. The assertion 
of similar authority with respect to many electric and gas utilities would have 
been barren of any significant results because the material information has 
been nonexistent. Nevertheless, the establishment of the right of the state com- 
missions to push their inquiries with respect to the reasonableness of inter- 
company payments and other relations established a regulatory principle of 
great importance. 

Statutory provisions governing intercorporate relations. To what extent 
have the opportunities for indirect regulation of intercorporate relations been 
embraced? A complete answer would require a consideration of every state 
commission case involving any subsidiary of a holding company. A partial 
answer may be found from an analysis of the statutory provisions wherein 
state legislatures have enlarged the jurisdictions of their regulatory bodies to 
cope with the holding-company problem. Some measure of regulatory super- 
vision is possible without specific statutory provision, for it is part of the im- 

He Wisconsin Tel. Co., P.U.R. 1931E, loi, 115-116 (Wis., 1931). 

The enumeration, which extended over five closely printed pages, began with a request for 
all accounting forms for both the parent and its subsidiaries and all instructions as to their 
preparation; the parent company’s revenue and expense accounts, in detail, for the years 1919 to 
1931; the costs, revenues, sales, and all allocations of overhead costs, for the Western Electric 
Company, a subsidiary engaged in the manufacture, of telephone and other equipment, all these 
figures to show separately the data for various types of telephone equipment; the details of deprecia- 
tion accounting, inventory valuations, income and expense statements, not only for Western Electric 
Company, but for its subsidiaries as well; and full information with respect to the manufacture, 
costs, and sales of non-telephone equipment; the payrolls of all subsidiary companies (other than 
operating telephone companies) with which the: Wisconsin Telephone Company had any transac- 
tions. (/&A, 129-134.) 
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plied powers of rate control that the commission may consider the propriety 
anci, reasonableness of any expenditures of a utility. Yet such control can be 
effective only if the commission possesses ancillary powers such as are con- 
ferred only by affirmative statutory provisions. 

If commission regulation of intercorporate relations is to be satisfactory it 
must include authority with respect to at least five matters: 

(1) The commission must have jurisdiction over affiliated interests, and 
affiliated interests must be so defined as to enable the commission’s authority 
to reach every situation which requires the exercise of control; 

(2) The commission must have jurisdiction over the acquisition of the 
voting stock of public utilities by other corporations; 

(3) The commission must possess similar authority with respect to the ac- 
quisition of the physical assets of utility corporations; 

(4) The commission must have extensive authority with respect to inter- 
company contracts and all intercompany payments, including the payment of 
dividends; and 

(5) The commission must supervise intercompany loans, if they are not 
forbidden. 

Only a minority of the states have enacted statutes which enable their com- 
missions to deal effectively with those intercorporate relations which are within 
state jurisdiction. In view of the disclosures with respect to the abuses of 
holding-company power, the present inadequate scope of state regulation of 
holding companies and intercorporate relations indicates how uneven and 
spotty is the pattern of state control, and how incomplete is the protection 
afforded consumers and investors. Only eleven legislatures appear to have 
made a serious attempt to cope with their responsibilities.^’^ In other states, the 
legislatures have largely defaulted. 

Jurisdiction over Affiliated Interests. There are more states having statu- 
tory provisions defining affiliated interests than there are statutes affirmatively 
conferring jurisdiction on the commission with respect to such affiliated in- 
terests. Twelve jurisdictions grant direct control over affiliated interests 
to their commissions; however, there are other states that provide for 
commission control over specified intercompany transactions. Oregon is the 
only state to classify the affiliated companies as public utilities. The District of 
Columbia, New Jersey, and Oregon laws simply provide that the books of 
affiliated interests may be examined; the Rhode Island statute merely re- 
quires affiliates to furnish reports when such are requested by the commission, 
while the Michigan commission may require the production of records relat- 
ing to operating utilities. An effective statute would require the disclosure of 
all affiliated interests, the submission of reports by affiliates at the commission’s 
request, and the opening of the affiliate’s books to examination by the com- 
mission or its representatives, only four states have these provisions in their 
statutes. 

Illinois, Indiana, Kansas, Massachusetts, New Jersey, New York, Oregon, Pennsylvania. Vir- 
ginia, Washington, and Wisconsin. 

Alabama, District of Columbia, Illinois, Indiana, Kansas, Massachusetts, New Hampshire, New 
Jersey, New York, Oregon, Pennsylvania, and Rhode Island. 

Illinois, Indiana, Kansas, and New York. 
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The definition of “afliliated interest” is an important index of the adequacy 
of commission jurisdiction. Some nineteen states have statutory definitions of 
affiliated interests.-^' If the commission is to reach all intercompany transac- 
tions that require its supervision, the definition of affiliated interests should 
be broad and comprehensive. The holding of voting stock, interlocking di- 
rectorates, and the possession of common officers are the normal bases of con- 
trol of one corporation by another, but the statute should also provide for 
other types of influence over a utility’s policy by other companies or indi- 
viduals. It is not enough to provide for the direct lines of control — parent, 
grandparent, great-grandparent, et cetera — ; it is also essential to recognize 
indirect affiliations— the cousins, first, second, et cetera. Where the classifica- 
tion of affiliated interests rests upon the owning of stock, a 5 per cent control 
is most frequently taken to signify affiliation,^^ with a 10 per cent stock hold- 
ing the criterion in other states.-^ In the matter of common directors, five 
states specify that companies are affiliates if they have one or more directors 
in common, while two states require two or more directors in common.-'^ 
In a number of instances the definition embraces directors in any chain of 
affiliates, although perhaps such might be implied without a particular pro- 
vision to that effiect. The enactments with respect to common officers parallel 
the provisions regarding common directors. Other relations usually refer to 
personal and family ties, to contractual relations, and similar evidences of 
affiliation. Indirect affiliations are included by implication in thirteen statutes.^^’ 
In most states, an indirect affiliate is one “5 [or 10] per cent of whose voting 
stock is owned by a person or corporation having 5 [or 10] per cent control 
over the utility,” or any chain of such control. Massachusetts makes one of 
its tests the “absence of equal bargaining power.” 

In order to assure that all “affiliated interests” shall be known to the com- 
mission, the statute should specify that each utility shall list and report every 
owner of i per cent or more of its voting stock. The extent of jurisdiction over 
these “affiliated interests” should also be specified — the commission should 

The most comprehensive definitions are those found in the statutes of Indiana, Kansas, New 
York, Oregon, and Wisconsin. 

Alabama, Laws ig28, Sec. 9792; Arkansas, Statutes, Sec. 2002 (a); Connecticut, igso 
General Statutes, 1935 Supp., Sec. 1414c (f); District of Columbia, igig Code, p. 384, Sec. 23; 
Illinois, Sntith-Hurd Annotated Statutes. Ch. iii%, Sec. 27; Indiana, Burns' Indiana Statutes, 1933, 
Ch. 4, 54-403; Kansas, 7935 General Statutes, Art. 14, 66-1401, 66-1216; Maine, 7930 Revised 
Statutes, Ch. 62, Sec. 45; Massachusetts, 7932 General Laws, Ch, 164, Sec. 94B, p. 2160; New 
Hampshire, 7926 Public Laws, 1933 Supp., Ch. 258-A, i, II; New Jersey, New Jersey Statutes An- 
notated, 48: 3-7.1; New York, Cahill’s 7930 Laws of New Yorti, Ch. 49, Art. 6, Sec. no; Oregon, 
7930 Oregon Code, 61-281; Penmsylvania, Pardon Pennsylvania Statutes, Ch. 3, Sec. 243; Rhode 
Island, tgjS General Laws of Rhode Island, Ch. 122, Sec. 60; South Carolina, 7932 Code of Laws, 
Sec. 8252; Virginia, 7926 Virginia Codes, Sec. 2774B; Washington, Remington Revised Statutes, 
Sec. 10440-1; Wisconsin, 7939 Statutes, 196,52 (i). 

-'^lyhama, New Jersey, New York, Oregon, Pennsylvania, Washington, and Wisconsin. 

-- Illinois, Indiana, Kansas, Rhode Island, and Virginia. Arkansas and Maine specify 25 per cent, 
a figure so high as to restrict unduly the reach of the statute. Although not formally defined as such, 
a company in Vermont having 25 per cent control is treated as an affiliate for purposes of estab- 
lishing jurisdiction over intercompany contracts. Massachusetts and South Carolina define an affiliate 
in terms of “majority or substantial control.” 

Illinois, Indiana, Kansas, New York, and Wisconsin. Oregon and Virginia, 

Illinois, Indiana, Kansas, Massachusetts, New Hampshire, New Jersey, New York, Oregon, 
Pennsylvania, Rhode Island, Virginia, Washington, and Wisconsin. 
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have jurisdiction over affiliated interests having transactions other than the 
ownership of stock and the receipt of dividends with public utilities, with re- 
spect to those transactions. Such authority would be meaningless without the 
additional provision that the commission shall have access to all the applica- 
ble accounts and records and shall have the right to call for reports from the 
affiliated interests. 

The constitutionality of the inquiry procedure contained in these statutes 
has been sustained by the Supreme Court in a case challenging the validity 
of an Illinois statute.-*’ The Illinois Commerce Commission, in a proceeding 
involving the wholesale rates for natural gas sold to local distributing com- 
panies by the Chicago District Pipeline Company (an Illinois corporation en- 
gaged in intrastate commerce), directed an affiliated interstate corporation, 
the Natural Gas Pipeline Company (a Delaware corporation engaged in in- 
terstate commerce), to make available all of its accounts and records relative 
to its sale of natural gas to the Chicago District Pipeline Company.'^’^ The 
Natural Gas Pipeline Company refused to comply with the order and ap- 
pealed to the courts, contending that the statute and order were in conflict 
with the commerce, equal protection, and due-process clauses of the federal 
constitution.-*^ The Supreme Court refused to find that either the commerce 
clause or the Fourteenth Amendment afforded any “basis for saying that any 
person is immune from giving information appropriate to a legislative or 
judicial inquiry.” 

Acquisition's of Utility Securities or Assets. The need for regulation. 
The holding-company systems have been built up largely through the ac- 
quisition of the voting stocks of operating utilities. It would appear logical, 
therefore, that the control of holding companies should begin with an at- 
tempt to control the acquisition of the securities which enable holding com- 
panies to exploit operating properties to their own advantage. Many state 
commissions have had jurisdiction over the acquisition by one utility of a con- 
trolling interest in another utility or over the merger of two or more operating 
utilities. However, the jurisdiction of state authorities did not extend to ac- 
quisitions accomplished through a purchase of a stock by a holding company 
incorporated in another state. 

Many of the acquisitions and consolidations were so planned and executed 
as to bring increased security of income to investors and lower rates with 
better service to consumers. But other acquisitions were characterized by fea- 
tures that were harmful to both investors and consumers. Four potential 
sources of danger in the unregulated acquisition of operation properties by 
the holding-company systems have been present: First, many acquisitions 
were not part of a rational plan for such integration of operating properties 

Nautral Gas Pipeline Co. v. Slattery, 302 U.S. 300 (1937). 

The Natural Gas Investment Company (Illinois) controlled both the Natural Gas Pipeline 
Company and the Chicago District Pipeline Company through stock ownership, and the three 
corporations also had a number of directors in common. 

The essence of the company’s contention was that the statute could not authorize an inquiry 
into intercorporate relations, nor the commission pursue it, without prior proof of common control 
or an absence of arm's-length bargaining. The acceptance of such a contention would have been 
fatal to the practical administration of tlie law. 

1503 U.S. 300- 306 (1937). 
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as would afford the maximum gains in efficiency and greatest savings in costs. 
Secondly, the acquisitions of control took place at an unregulated price. 
Thirdly, the financing of the acquisition of operating companies were made 
to produce speculative profits for promoters and the holding company. 
Fourthly, there was some danger in the secrecy with which such acquisitions 
were accomplished. 

These dangers materialized and produced the expected consequences. The 
loss of potential economies in operation and improvements in service, the 
pressure on operating companies to yield excessive profits to the holding com- 
pany, and the deterioration in the investment standing of utility securities, all 
combined to maintain higher charges than would otherwise have been neces- 
sary. The investor who provided the funds with which these acquisitions were 
financed incurred heavy risks for the possibility of contractually limited re- 
turn. These dangers did not go without warnings from within and without 
the industry, but the temper of the times rendered the warnings of little 
avail. 

T he acquisition of securities. In view of the primacy of the problem with 
respect to the regulation of holding companies, it is surprising that only 
twenty-one states have any statutory provisions respecting the acquisition and 
holding of the voting stock of public utilities by other corporations.*^^ Seven 
jurisdictions attempt to prevent the acquisition of a controlling interest in local 
utilities by holding companies.'"^^ 

A Massachusetts statute forbids any corporation, unless authorized by a 
special act of the legislature,^^ to “purchase, acquire, take, or hold, directly or 
indirectly, more than 10 per cent of the total capital stock of any corporation 
authorized to operate as a railroad, street railway, motor, local transit, gas, 
or electric utility.” Another statute directed against the control of Massa- 
chusetts utilities by holding companies provides that if any foreign corpora- 
tion issues any debt secured in whole or in part by its controlling interest in a 
domestic utility company, the utility company shall be liable to dissolution in 
an action brought by the Attorney General.^^ It may be noted that these 
statutes have not been wholly successful, for foreign holding companies ex- 
tended their systems into Massachusetts through the use of the so-called volun- 

30 Electrical World, Mar. 20, 1926, Vol. 87, No. 12, p. 623. See also Ripley, “More Light and 
Power Too,” 138 Atlantic Monthly, 667 (Nov., 1926). 

31 - Alabama, igzS Laws, Sec. 9825; Arizona, igzS Arizona Revised Code, Sec. 708; District of 
Columbia, igzg Code, p. 390, Sec. 78; Illinois, Smith-Hurd Annotated Statutes, Ch. iil%, Sec. 
27e; Indiana, Burns' Statutes of igjs. Sec. 54-509; Kansas, General Statutes, tgs5, Art. i, 66-127; 
Maine, ig^o Revised Statutes, Ch. 62, Sec. 44, p. 1040; Maryland, Elacl{ — Annotated Code of igjg. 
Art. 23, Sec. 405; Massachusetts, 7932 General Laws, Ch. 164, Sec. 31, p. 2143; Missouri, An- 
notated Statutes, p. 6593, Sec. 5177; New Hampshire, igz6 Public Laws, Sec. 31, p. 939; New 
Jersey, Annotated Statutes, 48:3-10; New York, /930 Cahill’s Laws, Art. 4, Sec. 70; North Dakota, 
rgij-jgzs Supp. Compiled Laws, Sec. 4609, Ch. 22; Ohio, Page’s General Code, Sec. 614-60; 
Oregon, /930 Code, 61-285; Pennsylvania, Purdon Statutes, Ch. 3, Sec. 243; Rhode Island, 1938 
General Laws, Ch. 122, Sec. 39; Vermont, 1933 Public Laws, Ch. 242, Sec. 5952; West Virginia, 
jr937 Code, Sec. 2562 (2); Wisconsin, ig^g Statutes, Sec. 196.52 (3). 

32 District of Columbia, Massachusetts, New Hampshire, New York, Oklahoma, Vermont, 
and Wyoming. 

33 There seem to have been no such enactments. 

3 * Mass., General Laws, C. 156, Sec. 5. 

General Laws, C. 181, Sec. 10. There have apparently been no cases under this section of 
the law. 



REGULATION OF INTERCORPORATE RELATIONS 639 

tary trust which was not included within the statutory provision as drawn. 

The New York statute is also of long standing and many cases have arisen 
under it. In a section devoted to the transfer of franchises and the lease of 
utility plants, there occurs the provision that “save wTere stock shall be trans- 
ferred or held for the purpose of collateral security only with the consent of 
the commission . . . , no stock corporation of any description, domestic or 
foreign, other than a gas corporation or electric corporation or street railroad 
corporation, shall purchase or acquire, take or hold, more than 10 per cent of 
the voting capital stock issued by any gas corporation or electric corporation 
organized or existing under or by virtue of the laws of this State.” Cor- 
porations already lawfully holding a majority of the stock of any domestic 
utility are permitted, with the consent of the Commission, to acquire the re- 
mainder of the stock. And any corporation, with the Commission’s approval 
and subject to such conditions as the Commission shall impose, may acquire 
and hold more than 10 per cent of the voting capital stock; but the statute 
excludes from this exception all utility corporations operating in New York 
City. 

In the administration of a law such as the New York statute, two questions 
have arisen: Shall foreign corporations, which are largely beyond the juris- 
diction of the commission, be permitted to acquire a controlling interest in 
the domestic utility corporations.? And shall an acquisition of utility securi- 
ties be permitted when the purchase price and other conditions of the ac- 
quisition are not reasonable and consistent with the public interest? 

The New York Public Service Commission has on several occasions per- 
mitted the acquisition of the voting stock of domestic utilities by foreign hold- 
ing companies, despite the obvious intent of the law to prevent the taking 
and holding of utilities’ stock by holding companies.'^’ In the Power and 
Electric Securities Corporation case in 1925, the Commission was of the opin- 
ion that the foreign control of domestic utilities could have no injurious conse- 
quences for consumers.'^* Fuller experience with holding companies belatedly 
changed the attitude of the Commission, and during the late 1920’s and the 
1930’s the Commission was loath to sanction the acquisition of control of do- 
mestic utilities by holding companies.'^*' The Commission has been handi- 
capped by the interpretations which the state courts plan placed on its powers. 
In one instance where it had approved a proposed issue of securities by a do- 
mestic utility, the Commission refused to sanction their sale to a holding com- 
pany in the Associated Gas and Electric system; although it already controlled 
the local company, the New York Electric Company would have had less 
than a controlling interest if the new issue had been sold to others. Here was 
clearly an occasion for the exercise of discretion, yet the Commission was 
overruled by the court.'^^’ 
sfi New York, Piihltc Service Law, Sec. 70. 

Re South Shore Natural Gas & F. Co., P.U.R. 19170, 274 (1917); Re Lodiport Gas & E. L. 
Co., P.U.R. 1917F, 866 (1917): Re Ridgefield Electric Co.. P.U.R. 19250, 317 (1925). 
ss P.U.R. 1926A. 855, 859 (1925). 

Re Morgan & Wyman Elec. L. & P. Co., P.U.R. 1925D, 323 (1925); Re N.Y. Elec. Co., 
P.U.R. 1928D, 247 (1928); Re Columbia Gas Sr E. Corp., P.U.R. 1931C. 247 (1931); Re Central 
Greyhound Lines, 20 P.U.R. (N.S.) 246 (1937). 

Y. State Elec. Corp. v. Comm., 227 App, Div. 18, 22-23, 236 N-Y. Supp. 411, 416 (1929). 
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The acquisition of utility assets. The acquisition of utility assets, physical 
properties, and franchises may be more easily controlled than the acquisition 
of securities, which are presumably obtainable by any who can buy them. The 
physical properties are located within the state and can be used only in con- 
junction with a franchise, which the state is free to confer or withhold. A 
minimum provision for the protection of the public interest in the transfer of 
utility properties and franchises would be the requirement that such trans- 
fers occur only after an investigation by the commission and only with its 
approval. Yet there are only twenty-one states in which commission approval 
is a prerequisite to the transfer of utility assets.'^^ Some statutes restrict such 
transfers to foreign corporations."*^ 

Conditions prescribed by statute or commission order. The requirement 
that the approval of the commission be obtained for the acquisition of utility 
securities or assets implies that the commission may attach conditions to its 
approval.^'* Such conditions are commonly concerned with the price at which 
the properties are to be acquired, the accounting entries by which the transfer 
shall be recorded, the future rate base, an offer to purchase the outstanding se- 
curities of the utility to be acquired, the future maintenance of service stand- 
ards, or the rates and charges to be observed after the new owners take control. 

The burden of proof should be on the utility to establish by convincing evi- 
dence the nature and the significance of the public benefits that are to follow 
the acquisition. The commission should not grant its approval merely on a 
basis of a negative finding that no harm to the public will be apparent, for 
public injury is often not discoverable until after the consummation of the 
acquisition; if positive gains to the public are not obvious, the possible 
dangers to the public interest should not be risked."*"* These common-sense 
principles, while generally acknowdedged, have on rare occasions been repu- 
diated by the courts."*** 

In some instances, the commission’s authority to attach conditions to its or- 

Alabama, /92S Laws, Sec. 9827; California, /9J7 Deering's General Laws, Act 6386, Sec. 
51a; Connecticut, iggo General Statute (repealed 1935), Sec. 3616; District of Columbia, igig 
Code, p. 390, Sec. 78; Illinois, Smith-Hurd Annotated Statutes. Ch. 111%, Sec. 29; Indiana, 
t933 Burns' Statutes, 54-509; Kansas, General Statutes, Art. i, 66-136; Maine, ig^o Re- 
vised Statute, Ch. 62, Sec. 44, p. 1040; Maryland, Rladi — Annotated Code of ig3g, Art. 23, Sec. 
388, Sec. 405; Massachusetts, igj2 General Laws, Ch. 164, Sec. 21; Missouri, Annotated Statutes, 
p. 6592, Sec. 5176; New Hampshire, igaS Public Laws, Sec. 28, p. 938; New Jersey, Annotated 
Statutes, 48:3-21; New York, iggo Cahill's Laws, Art. 4, Sec. 70; North Dakota, igi 3-1925 Supp. 
Compiled Laws, Sec. 4609, Ch. 21; Ohio, Page’s General Code, Sec. 614-73; Oregon, 1930 Code, 
61-282; Pennsylvania, Purdon’s Statutes, Ch. 3, Sec. 182 (c); Rhode Island, 1938 General Laws, 
Ch. 122, Sec. 59; Vermont, 1935 Annotated Public Laws, Sec. 5954; West Virginia, 1937 Code, 
Sec. 2562 (2); Wisconsin, 1939 Statutes, 196.53. 

Illinois, Ohio, Oregon, Virginia, and Wisconsin. Arizona, California, and Colorado permit 
transfers to foreign corporations only when the latter comply with the laws of the state in every 
particular. 

Only two state statutes provide specifically that the commission may attach conditions to its 
approval (Massachusetts and New York). 

See Re Northern Penn. P. Co., 15 P.U.R. (N.S.) 390 (Pa., 1936). 

■i^The Maryland Commission refused to approve the acqui.sition of four small Maryland op- 
erating properties by the Electric Public Utilities Company, simply on the ground that there was 
no convincing evidence that the public would benefit from the transactions. In a surprising 
decision, the Maryland Court of Appeals held that the discretion of the Commission was limited 
to those situations where it was established that the transfer would be detrimental to the public 
interest. (E/erfr/e Public Utilitie< Co. v. IKer/, 154 Md. 445, 140 Atl. 840 T1928].) 
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ders has been seriously circumscribed by judicial interpretation. While hold- 
ing^that “the power to grant consent includes the power to withold consent” 
or “to make its consent conditional upon change in the terms o£ the contract 
of purchase,” the New York Court of Appeals stated, in effect, that the Public 
Service Commission had only the “power to couple its consent with any di- 
rection which it would have independent power to make.” This interpre- 
tation destroys any benefit to be derived from the power to attach conditions. 
The whole purpose of attaching conditions is to protect the public interest 
where the statute is inadequate or silent, and to allow flexibility in meeting the 
requirements of the particular situation. 

A number of state laws impose statutory conditions on the acquisition of 
utility securities or the transfer of utility franchises or assets. To the extent 
that it is possible to formulate pertinent conditions in the statute, the authority 
of the commission is strengthened, provided the commission’s discretion to 
impose additional conditions is not thereby curtailed. 

The Exercise of Control. The control over the operating utility by the 
holding-company management has been an ever-present danger, particularly 
for the consumer interests. Despite the urgency of coping with the matter at 
its source, none of the states has sought to stop the exercise of control over 
local utilities by holding companies. 

A provision in the District of Columbia law suggests a solution of the 
problem of foreign control. The statute reads that no foreign or local hold- 
ing company or public utility shall “own, control, or hold or vote stock of or 
bonds of any public utility corporation . . . authorized to do business in the 
District of Columbia, except as heretofore or hereafter expressly authorized 
by Congress.” And to make doubly sure, the statute makes it unlawful for 
any public utility to sell or transfer any portion of its stock or bonds to any 
other utility corporation or holding company.'^"'* While there may be some 
doubt as to whether a state can prevent the open-market purchase of the se- 
curities of domestic utilities by individuals and corporations beyond its juris- 
diction, the District of Columbia statute seems to meet the essential problem. 
With the example of the LaFollette Antimerger Act, it is surprising that the 
states have not tried this expedient in their struggle with holding-company 
control of local utilities, 

Intercoaipany CoNTRyvcTs ANo PAYMENTS. The problem. Utility companies 
purchase services, commodities, capital equipment, the construction of new 
properties, and the use of loan funds from both affiliated and non-affiliated 
organizations. Where such transactions occur between the utility and its 

Iroquots Gas Corp. v. Comm., 264 N.Y. 17, 19, 189 N.E. 764, 765 (1934). 

Act of March 4, 1913, 27 Stats. 974, Sec. ii. 

The violation of the statute with respect to the Washington Gas Light Company by the 
Central Public Service Corporation led to an order by the District of Columbia Commission 
directing the latter company to cease exercising such control through the voting of stock through 
officers, directors, trustees, agents, servants, employees, or assigns, and to divest itself immediately 
and unconditionally of its control. {Re Washington Gas Light Co., P.U.R. 1932D, 47 [D.C., 1932] .) 

The Commission subsequently consented to a court order under which the holding company 
was permitted to retain the stock but, voluntarily relinquished managerial control over the local 
utility and agreed to conditions that would protect the local management from domination by 
foreign interests. {Re Washington Gas Ught Co., P.U.R. 1933D, 194 [D.C., 1933]-) 
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parent company or an affiliated corporation, there is an absence of arm s- 
length bargaining, with all of the protection which independent bargaining 
implies. The development of the holding-company system has, therefore, 
forced regulatory authorities to turn their attention to intercompany transac- 
tions and to attempt to provide those safeguards for consumers and investors 
which had therefore been provided by the independent position of the utility. 

The attempt to pass upon the reasonableness of intercompany payments 
after the expenditures have been made must always be relatively ineffective. 
Even if the protection of investors is not recognized as an object of utility 
regulation, the imposition of “disallowances” on the investor, if it happens 
repeatedly, must finally have the effect of increasing the cost of capital, to the 
ultimate disadvantage of the consumer. The effective protection of the con- 
sumer and a decent regard for the welfare of the investor both require that 
the commission’s responsibility and authority should begin with the negotia- 
tion of the contracts. 

The recognition of the dangers implicit in intercompany transactions did 
not immediately give rise to an effective procedure for safeguarding the public 
interest. At first, questions with respect to intercompany contracts were raised 
only when the commission was confronted with a rate case, and the exercise 
of commission jurisdiction was confined to determining whether such pay- 
ments were appropriate elements of the utility’s operating or capital costs, or 
whether they should be disallowed. Even such regulation was seriously handi- 
capped: the exercise of the commission action was confined to the disallow- 
ance of the payments; the commission lacked specific statutory authority to 
extend its supervision over intercompany contracts, and such regulations as 
were imposed were justified as implicit in the power to regulate rates; and 
finally, the commissions were without the requisite data on which to judge 
the reasonableness of intercompany payments. 

Commission jurisdiction over intercompany transactions . Effective control 
over intercompany payments begins with the establishment of commission 
authority over intercompany contracts. Approximately half of the states have 
recognized this and have amended their public service laws, giving their com- 
missions jurisdiction over contracts between affiliated interests.'"’^’ Even in 

The concealed dangers to the consumer in intercompany contracts calling for the performance 
of managerial, financial, engineering, and construction services by affiliated organizations were 
recognized as soon as the true nature of the relations between the holding company and its sub- 
sidiaries was perceived. 

See Re General Order U-6, P.U.R. 1932E, 347 (Ala., 1932); Potter v. Michigan Bell Tel. Co., 
246 Mich. 198, 224 N.W. 438 (1929); Re New York State Electric & Gas Corp., P.U.R. 1932E, 1 
(N.Y., 1932); Re United Light & Power Co., P.U.R. 1915C, 622 (Cal., 1915); Re Los Angeles 
Gas Sr Elec. Corp., P.U.R. 1927C, 545 (Cal, 1926); Re State Line Generating Co., P.U.R. 1929B, 
97 (Ind., 1928); Comm. v. Chesapeake & Potomac Tel. Co., P.U.R. 1925B, 545 (Md., 1924); Re 
Awarding of Contracts, P.U.R. ipwB, 297 (Mass., 1916). 

States giving the commi.ssion jurisdiction over contracts between affiliated interests: Alabama, 
Code of rpaS, Sec. 9763; Connecticut, General Statutes. 1930. Sec. 3585; Indiana, Burns’ Indiana 
Statutes, 1933, Sec. 54-509; K.anszs, General Statutes , 193s, Sec. 66-1402; Maine, Laws of 193s, 
Ch, 213, Sec. 38-A; Maryland, Flack— Annotated Code of 1939, Art. 23, Sec. 368; Massachusetts, 
General Laws, 1932, Ch. 164, Sec. 94B; New Hampshire, Gc’wmd Laws, 1933 Supplement, Ch. 
258A, Sec. 2; New Jersey, Nen^ fersey Statutes Annotated, New York, Public Service 

Law, 1930, Sec. no, Par. 3, Ch. 760; North Carolina, Code of 1939, Sec. 1037 (e); Oregon, 
1930 Oregon Code, Sec. 61-240; Pennsylvania, Purdon’s Pennsylvania Statutes, Title 66, Sec. 
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the absence of specific statutory provisions, the regulation of intercompany 
payments can be brought within the broad scope of the commission’s authority 
to inquire into the reasonableness of any expenses which the utility might 
claim as a necessary cost of rendering the service. However, a number of the 
states have considered it advisable to make statutory provision for the com- 
mission’s supervision of intercompany payments."’^ Some legislatures have 
even granted the commission authority to forbid any payment by a utility 
company on an intercompany contract if such payments are contrary to the 
public interest.''^- 

The statutory provisions with respect to commission supervision over inter- 
company contracts fall into two classes. In some states, intercompany con- 
tracts must be filed with the public service commission but the formal ap- 
proval of the commission is not a prerequisite to their taking effect. If after 
an investigation and hearing the commission is not satisfied that the contracts 
are in the public interest, the commission may require a modification of the 
contract’s terms or it may declare the contract void.^'^ A second group of 
statutes not only requires that intercompany contracts must be filed with the 
commission, but also requires that such contracts must have the prior ap- 
proval of the commission before they may become effective.''*^ A few states 
have specifically provided that intercompany contracts may be approved only 
after a satisfactory showing of the cost to the affiliated organization.''’^^ 

Standards of reasonableness. The extension of regulatory authority over 
intercompany payments assumes a standard of reasonableness by which the 
propriety of these payments may be judged. Three standards have been ad- 
vanced. 

(i) When the question of the propriety of intercompany payments Was 
first raised, regulatory authorities tended to proceed upon the assumption that 
these payments could be attacked only if there was a showing of fraud or 
bad faith. They did not distinguish between contracts with affiliated interests 
and those entered into w'ith independent organizations on the basis of arm’s- 

1371-1274; Rhode Island, General Laws of 1938, Sec. 60, 3 (b) and (c); South Carolina, Code 
of Laws 1934 {SuppL), Sec. 8555-2 (8); Ut.ih, 1933 Revised Statutes. Sec. 76-4-28; Vermont, 
Public Laws, 1933, Sec. 6087; Virginia, 1940 Supplement to Laws of 1936, Tide 33, Sec. 277412; 
Wa.shington, Remington’s Revised Statutes, Sec. 10440-2 and 10440-5; West Virginia, Code 
of 1937, Sec. 2562(2) (a): Wisconsin, 1939 Statutes, Sec. 196.52 (3). 

States requiring that the contract be filed with the commission; Ohio, Page’s Ohio General Code, 
Sec. 614-7; Wyoming, Wyoming Revised Statutes, 1931, Sec. 94-137. 

States giving the commission power to investigate such contracts; Louisiana, Dart’s General 
Statutes, 1939, Ch. 6, Sec. 8005. 

Alabama, Connecticut, Illinois, Louisiana, Ma.ssachusetts, New Hampshire, New Jersey, New 
Yorli, North Carolina, Oregon, Pennsylvania, Rhode Island, South Carolina, Virginia, Washing- 
ton and Wisconsin. 

Such provisions are found in Illinois, Kansas, Ma.ssachusetts, New Hampshire, New York, 
Pennsylvania and Washington. The statutes of Virginia and Wisconsin provide that the Commis- 
sion shall forbid such payments unless the utility company makes a satisfactory showing of the 
cost of providing the service. The statutes of Rhode Island and Wisconsin provide that the 
Court may order a utility company to cease payments under an intercompany contract; in the 
latter state, the Courts are instructed to void contracts if necessary to enforce a cease and desist 
order of the Public Service Commi.ssion. 

New York, Public Service Law. Sec. no. Par. 3 (added in 1930). 

Illinois, Smith-Hurd Illinois Annotated Statutes (1935), Ch. ili%. Sec. 8a, Par. 3. 

Virginia, Washington, Wisconsin. 
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length bargaining. There was an assumption of good faith, independent 
negotiation, and an absence of fraud, unless the contrary should be shown.***’ 
It is apparent that adherence to this standard must have the effect of imposing 
the burden of proof upon the party adverse to the utility, and makes it almost 
inevitable that the intercompany payment will be undisturbed. 

(2) The utilities have advanced the proposition that the propriety of the 
intercompany payments should be judged according to the value of the services 
rendered. Thus, it has been urged that the intercompny payment is justified 
if the services are valuable to the operating utility, if the charge is less than 
the utility would have to expend to supply itself, or if the charge is less than 
would have to be paid to obtain equivalent services or supplies from an alter- 
nate source.*''’’' 

The value-of'Service test of the reasonableness of intercompany payments 
proceeds upon the basic assumption that all the benefits arising from the 
establishment of the holding-company system should accrue to investors, or 
rather, to the holding company. The acceptance of this test would leave the 
operating company no better off than it would be if it were actually under 
the necessity of providing these specialized services for itself or of purchasing 
them from non-affiliated interests. 

From a practical point of view, the value-of-service standard involves cer- 
tain ambiguities. In many instanes, it would not be possible for the utility 
itself to supply the services. In other instances, especially in the matter of 
specialized and patented equipment such as is furnished by the American 
Telephone and Telegraph Company through its Western Electric Company, 
identical equipment is not available from independent sources. While the 
value standard might be made the test of the competence of management in 
its dealings with independent interests, this yardstick cannot usually afford a 
satisfactory test of the propriety of intercorporate payments. 

(3) Regulatory authorities have urged that the costs to the affiliated service 
companies be made the test of the reasonable charge. The fundamental ques- 
tion is whether any profit should be allowed on services performed by one 
unit or department of a business for another; and the question is not changed 
where the two departments are separately incorporated units of a holding- 
company system. Cost to the affiliated company is a standard which conforms 
to the general principles of rate regulation and offers a reasonable promise of 
eliminating abuses arising out of holding-company control. 

The propriety of the cost standard was presented to the Supreme Court in a 
rate case involving payments by the Illinois Bell Telephone Company under 
the conventional license contract, and the language of Mr. Chief Justice 
Hughes was not only explicit in the rejection of the laissez-faire and the 
value standards, but also clearly indicated that the cost to the affiliated organi- 
zation of supplying the service was pertinent in determining the reasonable- 

3® See Southwestern Bell Tel. Co. v. Comm., 262 U.S. 276, 288-289 (1923). Quoted above at 
page 604. 

Houston y. Southwestern Bell Tel. Co., 25g U.S. 318, 323 (1922), the majority opinion 
accepted this thesis; and in the New England Telephone Company case., the Massachusetts Com- 
mission expressed the same sentiments. (P.U.R. 1925E, 739 [1925].) 
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ness of the intercompany payment."’^ Furthermore, it was recognized that 
the, value of the service to the utility company is not an appropriate test of 
the reasonableness of intercompany payments; that is, the holding company is 
not justified in retaining for itself the entire advantage that arises from the 
performance of various managerial and construction services by specialized 
affiliates. It has not been judicially determined that the cost to the afiiliated 
service company shall set the limit to the payment which the operating com- 
pany may appropriately make. 

The application of the cost standard — that is, the cost to the affiliated service 
organization — encounters practical difficulties. Most services are performed 
under conditions of joint cost, and the cost of the specific services performed 
for the particular subsidiary must always be subject to a more or less arbitrary 
apportionment of general expenses. The determination and apportionment 
of costs has not been considered with any finality by the judiciary; indeed, the 
problems of cost allocation are so peculiar to the particular company that 
judicial rules for cost determination can probably not be formulated. 

If cost to the affiliated service organization has not yet been adopted finally 
by the courts as the only appropriate standard for judging the reasonableness 
of intercompany payments, some states have made the cost standard their 
statutory rule.'"'* Where such statutory rules exist, commissions have ruled 
that payments in excess of the cost of performing such services are unlawful.*’’'^ 
It is, of course, assumed that the cost to the affiliated organization of perform- 
ing these services shall be reasonable; and if the utility company could per- 
form the service for itself more cheaply or if the service could be obtained 
at a lower cost from another source, there would be prima facie evidence that 
the cost to the affiliated service company was not reasonable and that the 
charge was therefore unjustified. 

It is significant that during the investigation by the Federal Trade Com- 

''>® “Contentions o£ the appellants in this relation are directed to the purchases from the 
Western Electric Company and to the payments to the American Company under what is called 
its ‘license contract.’ . . . The state commission in laying the basis for its rate order made no 
finding as to the fairness of prices on such purchases. On the record in the suit, the court con- 
cluded that the City had failed to support its contention that the prices were exorbitant. The court 
said that it appeared for the past 14 years the average profit of the Western Electric Company on 
its total business had not been ‘in excess of 7 per cent and never above 10 per cent.’ That fact has 
evidentiary value but the finding does not go far enough. The Western Electric Company not only 
manufactured apparatus for the licensees of the Bell System but engaged in other large opera- 
tions and it cannot be merely assumed or conjectured that the net earnings on the entire business 
represent the net earnings from die sales to the Bell licensees generally or from those to the 
Illinois Company. Nor is the argument of the appellants answered by mere comparison of the 
prices charged by the Western Electric Company to the Illinois Company with the higher prices 
charged by other manufacturers for comparable material, or by the Western Electric Company 
to independent telephone companie.s. The point of the appellant’s contention is that the Western 
Electric Company, through the organization and control of the American Company, occupied a 
special position with particular advantages with relation to the manufacture and sale of equip- 
ment to the licensees of the Bell system, including the Illinois Coinpany, that is, that it was 
virtually the manufacturing department for that system, and the question is as to the net earnings 
of the Western Electric Company realized in that department and the extent to which, if at all, 
such profit figures in the estimate upon w'hich the charge of confiscation is predicated. We think 
there should be findings upon this point.” {Smith v. Illinois Bell Tel. Co., 282 U.S. 133, 152-153 

[1930]-) . 

58 New York, Vii-ginia, and Wisconsin. 

60 See Re Port Chester Water Works. 10 P.U.R. (N.S.) 89 (N.Y., 1935). 
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mission, a number of the holding companies voluntarily placed their inter- 
company contracts on a strict cost basis, in some instances through the organ- 
ization of a mutual service company.®^ The cost principle applies in the de- 
termination of the net investment cost under the Federal Waterpower Act of 
1920/'^ And as will subsequently appear, the cost standard, either through 
the use of mutual service companies or separately incorporated subsidiary 
service companies, is applicable under the Public Utility Act of 1935. Com- 
mission supervision of intercompany payments is required even where a 
mutual service company renders the services, for if the fees collected are in 
excess of the costs there will be an overstatement of operating expenses which 
will not be corrected by the return of the excess in the form of non-operating 
income.*''’ 

The cost standard for intercompany payments does not limit service charges 
to the actual “costs” of providing the service. Presumably the capital of the 
.service company is as much entitled to a fair return as the capital invested in 
the utility company itself. In the usual case, the allowance of a fair return on 
invested capital will not affect significantly the cost of service, for service 
affiliates typically operate with a capital which is quite small in relation to 
annual operating expenses. 

Commission regulation of particular transactions. Commission regulation 
of holding-company transactions has now become firmly established, even 
though not all commissions have the statutory power to deal adequately with 
intercompany relations and some of those possessing competent authority 
have failed to exercise it fully. It is also quite generally recognized that the 
burden of proof as to the reasonableness of any intercompany payment must 
rest with the company and that the commission is justified in disallowing any 
intercompany payment where the cost to the holding company or affiliated 
service organization is not established.’’'^ 

Commission experience with intercompany payments has encountered cer- 
tain difficulties. Almost without exception, commissions have been handi- 
capped by an absence of satisfactory data with respect to the cost to the hold- 
ing company or to its affiliated service organization, a deficiency normally 
beyond the power and competence of the state authorities to remedy. A sec- 
ond weakness is attributable to the fact that most commissions do not have the 
power to enjoin those payments which are not justifiable; the commission’s 
authority is limited to “disallowing” those payments which appear to be 
improper. It has been noted above that in some states an attempt has been 
made to confer upon the commission or on the courts both the power and the 
responsibility to forbid those intercompany payments which are found un- 
justifiable, but the legal validity of these laws has not yet been determined 
by the highest court. 

Commonwealth and Southern Corp. (Moody’s Public Utilities, 1930, p. 1557); Buffalo, 
Niagara and Eastern Power Corp.; Columbia Engineering and Management Corp.; and South- 
eastern Power and Light Co. (Utility Corporations. No. 72-A, pp. 647, 640, 641.) 

Louisville Hydro-Electric Co., 1 P.U.R. (N.S.) 454 (F.P.C., 1923). 

Mountain States Power Co., 19 P.U.R. (N.S.) 65, 69 (Or., 1936). 

^^Re Louisville Hydro-Electric Co., i P.UJR. (N.S.) 454 (F.P.C., 1933); Re New Rochelle 
tLrr/er Co., 20 P.U.R. (N.S.) 212 (N.'^T., 1937), 
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(i) Managerial and supervision fees. Payments for managerial and super- 
visory services present three questions to the regulatory commission. First, is 
there a need for the services which the utility receives and is any payment for 
those services justifiable.? Secondly, is the amount which the utility pays rea- 
sonable.? And thirdly, is the basis for the calculation of such fees and pay- 
ments equitable.? Each question must be answered in the affirmative before a 
commission should approve an intercompany contract or permit an intercom- 
pany payment. 

The first question, whether any justification exists for the intercompany 
payment, involves an inquiry into the nature of the services performed, the 
advantages that result from such services, and the extent to which the benefits 
are passed on to the operating utility and its consumers. It is now quite gener- 
ally agreed that those who hold the control of utility companies should not 
exploit their strategic position for their own profit, or to phrase it positively, 
that the benefits arising from intercompany contracts should be shared with 
consumers and investors.'''^ Clearly, where the utility company has its own 
staff of capable, efficient, and well-paid officers and where the managerial 
supervisors of the holding company act largely in the interests of the stock- 
holders — that is, of the holding company that employs them — it is difficult to 
find justification for any payment.®*^ Since the circumstances which may 
justify the payment to an affiliated management company are subject to 
change, the Commission must keep itself continuously informed with respect 
to the services performed. Even though the commission may initiate an in- 
vestigation at any time, some commissions have preferred that such contracts 
should be for relatively short terms in order to present recurring occasions for 
their scrutiny 

The second inquiry seeks to determine whether the amount of the payment 
is reasonable. Until recently, payments were usually approved without criti- 
cism or qualification. In a few instances, commissions commented upon the 
desirability of the arrangement and the benefits which accrued to the operat- 
ing company or noted that the management had been superior.*^"'* In the latter 
half of the 1920’s, however, regulatory authorities became more critical and 
.sought precise information with respect to the services performed and the 
rea.sonab]eness of the charges therefor. 

The upper limit of the management fee which the commission could ap- 
prove is, of course, set by the value of the service to the utility. Under no cir- 
cumstances would the commission be justified in permitting the utility to pay 
more than it would cost the utility to supply the service or to obtain an equiva- 
lent service from an alternative source of supply.®^ 

Re Houghton Electric Light Co., P.U.R. 1924B, 32, 37 (Mich., 1923) ; Re Louisville Hydro- 
Electric Co., I P.U.R. (N.S.) 454 (F.P.C., 1933); Re Wisconsin Tel. Co., P.U.R. 193 lE, loi, 
117-119 (Wis., 1931). 

Re Southwestern Tel. & Tel. Co., 8 Mo. P.S.C.R. 33 (1915); Re Western States Gas Sf E. Co., 
P.U.R. 19240, 6S1 (Cal., 1924); Re Northwestern Electric Co., P.U.R. 1933B, 41, 56 (Or., 1932). 

07 Re New Rochelle Water Co., 20 P.U.R. (N.S.) 212, 222 (N.Y., 1937). 

Re Chesapeake & P. Tel. Co., P.U.R. 1916C, 925 (Md., 1916); Re Mountain States Tel. & 
Tel. Co., P.U.R. 19176, 198, 202 (Colo., 1917); Re Colorado Springs Light, Heat & Power Co., 
P.U.R. 1916C, 464 (Colo., 1916). 

Southern Bell Tel. & Tel, Co., P.U.R. I932E, 207 (Ala., 1932) ; Spector v. The Derby 
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Since 1930 the cost to the service organization of supplying the managerial 
service has tended to become the standard by which regulatory authorities 
have judged the reasonableness of management feesd^’ Charges in excess of 
cost have been disapproved^^ But contracts calling for payments equal only to 
the cost of supplying an essential service have been readily approvedd^ Of 
course the commission must assure itself that the costs of the affiliated service 
organization are reasonable and that the service company is itself efficiently 
and economically managed. The mutual service company would seem to be 
the answer to this requirement that services be rendered at cost, and in gen- 
eral, mutual service companies have been favorably regarded by regulatory au- 
thorities. 

Thirdly, is the basis upon which the management fee is calculated equita- 
ble? Management fees have customarily been calculated at a percentage of 
the operating company’s gross revenue. Long before intercompany payments 
became a critical issue in regulation, a majority of commissions had expressed 
dissatisfaction with fees based upon a percentage of gross revenue. Neverthe- 
less, this basis of charge found acceptance in the federal fourts.’’’'^ Critics have 
contended that this basis must be arbitrary and unscientific and that it is, fur- 
thermore, susceptible of abuse. The percentage-of-gross-revenue charge ap- 
pears objectionable because any increase in the gross revenue of the operating 
utility brings an increase in the management fee, whether or not there has been 
any corresponding increase in either the cost or the value of the services ren- 
dered.'^ 

(2) Payments for intercompany purchase of commodities. The purchase 
and sale of natural gas, more frequently than the intercompany transfer of 
electric energy, has provided the occasion for the assertion of commission 
authority with respect to wholesale commodity transactions. If the distributing 
companies only are subject to public regulation, there will be a tendency for 
the holding-company system to make its profits through the unregulated 
prices charged by the transmission or producing company. In the interests of 


Gas & Electric Co., 13 P.U.R. (N.S.) 129 (Conn., 1936); Re ’Northwestern Electric Co., P.U.R. 
1933B, 41. 56 (Or., 1932). 

Smith V. Illinois Bell Tel. Co., 282 U.S. 133 (1930). 

Re Port Chester Water Wor/(s, 10 P.U.R. (N.S.) 89 (N.Y., 1935); Re New Rochelle Water 
Co., 20 P.U.R. (N.S.) 212 (N.Y., 1937). 

Comm. V. Missouri Southern Pub. Service Co., 6 P.U.R. (N.S.) 269 (Mo., 1934); Re 
Atlantic City Electric Co., 22 P.U.R. (N.S.) 175 (N.J., 1938); Re California Oregon Power Co., 
8P.U.R. (N.S.) 412 (Or., 1934). 

Houston V. Southwestern Bell Tel. Co., 259 U.S. 318, 323 (1922); Southwestern Bell Tel. Co. 
V. Comm., 262 U.S. 276 (1923); Southern Bell Tel. Co. v. Railroad Commission, 299 Fed. 615 
(E.D.S.C., 1923); Chesapeake &• Potomac Tel. Co. v. Whitman, 3 F. (2d) 938 (D. Md., 
1925); Pacific Tel. & Tel. Co. v. Whitcomb, 12 F. (2d) 279 (W.D. Wash., 1926); Detroit v. 
Railroad Commission, 209 Mich. 395, 177 N.W. 306, 308 (1920); Comm., v. Mich. State Tel. Co., 
228 Mich. 658, 209 N.W. 749 (1924); Chesapeake & Potomac Tel. Co. v. Virginia, 147 Va. 43, 
136S.E. 575 (1927). 

'‘‘^Indiana Bell Teleph. Co. v. Public Service Commission, 300 Fed. 190, 204 (D.Ind., 1924); 
Re Indiana Bell Tel. Co., P.U.R. 1924A, i (Ind., 1923); Re Missouri & Kansas Tel. Co., P.U.R. 
1918C, 55, 76 (Kan., 1918); Re N. E. Tel. & Tel. Co., P.U.R. 1926B, 247 (Me., 1925); Re 
Chesapeake & Potomac Tel. Co., P.U.R. 1920D, 614 (D.C. 1920), P.U.R. 1920F, 417 (Md., 
1920), P.U.R. 1920F, 49 (Va., 1920); P.U.R. 1921B, 97, 122 (W.Va., 1920); Re Mich. State Tel. 


REGULATION OF INTERCORPORATE RELATIONS 649 

the consumer, the doctrine has been established that the contractual terms 
negofiated between affiliated interests cannot be conclusive as to the fairness 
of price charged to the public utility 

The commission’s jurisdiction operates directly with respect to the local 
company. Nevertheless, the commission may insist that the utility subject to 
its jurisdiction present the pertinent evidence with respect to the costs that are 
relevant to the wholesale rate which it claims as an operating cost.’'** In order 
to show satisfactorily all the evidence pertaining to the cost of supplying the 
commodity at wholesale, the utility may be compelled to establish the value 
of the property of affiliated companies, some of which are presumably beyond 
the territorial jurisdiction of the commission. These elaborate investigations 
indicate how imperfectly the system of state regulation is adapted to the com- 
plex intercorporate relations which are characteristic of the holding-company 
system, and how handicapped any agency must be where its jurisdiction is not 
coextensive with the regulatory problem. As in other applications of the cost 
standard to intercompany transactions, cost to the affiliated company presum- 
ably includes a fair return on the investment that is used by the affiliate in 
supplying the commodity at wholesale.^”^ 

Regulatory authorities do not necessarily accept the cost to the affiliated or- 
ganization as the appropriate charge any more than they would accept with- 
out critical incjuiry the claims of the operating utility with respect to other 
operating expenses.^® 

The complexities of proof with respect to the cost to the affiliated organiza- 
tion have led both the commissions and the companies to seek other standards 
for judging the reasonableness of intercompany payments. It has been sug- 
gested that the reasonableness of such payments may be judged by the sums 
which other utilities pay, but such comparisons are of little significance unless 
the particular utility may avail itself of the same terms. The mere showing that 
the charge is a customary one would not be sufficient to justify the payment 
made to an affiliated interest.'***’ 

Transactions other than the supply of commodities at wholesale have raised 
questions as to the fair price in transactions between affiliated interests. Most 
such transactions come within the management contract, but a few instances 
have occasioned commission comment. Thus, charges for advertising were 
disapproved because no evidence was presented to justify the allocation of 
these expenditures to individual companies.^® The payment of office rental to 
a parent company caused one commission to state that the appropriate test of 
reasonableness was not that rental which would permit the parent company a 


Columbus G. & F. Co. v. Comm., 292 U.S. 398 (1934). 

'‘^Western Distributing Company v. Public Service Commission of Kansas, 285 U.S. 119 
(1932); Re Columbus Gas & Fuel Co., P.U.R. 1933A, 337 (O., 1932). 

Columbus Gas & Fuel Co. v. Columbus, 55 F. (2d) 56 (C.C.A. Ohio, 1931) ; E. Ohio Gas 
Co. V. Comm., 133 Ohio St. 212, 12 N.E. (2d) 965 (1938); Public Service Co. v. Billings Gas Co., 
P.U.R. 1933D, 337 (Mont., 1933); Re Cities Service Co., P.U.R. 1933A, 113 (Kan., 1932). 

Wichita Gas Co. v. Comm., 3 F. Supp. 722 (D. Kan., 1930); Municipal Gas Co. y. Wichita 
Falls, 9 P.U.R. (N.S.) 33 (Tex., 1935); Re Boston Consol. Gas Co., 12 P.U.R. (N.S.) 113 (Mass., 
1936). 

Dayton P. & L. Co. v. Comm,, 292 U.S. 290 (1934). 

80 Re N.Y. State Elec. & Gas Corp., 20 P.U.R. (N.S.) 388 (N.Y., 1937). 



650 ECONOMICS OF PUBLIC UTILITY REGULATION 

fair return on its investment but rather the cost of securing accommodations 
in another building.®^ i 

(3) Construction expenditures and the purchase of materials and supplies. 
With the development of the holding-company system it became customary 
for the construction work to be undertaken by affiliated construction compa- 
nies. Such intercompany transactions do not immediately affect the rates which 
are charged consumers, but these expenditures do enter into the investment of 
the utility and ultimately enhance the rate base. 

The Federal Power Commission in its administration of the Federal Water- 
power Act is charged with responsibility for determining the net investment 
costs of hydroelectric projects constructed under Federal license. In determin- 
ing net investment costs, the Commission has been repeatedly confronted with 
the necessity of determining the cost incurred by affiliated construction com- 
panies. The allowable costs to the licensee company for construction work and 
other services are limited to the expenses actually incurred by the construction 
affiliate. And it is not enough to show that the prices charged by the construc- 
tion company are no higher than those which would have been incurred by 
the licensee had the work been done elsewhere, for where the statutory stand- 
ard is cost the market value of the services is not acceptable as a measure of the 
actual cost.*” Moreover, the payment by the utility licensee does not measure 
the cost of the project; and when the consideration is in securities, neither the 
par value of the securities issued nor their money value at the date of issuance 
has been accepted as a proper measure of the actual legitimate original cost.** 
The purchase of materials and equipment has also become significant in the 
regulation of intercompany transactions. A large proportion of the cases which 
have raised this issue have been concerned with the supply of telephone equip- 
ment to Bell companies by the Western Electric Company. In nearly all the 
early cases, the state commissions accepted the prices paid by the telephone 
companies for equipment and materials as reasonable and in the public in- 
terest, presumably because the prices of the Western Electric Company were 
less than those that would have been paid elsewhere for the same commodi- 
ties.®'^ While some recent decisions have continued to take this position,®* 
the prevailing tendency has been to hold that the fairness of the price paid for 
equipment should be judged by reference to the specific cost and profits in- 
volved in making the particular equipment. 

As in other determinations of the reasonableness of intercompany payments, 
complex evidence must be introduced in order to support a commission’s find- 
ings as to the reasonableness of prices paid for equipment purchased from an 
affiliated manufacturing company. The interpretation of the cost data requires 

Mansion v. Mansion Tel. Co., P.U.R. 1933E, 161, 169 (Wis., 1933). 

Louisville Hydro-Electric Co., i F.P.C. 36, 39 (1933). 

83 Clarion River Power Co., i F.P.C. 269, 277, 280 (1933). See also Alabama Power Co., 
I F.P.C. 25, 39 (1932); Lexington Water Power Co., i F.P.C. 430, 435 (1937); Safe Harbor 
Water Power Corp., i F.P.C. 230, 235 (1935). 

Southern Bell Tel. & Tel, P.U.R. 1931C, 833 (Ga., 1931); Re N. E. Tel & Tel Co.. 
P.U.R. 1925E. 739 (Mass., 1925)1 Comm. v. Mountain Stales Tel. & Tel. Co., P.U.R. ig24C, 
545 (Mont., 1924); Re N.Y. Tel Co., P.U.R. 1923B, 545 (N.Y., 1923) Re Ohio Bell Tel Co., 
P.U.R. 1931B, 46 (O., 1931); Re Pacific Tel & Tel Co., P.U.R. 1922C, 248 (Or., 1922). 

Re Customers of the New England Tel. & Tel. Co., 5 P.U.R. (N.S.) 333 (Mass., 1934). 
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a consideration o£ the position of the manufacturing affiliate in the industry, 
its efficiency of operation, and the advantages that accrue to the utility in 
buying from the affiliated organization rather than from an independent 
manufacturer. Even where a reasonably detailed investigation has served as 
the basis for a finding with respect to the reasonableness of intercompany 
payments, a further and more elaborate investigation may result in a question- 
ing of the very assumptions upon which the finding of reasonableness was 
predicated. The formulation of the principles governing intercompany 
transactions has not been accompanied by an equally prompt development of 
regulatory procedures and techniques to produce the objective data in accord- 
ance with which such principles should be applied. 

(4) The payment of dkndends. The present discussion is not concerned 
with the general principles of corporation law governing the payment of divi- 
dends. It is directed simply to an analysis of those issues raised by the improper 
declaration of dividends by public utilities at the behest of a holding company. 
The corporate law of most states provides that dividends shall be declared and 
paid only out of current net earnings or from earned surplus. A number of the 
states attempt to make their laws more rigid by adding that if the payment 
of dividends results in making the corporation insolvent or requires a reduc- 
tion in the company’s capital stock the directors shall be jointly and severally 
liable for the dividends improperly paid.®'’’ In only four states is the prior ap- 
proval of the commission required for the declaration and payment of divi- 
dends.®® In a few states, the commission is given statutory authority to forbid 
the declaration and payment of dividends that fail to conform to the statutory 
standard and which it judges to be contrary to the public interest.®” 

A more rigid standard should govern the payment of dividends by public 
utilities than by corporations not “affected with the public interest.” A utility 
has a primary obligation to the consuming public that must come ahead of its 
obligations to its investors. It must shape its conduct so that it will always be 
able to render adecjuate service and to secure new capital as required on fa- 
vorable terms. Insistence on the utility’s superior obligation to the community 
has been the basis of all the commission orders directed against the payment 
of dividends by public service enterprises.”” 

Intercompany Loans. Loans by public utility companies. “Up-stream loans,” 
that is, loans by the operating utility to its holding company, are a perversion 
of what is assumed to be the normal relation between a holding company and 

Thus, following the instructions of the Supreme Court in Smith v. llliiiois Bell Tel. Co., 
282 U.S. 133 (1930), the lower court to which the case was remanded made careful findings 
with respect to the costs and profits of Western Electric in the supply of telephone equipment to 
the Bell Companies, Illinois Bell Tel. Co. v. Gilbert, 3 F. Supp. 595, 602-603 (N.D. III., 1933); 
but these findings were quite opposite to those of the Federal Communications Commission in 
Investigation oj the Telephone Industry in the JJmted Slates, 76 C., i s., House Doc. No. 340, 
P- 587 (1939)- 

Colorado, Iowa, Kansas, Kentucky, Maryland, Massachusetts, Minnesota, Missouri, Mon- 
tana, Nevada, New Mexico, New York, North Carolina, Oklahoma, Oregon, Rhode Island, 
Vermont, Virginia, West Virginia, Wisconsin, and Wyoming. 

Illinois, Kansas, Washington, and Wisconsin, 
so New Jersey and Ohio, in addition to those states in which prior approval is required. 

Ohio Central Tel. Corp. v. Comm., 127 Ohio St. 556, 189 N.E. 650 (1934); Re Restriction 
in Payment of Dividends, 3 P.U.R. (N.S.) 132 (N.C., 1934); Re Northwestern Electric Co,, 
P.U.R. 1933A, 493 (Or., 1932). 
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its subsidiaries. Even if there are no unfortunate results, utilities are not 
justified in using their credit and risking their funds in loan operations that 
have no relation to the rendition of utility services. Indeed, in some instances 
such up-stream loans have been accomplished without any formal action on 
the part of the officers and directors of the operating company. Eleavy losses 
have been visited upon some operating utilities. Such losses fall directly or 
indirectly both on consumers and on outside investors and creditors of the 
utility, and interfere with the utility’s discharge of its public duties. Up-stream 
loans should be prohibited rather than regulated. 

Utility companies sometimes have idle funds which are normally carried as 
bank deposits or invested in short-term liquid loans. It might, therefore, seem 
appropriate for the holding company to borrow such funds from one utility 
for reloan to another or to arrange directly for a loan by one subsidiary to an- 
other. But from the viewpoint of the individual utility even such intercom- 
pany loans are questionable. The idle funds have presumably been accumu- 
lated for a definite corporate purpose— to meet maturing obligations, to make 
interest or dividend payments, to finance retirements, et cetera. To employ 
such idle funds in short-term loans is not only permissible but desirable. But 
it is also essential that the utility loaning its funds shall be in a position to en- 
force payment at the maturity of the loan, and such is not possible where the 
loan is to the holding company or to a subsidiary of the holding company. To 
loan idle funds within the system may deprive the creditor utility of its funds 
when its own need arises. 

Despite the abuses associated with the up-stream loan and the almost uni- 
versal criticism of such operations, few of the states have taken the obvious 
step and prohibited all such loans.^^ A number of states provide that operating 
utility companies may loan their funds, either to parent companies or affiliated 
companies, only with the prior approval of the public service commission.'’- 

If loans by operating utilities are permitted, the only effective means of safe- 
guarding consumers and investors lie in placing such loan operations under 
rigid commission control. After a loan has been made, it is often impossible 
for regulatory authorities to take any effective action to protect investors and 
consumers.'”^ Where it has discretion with respect to loans, a commission 
should be most hesitant to approve loans by operating utilities either to hold- 
ing companies or to other affiliated interests.’’'^ 

Utility borrowing from affiliated interests. Where the holding company 
loans its own funds to operating utilities, the public interest in the efficient con- 

'•>1 Statutory prohibitions of up-stream loans are in effect in Illinois (Ch. iii%. Sec. 27 (h), 
Smith-Hurd Illinois Statutes) and Wisconsin (Sec. 196.525, igjg Statutes). 

Connecticut, Sec. 1414c (c)2, igjs Supplement to General Statutes of igso; Kansas, 66- 
1213 General Statutes igj^; Kentucky, Sec. 3594-24 Baldwin’s Revised Statutes of 1936; 
Maine, Ch. 213, Sec. 38-A Laws of ig^o; New Jersey, 48:3-7.2 New Jersey Statutes Annotated: 
New York, Thompson’s igsg Laws of New Yor/o Public Service Law, Sec. 106; North Carolina, 
Sec. ni2 (17) Code of 1939; Oregon, 61-217, 1930 Oregon Code; Pennsylvania, Title 66, Sec. 
1276 Purdon’s Penna. Stat.; Virginia, Title 33, Sec. 37741. i940 Cumulative Supplement to Laws 
of 1936. 

Re Green Mountain Power Corp., P.U.R. 1932A, 130 (Vt., 1931); Re Lowell Gas Light Co., 
P.U.R. 1933A, 460 (Mass., 1932). 

Re The Peoples Natural Gas Co., 11 P.U.R. (N.S.) 20 (Penn., 1935); Re Butler Suburban 
Water Co., 20 P.U.R. (N.S.) 327 (Pa., 1937). 
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duct o£ the utility may be prejudiced in two ways. First, if the utility obtains 
frora the holding company the funds required for capital improvements and 
extensions, as has often been the case, then some of the control which the 
regulatory authorities exercise over the security issues of the utility loses its 
effectiveness. Where the utility proceeds with capital improvements on the 
basis of loans extended by its holding company, the commission is presented 
with a fait accompli; it can only decide whether the utility shall be permitted 
to issue securities to pay for expenditures already incurred. 

Secondly, there is the possibility that even when the purpose of the loan is 
to provide the utility with working capital, the terms of the loan may be un- 
reasonable. Holding companies, possessing the power to determine both the 
amount and the terms of the loan, have been known to impose interest charges 
that were not consistent either with the credit of the utility or with the rela- 
tions that should prevail between a utility and its holding company.'*"’ 

Several states have prescribed commission supervision for all loan transac- 
tions.*’*^ The prior commission approval is quite generally required before 
loan contracts become effective; and in some states the commission is given 
power to terminate a loan which is found to be contrary to the public interest.*’’*^ 
In the administration of these provisions, the commission has authority to 
ascertain whether the loan is related to the utility’s public responsibilities, 
whether the rate of interest is reasonable, and whether the proceeds are ap- 
plied to legitimate uses. 

With the assertion of commission jurisdiction over intercompany loans, 
these matters have been less frequently discussed in the reported cases. The 
mere fact that such loan contracts must be submitted for commission approval 
has had a salutary effect upon the character of the loans. The few cases that 
have produced formal reports have involved criticisms of excessive interest 
rates,**® or the refusal to approve loans where the operating company’s need 
for cash was attributable to the past payment of excessive dividends and in- 
terest to the parent company.**** 

An Appraisal of State Regulation of Holding Companies and Inter- 

Re New Yor/{ Stele Electric & Gas Corp., P.U.R. 1932E, i, 5 (N.Y., 1932). 

Kansas, Sec. 66-1213, General Statutes of 193s: Kentucky, Sec. 3952-23, Baldwin’s Ken- 
tueky Statutes 1936; Maine, Sec. 38-A, Laws of Maine 1933; Maryland, Sec. 378, Flacl(^ — Annotated 
Code 1939', Massachusetts, Ch. 164, Sec. 85, p. 2157, General Statutes of 1932; New York, Pul?. 
Sere. Lata, Sec. 106, Thompson’s 1939 Laws of New Yorl^; Oregon, Sec. 61-201 Oregon Code, 
1935 Amendment; Pennsylvania, Sec. 1272 and 1360, Purdon's Penna. Statutes; Virginia, Sec. 
3774! Code of 19^6; Washington, Sec. 10440-2, Remington’s Revised Statutes; Wisconsin, Sec. 
196.525, 1939 Statutes. 

Since loans are “contracts,” all those commissions having jurisdiction over intercompany con- 
tracts generally are presumably competent to deal with loans. 

Kansas, Kentucky, Massachu.setts, Pennsylvania, Virginia, Washington, and Wisconsin. In 
two states, utility officers responsible for unauthorized loans are subject to heavy fine; Wisconsin 
imposes a maximum fine of ten thousand dollars, and Massachusetts a fine of a thousand dollars 
or one year in prison. 

'■^^New England Tel. & Tel. Co., 24 P.U.R. (N.S.) i, 3-4 (R.I., 1938); Comm. v. Edison 
Light & Power Co., 29 P.U.R. (N.S.) 75, 79 (Pa., 1939). In the first case, an interest rate of 
4.2 per cent was said to be exorbitant and the multiplication of intercompany loans was criticized. 
In the second case, an interest rate of 7 per cent on intercompany indebtedness was condemned 
as excessive. 

The Manufacturers Light & Heat Co., 25 P.U.R. (N.S.) 103 (Penn., 1938). See also 
Re Latrobe Water Co., 26 P.U.R. (N.S.) 42 (Penn., 1938). 
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CORPORATE Relations. A striking aspect of state regulation of holding com- 
panies in their relations with operating utilities is the inadequacy of' the 
powers which have been delegated to the commissions and the relatively 
limited use which commissions have made of the powers at their disposal. 

(1) Effective regulation of intercorporate relation is not possible solely 
through control over the operating utility; direct control over the holding 
company is essential. Even assuming that the states might successfully assert 
their jurisdiction over holding companies, on the theory that the identity of 
interests between the holding company and its subsidiaries justifies a disre- 
gard of the separate corporate entities, it is highly unlikely that state regula- 
tion of holding companies could be satisfactory. First, the state commissions 
seldom have the appropriations and staffs requisite for competent regulation 
of the local utilities, and it is unlikely that an expansion in their activities 
would be more adequately supported. Secondly, the lack of uniformity in the 
regulations which different states would impose on holding companies would 
soon lead to such confusion that the program would collapse. 

(2) The acquisition and exercise of control over the local utility by the 
holding company could probably be brought under more effective regulation 
if the states would follow the example of the District of Columbia. The states 
could regulate the exercise of control, even though they might not be able 
to prevent individuals and corporations outside of their jurisdiction acc]uir- 
ing the securities of their local utilities. However, there should be assurance 
that combinations will proceed along rational lines in order to achieve the full 
economies that are potential in the centralized ownership and control of local 
utilities. Such supervision requires direct control over the acquiring corpora- 
tion, with authority to forestall acquisitions which are without economic jus- 
tification. There must also be effective control over the price at which holding 
companies acquire the securities of operating utilities. 

(3) The regulation of intercorporate payments, and especially the deter- 
mination of the reasonableness of the payments made by utility companies to 
service organizations, is dependent on the adequacy of the cost data which 
the regulatory agency is able to command from the affiliated organizations. 
The costs of the services depend upon the efficiency of the service affiliate, but 
the commissions can neither determine objectively whether the service com- 
pany is operating with the maximum of efficiency nor take steps to enforce 
a higher level of efficiency. Only direct supervisory authority over the non- 
utility affiliates, that perform the various services for the operating companies 
can solve the dilemmas posed by intercompany payments. 

(4) As in the regulation of operating utilities, control over the accounting 
practices of holding companies and their affiliates is the foundation of all 
regulation of charges, expenditures, and security issues. The power to pre- 
scribe the accounts that shall be kept is the first step in securing accurate data 
on the basis of which to judge the reasonableness and propriety of intra-system 
payments, the reasonableness of the expenses incurred by holding companies 
and their service affiliates, and the soundness of the security issues and capital- 
izations of holding companies. Such accounting control involves the direct 


REGULATION OF INTERCORPORATE RELATIONS 655 

regulation of the holding company in all its activities and is quite beyond 
the jurisdiction of the state commissions. 

(5) The regulation of the security issues and capitalization of utility hold- 
ing companies is essential to the welfare of the industry. The preceding dis- 
cussion has shown three major abuses associated with the capital issues of 
holding companies: first, there has been gross stock-watering; secondly, the 
holding-company pyramids made all their securities extremely speculative; 
and thirdly, the sale of securities was sometimes accompanied by misrepre- 
sentation, deception, and manipulation. The financial excesses of the holding 
companies caused their operating subsidiaries to adopt policies that were 
detrimental to their financial soundness and seriously interfered with regu- 
latory efforts to assure reasonable rates and charges. Yet the control of the 
security issues and the capitalization of holding companies is beyond the 
reach of state authorities. 

(6) The states are without power to regulate the interstate transmission of 
electric energy and gas, or the wholesale price at which the interstate product 
is delivered to the local utility.^”® To an increasing extent since 1920, gas and 
electric utilities have engaged in the shipment of their products across state 
lines. Interstate operations had early caused the removal of much of the regu- 
latory authority with respect to transportation and communications from the 
states to the federal government, A similar trend in the development of the 
electric and gas industries had long been apparent, and this tendency was 
accelerated by the growth of holding-company systems. While it does not 
appear that the electric utilities exploited interstate commerce as a device to 
defeat state regulation, the same cannot be said of the natural-gas utilities. 
From 1891 to 1934, there were twenty-two cases where natural-gas companies 
succeeded in defeating state regulation on the plea that it involved interfer- 
ence with interstate commerce.^”^ Only the federal government, with au- 
thority over interstate commerce, can assure the reasonableness of the whole- 
sale rate charged by the interstate company to the intrastate operating utilities. 


3. FEDERAL REGULATION OF HOLDING COMPANIES 
AND THEIR AFFILIATES 

Federal Legislation. Holding companies and their affiliates in the electric 
and gas industries are subject to regulation under five federal statutes: the 
Federal Water Power Act of 1920, the Securities Act of 1933, the Securities 
Exchange Act of 1934, the Public Utility Act of 1935 (which is really two 
statutes — the Public Utility Holding Company Act of 1935 and the Federal 
Power Act of 1935), and the Natural Gas Act of 1935. The telephone com- 
panies and other communications companies are subject to the Communica- 
tions Act of 1934. Other legislation applying to transportation companies and 
other utilities is beyond the scope of the present discussion. 

The Securities and Exchange Commission. The Securities and Exchange 

chapter V. Utility Corporations, No. 73-A, Appendix L-i, pp. 79-83. 
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Commission was established by the Securities Exchange Act of 1934. The 
statute provided for five commissioners to be appointed by the President, by 
and with the advice and consent of the Senate, for five-year terms. The Com- 
mission assumed the administration of the Securities Act of 1933, which had 
jjrcvioLisly been enforced by the Federal Trade Commission, and organized 
the administration of the Securities Exchange Act of 1934, which provided for 
federal supervision of the national securities markets. In 1935 the Commis- 
sion’s sphere of action was further enlarged by the addition of extensive 
regulatory powers under the Public Utility Holding Company Act of 1935. Al- 
though the Commission has large responsibilities under seven different stat- 
utes, the present discussion will be confined to those activities which are per- 
tinent to the conduct and regulation of holding companies. Thus the balance 
of the chapter will be concerned primarily with the Public Utility Holding 
Company Act of 1935, with passing reference to the pertinent provisions of 
the other statutes. 

The Necessity for Feder.\l Regulation. The establishment of the far- 
reaching program of federal regulation of public utility holding companies 
came after ten years of continuous investigation of utility holding companies 
and their activities principally by the Federal Trade Commission, but also 
by other agencies of the federal government, including various committees of 
Congress. Elaborate studies preceded the drafting of the legislation. 

There existed ample foundation for the declaration that public utility hold- 
ing companies and their subsidiaries in the electric power and gas industries 
were “affected with a national public interest.” The securities of these 
holding companies and their subsidiaries bad been marketed on a national 
basis and were held by millions of investors. Contracts with respect to man- 
agement, sales, construction, and other services were imposed on subsidiaries 
throughout the country. In increasing volume, holding-company subsidiaries 
were engaging in the interstate transportation and sale of natural gas and 
electric energy, and the prices charged in such transactions were becoming 
increasingly significant in the operating costs of the local utility companies. 
The practices of the holding companies in control of their subsidiaries in- 
fluenced interstate commerce, the national financial markets, and the wel- 
fare of industrial and commercial areas extending over many states. Not only 
were the activities of the holding companies beyond the jurisdictional control 
of the states, but these activities were rendering state regulation of local utili- 
ties increasingly difficult, and in some respects, impossible. In declaring that 
the national public interest, the interest of investors, and the interest of con- 
sumers, required the establishment of federal control, Congress was able to 
present a bill of particulars with respect to those characteristics and activities 
of holding companies which were considered detrimental to the public in- 
terest.^°® The Public Utility Holding Company Act of 1935 was, therefore, 
aimed at meeting the problems and eliminating the evils that had become 
characteristic of the public utility holding company, but in order that the 
regulation might be effective, the statute sought to compel a simplification of 
Public Utility Holding Company Aa of 1935, Sec. i (a). ros i (b). 
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the holding-company systems, requiring the elimination of those units which 
were without economic justification. 

The Assertion of Federal Jurisdiction. The regulation of holding com- 
panies could conceivably be founded on the exercise of the right of Congress 
to control interstate commerce, on the exercise of the tax power, or on the 
rights of the government to control the use of the mails. The law as it was 
passed was based on the commerce power, with supplementary reference to 
the use of the mails. 

Registration. To establish federal jurisdiction, all electric and gas holding 
companies which distributed any securities to the public subsequent to Janu- 
ary I, 1925, and which had any of those securities still outstanding in the 
hands of persons not resident in the state in which the holding company was 
organized were required to “register” on or before December i, 1935. By de- 
fining the holding company in terms of the interstate distribution of its se- 
curities, the framers of the law selected the broadest base on which to bring 
holding companies under the statute. 

For purposes of the statute, a holding company was defined as (A) “any 
company which directly or indirectly owns, controls, or holds with power 
to vote, 10 per centum or more of the outstanding voting securities of a 
public-utility company or of a company which is a holding company,” and 
(B) any person found by the Commission to exercise, directly or indirectly, 
a controlling influence over the management policies of any public utility 
or holding company. The statute restricts the meaning of public utility to 
electric and gas companies.’-'^^ In determining the scope of the statute, any 
one of the four circumstances — “ownership,” “control,” “holding with power 
to vote,” or the “exercise of a controlling influence over the management or 
policies” — suffices to identify a holding company. In resolving questions as 
to the status of holding companies and subsidiaries, the Commission has held 
that conclusions “are to be determined by reference to realities and not by 
reference to legal abstractions.” 

The Act made it unlawful for unregistered holding companies to engage 
in any business in interstate commerce or to own any security of any sub- 
sidary that engaged in interstate commerce. The statute specifically enjoined 
unregistered holding companies from doing all those things that were normal 
and indispensable to the operation of a public utility holding-company sys- 
tem: the holding company might not sell or transport gas or electric energy 
in interstate commerce; it might not negotiate or take any step in the per- 
formance of any service, sales, or construction contract; it might not, directly 
or indirectly, sell or distribute its securities or those of its subsidiaries in inter- 
state commerce; and it might not acquire or negotiate for the securities or 
assets of any subsidiary or affiliate. And to make the prohibition complete, the 
holding company might not own the security of any subsidiary doing any of 

104 Sec. 2 (a), (5) and (7). 

International Paper & Power Co., 2 S.E.C. 274, 277 (1937). See also Rochester Telephone 
Corp. V. U.S., 307 U.S. 125, 145-146 (1939); Natural Gas Pipeline Co. v. Slattery, 102 U.S. 300 

(1937). 
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the forbidden acts. In each instance, the use of the mails or any means or in- 
strumentality of interstate commerce was forbidden to the unregistered hold- 
ing company.^®® Faced with such a prohibition, the holding company was 
left with only two alternatives— to withdraw from business completely or to 
register and conform to the provisions of the Act. 

Registration is accomplished by filing with the Commission a “notification 
of registration” and, subsequently a “registration statement.” The informa- 
tion supplied is fundamental to the more positive powers of regulation con- 
tained in other sections of the Act, and it also serves an independent function 
of providing information previously unavailable and inaccessible to indi- 
vidual investors and regulatory authorities. Experience has demonstrated 
that many of the abuses that necessitated federal regulation are capable of 
correction by full disclosure of facts and adequate publicity, without the ex- 
ercise of any coercive authority by public officials.^®'^ The registering holding 
company is required to supply the specified information with respect to its 
associate companies as well as with respect to itself. 

The statute explicitly reserves the Commission’s right to require such ad- 
ditional information as may be appropriate to the discharge of its responsi- 
bilities or to the attainment of the objectives of the statute.’ A most im- 
portant requirement is that the companies file consolidating balance sheets, 
income and surplus statements. The consolidating statement serves to reveal 
the financial interrelationships within the system; the individual statements 
of the registrants and each subsidiary must be presented separately, with ex- 
planations of the intercompany eliminations made in compiling the con- 
solidated statement. Maps must be filed showing the areas in which service 
is rendered and the nature and location of various categories of physical prop- 
erties. The companies are also required to file annual supplements to their 
registration statements, thus keeping the information on file current. 

The registration statements are subjected to a careful examination by the 

lofi Sec. 4(a). 

The statute itself specified the minimum information that should accompany the registra- 
tion statement: the charter or articles of incorporation, the by-law$, trust indentures, mortgages, 
voting-trust agreements; the nature of the business; the org.anization and financial structure 
of the corporation; a complete description of all outstanding securities; the terms of all under- 
writing agreements; the oflicers and directors of the companies, their remuneration, security 
holdings, and contracts with the corporation; all contracts not made in the ordinary course of 
business and specifically all service, sales, and construction contracts; bonus and profit-sharing 
arrangements, and options with respect to securities; balance sheets and income statements for 
not more than five years. 

108 The following information is representative of the subjects upon which the Commission 
has sought further enlightenment in the registration statements, the data being required widi 
respect to both the holding company and its subsidiaries: “(i) general character of business; 
(2) analy.sis of balance sheet accounts including funded debt, capital stock and property; (3) 
revaluations of property; (4) intercompany holdings of securities and evidences of indebtedness 
issued by companies within the system; (5) investments in outside holding companies and public- 
utility companies; (6) interstate sales of electric energy and gas; (7) important leases; (8) im- 
portant financing during the past five years; (9) distribution of capital stock of the registrant; 
(10) officers’ and directors’ other busine.ss affiliations, including connections with financial in- 
stitutions; (ii) loans to officers and directors; (12) interests of officers and directors in contracts 
to which the registrant or subsidiaries are parties; (13) compensation to officers, directors and 
highly paid employees; (14) important sales, service, construction and other contracts; and (15) 
litigation relating to franchises, orders of a State Commission or other governmental agency and 
other important matters.” (3 Ann. Rep. S.E.C. 28 (1937].) 
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Commission, and any deficiencies in the statements are called to the atten- 
tion of the holding company for correction or amendment. 

The registration of the public utility holding companies proceeded slowly, 
for many companies refused to register until the constitutionality of the re- 
quirement had been tested in the Supreme Court. This recalcitrant attitude 
was taken despite the assurance that the companies might register while re- 
serving all their rights to challenge the validity of the Act. A year and a half 
after the date specified in the Act the registered holding companies con- 
stituted less than 45 per cent of the total number subject to the Act, and they 
controlled not more than 30 per cent of the assets of the holding-company 
systems. The decision of the Supreme Court in the Electric Bond and Share 
Company case,^^*^ March 28, 1938, upholding the constitutionality of the regis- 
tration provisions of the Act, was followed by the prompt registration of the 
remaining holding companies. As of June 30, 1939, there were 142 registered 
holding companies, representing 51 separate public utility systems, and in- 
cluding 1,524 individual holding, subholding, and operating companies. The 
total consolidated assets of these companies, on a book basis, approximated 
$14,097,000,000.^^® 

Exemptions . The Public Utility Holding Company Act permits holding 
companies and subsidiaries to apply to the Commission for exemptions from 
the provisions of the Act. These exemptions may take various forms. A hold- 
ing company or person may ask for a declaration that it is not a holding com- 
pany. A company may ask for a declaration that it is not a subsidiary of a 
specified holding company.^^- Upon a determination by the Commission that 
certain conditions prevail, a holding company, or a subsidiary company 
may be exempted by order from compliance with the Act. Finally, the Com- 
mission may, by rules and regulations, exempt specified classes of persons 
from the obligations that would be imposed upon them as subsidiary com- 
panies or affiliates,^ 

The Commission is instructed to grant the exemption only when it finds 
that the allowance of the exemption will not be inconsistent with the public 
interest or the interests of investors or of consumers. Where an application 
for exemption is filed in good faith, the company is automatically exempt 
pending the disposition of its application. The Commission may grant such 
exemptions unconditionally or it may impose conditions upon the granting 
and continuance of the exemption. It is customary to require the company 
to make periodic reports on its status and periodic reapplication for the con- 
tinuance of the exemption. The statute reserves to the Commission the power 
to revoke any exemption if it appears to be detrimental to the public interest. 

(i) A declaration that a company is not a holding company necessitates 
a finding by the Commission that the company (i) does not control a public 
utility or a holding company, (ii) that it is not an intermediary company 
through which such control is exercised, and (iii) that it does not exercise 
such a controlling influence over the management or policies of any public 
utility or holding company as to necessitate the imposition of the statutory 

IQS’ 303 U.S. 419. 110 5 Ann. Rep. S.E.C. 63 (1939). Sec. 2(a) (7). 

n 2 Sec. 2 (a) (8), iis Sec. 3 (a). n^Sec. 3(b). Sec. 3 (d). 
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obligations in order to protect the public interest or the interests of investors 
or consumers. In making the requested declaration, the Commission may 
specify that the applicant must refrain from the exercise of voting rights, 
control over proxies, designation of officers and directors, and the creation or 
continuance of interlocking officers or directors.^^® 

(2) A company may apply for a declaration that it is not a subsidiary of a 
specified holding company. A subsidiary company is defined by the Act as 
one having 10 per cent or more of its outstanding voting securities controlled, 
directly or indirectly, by a holding company or by a subsidiary of a holding 
company, or any person whose management or policies are found by the 
Commission to be subject of a direct or indirect controlling influence by a 
holding company. Before such a declaration can be granted, the Commis- 
sion must find (i) that the applicant is not controlled, directly or indirectly, 
by such holding company, (ii) that the applicant is not an intermediary 
through which control over another company is exercised, and (iii) that the 
management and policies of the applicant are not subject to the controlling in- 
fluence, either directly or indirectly, of the designated holding company. The 
usual basis for an application that a company is not a subsidiary of a specified 
holding company is the ownership of the applicant’s stock by two or more 
holding companies. Where it is clear that one holding company is exercising 
control over the subsidiary, the way is open for finding that the applicant is 
not a subsidiary of another holding company; but where there are active 
relations and evidence of influence, the subsidiary may be held to be a sub- 
sidiary of more than one holding company. 

(3) The statute provides five grounds for exemption of holding com- 
panies and their subsidiaries under the Act: 

(i) A holding company may be exempt if it, and every subsidiary from 
which it derives any material part of its income, is predominantly intrastate 
in character. The statutory terminology raises two queries — when is business 
“predominantly intrastate” and what constitutes a “material part of its in- 
come” — which can be answered only in the light of the facts and circum- 
stances of the particular case.^-^ The first requirement is the more simple to 
determine. However, where good reasons exist for the presence of a subsidiary 
incorporated in another state — for example, compliance with a state law re- 
quiring the incorporation of public utility companies — this will not prevent 
the granting of the exemption. The second requirement, which frequently 
constitutes a stumbling block to exemption, involves two matters — the first 
concerns the interstate or intrastate character of the companies themselves, 
the second concerns the interstate or intrastate character of the business which 

See Allied Chemical & Dye Corp., 5 S.E.C. 151 (1939). Sec. 2 (a) (8). 

Federal Light & T. Co., 5 S.E.C. 137 (1939); Lehigh Power Securities Corp., 5 S.E.C. 143 
(i939)- 

Northern Natural Gas Co.. 5 S.E.C. 228 (1939). Sec. 3 (a). 

121 The Commission has paraphra.sed the statute to require “(i) that the applicant holding 
company and each of its public utility subsidiaries from which it directly or indirectly derives 
any material part of its income be organized under the laws of a single state, and (2) that the 
applicant holding company and every such subsidiary be predominantly intrastate in character 
and carry on their business substantially in a single state.” (Washington Ry. & Elec. Co., 4 S.E.C. 
191, 192 [1938].) 
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they conduct. Where the sole interstate activities of the holding company and 
its subsidiaries are only administrative incidents in the conduct of an other- 
wise intrastate business, the exemption is granted.^^- But where there is regu- 
lar intercourse between an out-of-state holding company and its essentially 
local operating companies, with capital being raised through the sale of hold- 
ing company issues to the general investing public,^“'^ or where a subsidiary 
company carries on a substantial proportion of its operations in two states and 
engages in interstate exchanges of electric power, the Commission is un- 
able to make the necessary statutory findings and the exemption is denied. 

(ii) A company may claim exemption as a holding company if it is pre- 
dominantly a public utility company whose operations as a public utility do 
not extend beyond the state in which it is organized and the states contiguous 
thereto. This exemption was designed for the utility that was “a holding 
company only in form by reason of the fact that it has one or more minor 
subsidiary utilities.” Where the subsidiaries located in another state are not 
physically connected with the parent company,^-*^ or where a significant pro- 
portion of the company’s income is derived from its subsidiaries,^-'^ the Com- 
mission denies the exemption. In most instances where an exemption has been 
granted, the gross operating revenues of the subsidiaries has not exceeded lo 
per cent of the total for the system.^ 

(hi) A company may be exempt if it is only incidentally a holding com- 
pany, being primarily engaged in a business other than that of a public utility 
company.^-'* Many corporations have holdings of stock in public utility or 
holding companies that would bring them within the formal definition of a 
holding company, yet their primary business may be mining, manufacturing, 
or finance. A number of oil companies have interests in natural-gas utilities 
to provide an outlet for the gas which is a by-product of their petroleum pro- 
duction. In addition to finding that the applicant is not significantly a public 
utility company, the Commission must find — first, that the applicant does not 
derive any material part of its income, either directly or indirectly, from sub- 
sidiaries that are operating as public utility companies; or, secondly, that, 
although deriving a material part of its income from any one or more of 
such subsidiary companies, the applicant owns substantially all of the out- 
standing securities of such subsidiaries.^'**^ 

(iv) A company may be exempt if it is only temporarily a holding com- 
pany. The Commission may find that the company has acquired the securi- 
ties in licjuidation of a bona fide debt previously contracted or in connection 
with arrangements for the underwriting or distribution of securities. The 


Genesee Valley Gas Co., s S.E.C. 672 (1938). 

Houston Natural Gas Corp., 3 S.E.C. 664 (1938). 

124 Washington Ry. & Elec. Co., 4 S.E.C. 191 (1938). 

125 7.^ C., I s., Senate Rep. No. 621, p. 24, and House Rep. No. 1318, p. 10. 

Illinois Iowa Power Co., 4 S.E.C. 803 (1939). 

Manujacturers Trust Co., 4 S.E.C. 845 (i939). Ibid., 856. 

125 Cities Service Co., Holding Company Act Release No. 2444 (1940). 

Petroleum Carp, oj America, 2 S.E.C. 205 (1937); Youngstown Sheet S' Tube Co., 1 S.E.C. 
873 (1937); T. L. Putnam & Co., 2 S.E.C. 887 (1937); Standard Oil Co. of California, 4 S.E.C. 
626 (1939). 

121 Consolidated Oil Corp., 2 S.E.C. 165 (1937); Utilities Holding Corp., 3 S.E.C. 323 (1938). 
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Commission has by rule granted certain general exemptions in favor of banks 
with respect to securities acquired in the ordinary course of business/^f A 
similar general exemption has been granted by rule in favor of brokers and 
dealers whose holdings of securities are not beneficially owned by such per- 
son, or are held with the intention to resell in the ordinary course of business 
and have not been held for more than twelve months.^"’^ But where the se- 
curities are not held “temporarily,” where they were deliberately acquired, and 
where the company takes an active part in the management of the utility sub- 
sidiaries, there obviously exists no basis for an exemptiond’'"^ 

(v) A holding company will be exempt from the provisions of the Act if 
it owns no utility assets located within the United States, and if it derives no 
material part of its income from any subsidiary which is a public utility com- 
pany operating within the countryd^" 

(4) A subsidiary of a holding company may apply for exemption if it is not 
a public utility within the United States and derives no material part of its in- 
come from any subsidiary public utility company operating within the United 
Statesd’’*® In granting such petition the Commission usually requires that the 
company shall remain subject to the provisions of the statute in so far as any 
of its operations and transactions might have any influence upon operating 
public utilities within the United Statesd^'^ 

(5) The statute permits the Commission by rule and regulation to exempt 
any specified class or classes of persons from the obligations which would 
be imposed upon them as subsidiary companies or aiflliates. Thus the Com- 
mission eases the administrative burden and saves the costs and annoyance 
that would result if all such companies had to proceed with a formal de- 
termination of their status. The Commission has exempted any company 
which is a subsidiary of any company that has filed an application in good 
faith for an order declaring the applicant not to be a subsidiary of a specified 
holding company.^'^ Subsidiaries subject to the jurisdiction of the Interstate 
Commerce Commission are also exempt by rule.^^^ Small holding-company 
systems — those whose annual gross revenues are less than $350,000 and the 
aggregate book value of whose assets is less than |i, 000, 000 — are exempt from 
compliance with the provisions of the statute.^'^® 

Whenever it ceases to be a holding company, a company may apply to the 
Commission for a declaration that it is no longer in that category. 

“Control” is not an absolute barrier to exemption. The exercise of a “con- 
trolling influence” precludes the exemption only if that influence is likely to 

Rule U-3. Manujacturers Trust Co., 4 S.E.C. 845 (1939), 

Rule U-4. 5 /oh<? & Webster and Blodget, Inc., 3 S.E.C. 243 (1938). 

Manufacturers Trust Co., 4 S.E.C. 845 (1939). 

Rule U-5. Consolidated Cities L. P. & T. Co., 4 S.E.C. 965 (1939). Also International 
Utilities Corp., 4 S.E.C. 986 (1939); Middle West Utilities Co. of Canada, 4 S.E.C. 1036 (1939). 

i 2 « Sec. 3 (b). 

'^^’’New Brunswicli Power Co., 3 S.E.C. 1051 (1938); Great Northern Gas Co., 4 S.E.C. 89 
{193,^)-, Southern Utilities Co., 4 S.E.C. 93 (1938); Middle West Utilities Co. of Canada, 4 S.E.C. 

1036 (1939)- 

138 Rule U-io (b). 139 Rule U-8. 

ii'i Sec. 5 (d). International Paper & Power Co., 4 S.E.C. 873 (1939). 


I'lo Rule U-9. 
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be detrimental to the public interest or to the interests of investors or con- 
sumers. The form that the “control” or “controlling influence” assumes is not 
critital. What is important are the consequences found, or to be anticipated, 
from the existence of the “controlling influence.” If any of the evils against 
which the law is directed could follow from the existence of the “controlling 
influence,” the company will be required to continue under the statutory 
obligations imposed on holding companies. 

Accounts and Reports. The purposes of accounting regulation and the 
principles applicable thereto have already been considered. Here it is only 
necessary to note that the regulation of accounts constitutes the foundation 
for the Commission’s control over holding companies and intercorporate 
transactions, just as it does in other phases of regulation. The statute imposes 
on all registered holding companies, every subsidiary, every mutual service 
company, and every affiliate of the foregoing, as well as upon all persons 
performing service, sales, or construction contracts for public utility or hold- 
ing companies, the obligation to keep “such accounts, cost-accounting pro- 
cedures, correspondence, memoranda, papers, books and other records” as the 
Commission deems necessary or appropriate.^"^” The Commission is not only 
authorized to prescribe uniform methods for the keeping of accounts, but it 
may also prescribe the manner in which specific transactions shall be re- 
corded.^‘^® Furthermore, the statute provides that, subject to the rules and 
regulations of the Commission, all of the accounts and records prescribed 
shall be open to the inspection of interested parties — the representatives of in- 
vestors, of consumers, or of companies with which transactions are had.^^'^ 
The Commission has prescribed uniform systems of accounts for regis- 
tered holding companies and for service companies. Every registered holding 
company and every subsidiary, which is a public utility and which is not re- 
quired to keep its accounts according to a system prescribed by the Federal 
Power Commission or a state commission, must conform to the Federal 

See H. M. ByUesby & Co. and The Byllesby Corp., 6 S.E.C. 639 (1940), for a discussion 
by the Commission with respect to the proper public policy in such matters, 
i^'^chapter VIII. 

As defined by the statute, “ ‘Affiliate’ of a specified company means — 

“(A) any person that directly or indirectly owns, controls, or holds with power to vote, 5 
per centum or more of the outstanding voting securities of such specified company; 

“(B) any company 5 per centum or more of whose outstanding voting securities are owned, 
controlled, or held with power to vote, directly or indirectly, by such specified company; 

“(C) any individual who is an officer or director of such specified company, or of any company 
which is an affiliate thereof under clause (A) of this paragraph; and 

“(D) any person or class of persons that the Commission determines, after appropriate notice 
and opportunity for hearing, to stand in such relation to such specified company that there is 
liable to be such an absence of arm’s-length bargaining in transactions between them as to 
make it necessary or appropriate in the public interest or for the protection of investors or con- 
sumers that such pcr.son be subject to the obligations, duties, and liabilities imposed in this title 
upon affiliates of a company.” — Sec. 2 (a) (ii). 

Sec. 15 (a), (b), (c) and (d). Sec. 15 (f) and (i). 

■‘‘‘’’Sec, 15 (f), (g) and (h). 

The Act contains the customary stipulation that it shall be unlawful to keep any accounts or 
records other than those prescribed or approved by the Commission, or to keep any accounts in 
any manner other than prescribed or approved by the Commission’s rules and regulations,— 
Sec. 15(e), 
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Power Commission’s classification of accounts if it is an electric utility or to 
the system of the National Association of Railroad and Utilities Commission- 
ers if it is a gas utilityd'^® 

As a means of keeping the Commission informed, every registered hold- 
ing company and every mutual service company is required to file with the 
Commission such periodic and special reports as may be prescribed by the 
regulatory authorityd'^*’ Since one of the purposes of the statute and one of 
its regulatory devices is publicity, the Commission may make public any 
information filed with it where disclosure is judged to be in the public inter- 
est or in the interest of investors or consumersd’*^’ 

Acquisitions of Securities and Utility Assets. One grave abuse of the pre- 
regulation period was the competitive acquisition of properties at inflated 
prices, often with attendant profits to insiders. The purpose of federal policy, 
to seek an elimination of unnecessary and uneconomic holding companies 
and to bring about a simplification in the organization of the industry, re- 
quires that acquisitions of both securities and utility assets — whether by hold- 
ing companies, by their subsidiaries, or by other persons that would become 
affiliates— be brought under the scrutiny of the Commission. To assure that 
new complications and abuses do not accompany the acquisition of securities 
and utility assets, and to promote, if possible, a development in the direction 
of a rational and economical organization of the industry have been two ob- 
jectives of Commission activity. 

To June 30, 1940, the Commission had received 310 applications looking 
toward the acquisition of securities, utility assets, and other interests. Two of 
these applications were denied; 200 were approved; 45 were withdrawn or dis- 
missed; and 63 were pending at the close of the year.^^’’ The Commission has 
not automatically denied those applications which did not, as originally filed, 
meet the statutory standards; wherever possible, an attempt has been made 
to evolve with the company officials and counsel an arrangement consonant 
with the public interest. 

Statutory prohibitions. Some states have long had laws which have pro- 
hibited, or permitted only with the approval of the state regulatory authori- 
ties, the ownership or operation by a single company of the plants supplying 
both gas and electric service to the same community. The Public Utility Hold- 
ing Company Act forbids the direct or indirect acquisition of gas and electric 
properties operating in the same territory if an applicable state law has not 
been fully complied with.^“^ This provision is consistent with a fundamental 
objective of the federal legislation, namely, to promote more effective state 
regulation, and to prevent companies from using the screen of interstate 
commerce as a means of evading and obstructing state control. 

A main concern of the Act is with the acquisition of securities and utility 

148 Rule U-27. 

14 ® Sec. 14. The Securities Exchange Act of 1934 is followed in enacting that any person 
making any statement in any application, report, registration statement or document filed under 
the Act, which is false or misleading with respect to any material fact, shall be liable to damages 
in a suit by any injured party. (Sec. i6.) 

^®°Sec. 22. i 5 i 6 Ann. Rep. S.E.C. 21 (1940). 


i ®2 Sec. 8. 
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assets by holding companies and their affiliates. No holding company, no 
subsidiary, and no person who is, or by virtue of the acquisition would be- 
corhe, an affiliate of any other public utility or holding company, may ac- 
quire “any securities or utility assets or any other interest in any business” 
without the approval of the Commission.^^® 

Acquisitions which are exempt. The terms of the statutory prohibition are 
quite broad and might uselessly burden the Commission with petitions for 
acquisitions having little or nothing to do with holding-company systems. 
The statute itself provides a number of exceptions to the requirement of Com- 
mission approval, and the rules and regulations adopted under the Act have 
further broadened the scope of the exemptions, permitting the Commission to 
concentrate its attention on those transactions in which a significant public 
interest is presented. 

(1) The acquisition of utility assets by a public utility company is exempt 
if the acquisition has been expressly authorized by a State commission.'*^^'^ 

(2) The acquisition by a public utility of the securities of a subsidiary utility 
is also exempt if both companies are organized in the same state, and all other 
public utility companies in the same system are organized in that state, if the 
business of each company in the system is “substantially confined” to that 
state and if the acquisition has been expressly authorized by the state com- 
mission.^^''' 

(3) Holding companies and their subsidiaries, like other corporations, have 
occasion to buy securities as a short-term investment for temporarily idle funds. 
No useful purpose would be served by subjecting these transactions to the 
detailed consideration of the Commission.^^*^ 

(4) Acquisitions by holding companies or subsidiaries in routine business 
transactions, the purchase of paper arising from the installment sale of appli- 
ances, and the relatively small acquisitions (|ioo,ooo or 5 per cent of gross 
annual revenue of the acquiring company, whichever is smaller) are exempt 
by rule.^®'^ 

(5) Non-utility subsidiaries engaged in the production of natural gas, oil, or 
sulphur are exempt with respect to acquisitions incidental to the specified 
operations.^"® 

(6) Any regulated water, telephone, common carrier, or other public serv- 
ice company is exempt with respect to acquisitions expressly authorized by a 
state commission provided the acquisition does not include any utility assets 
or securities of electric or gas utilities.^"*^ 

(7) The Commission has also granted exemptions with respect to the ac- 
quisition of securities by banks — if the bank is acting in a fiduciary capacity, 
accepts the security as collateral, or acquires the security in liquidation of a 

153 Sec. 9 (a). is^Sec. 9 (b) (i). 

155 Sec. 9 (b) (2). From a consideration of the standards which the Commission has applied 
in similar matters, it would appear that the operations of each company would be “substantially 
confined" to a single state if not more than 5 per cent of its assets were located in other states 
and not more than 5 per cent of its revenues were realized from operations without the state. 

155 Rule U-40 (2). i®i Rules U-40, U-41, and U-48. 

158 Rule U-49 (d) (i). issRule U-49 (d) (2). 
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debt, if the security is non-voting, or if, after the acquisition, the bank will 
own less than 5 per cent of the outstanding voting stock of issuing corpora- 

tiQjjpCiO 

(8) Similarly any broker, dealer, or underwriter is exempt with respect 
to any acquisition for the account of customers or for underwriting and dis- 
tribudond*"^ 

Commission approval of security acquisitions. The application for approval 
of security issues must disclose all the data essential to an informed judgment 
by the Commissiond®^ Before the Commission will even consider the ap- 
plication it must be apparent that any applicable state laws have been fully 
complied with,^®-^ except where compliance with the state law would be in- 
compatible with the objectives of Section ii— the attainment of the “eco- 
nomical and efficient development of an integrated public utility system,” 
Before granting its approval the Commission must be assured that the acquisi- 
tion will not be inconsistent with the public interest or the interests of con- 
sumers or investors. The acquisition must not tend toward “interlocking rela- 
tions or the concentration of control of public-utility companies, of a kind or 
to an extent that would be detrimental.” The consideration, including all fees, 
commissions, and other remuneration, must be reasonable and must bear a 
“fair relation to the sums invested in or the earning capacity of the utility 
assets to be acquired or the utility assets underlying the securities to be ac- 
quired”; and the acquisition must not unduly complicate the capital structure 
of the holding-company system.^*^" The Commission must also find that the 
acquisition is in harmony with other sections of the law and their objectives. 
The acquisition must not interfere with the simplification of holding-com- 
pany systems required by Section ii of the Act, and affirmatively, the ac- 


100 Rule U-3 (b) . 161 Rule u-4 (b) . 

102 The statute provides that the Commission shall require such information as is necessary 
or appropriate in the public interest or for the protection of investors and consumers, with re- 
spect to — 

“(A) the security to be acquired, the consideration to be paid therefor, and compliance with 
such State laws as may apply in respect of the issue, sale, or acquisition thereof, 

“(B) the outstanding securities of the company whose security is to be acquired, the terms, 
position, rights, and privileges of each class and the options in respect of any such securities, 

“(C) the names of all security holders of record (or otherwise known to the applicant) 
owning, holding, or controlling i per centum or more of any class of security of such company, 
the officers and directors of such company, and their remuneration, security holdings in, material 
contracts with, and borrowings from such company and the offices or directorships held, and 
securities owned, held, or controlled, by them in other companies, 

“(D) the bonus, profit-sharing and voting-trust agreements, underwriting arrangements, trust 
indentures, mortgages, and similar documents, by whatever name known, of or relating to such 
company, 

“(E) the material contracts, not made in the ordinary course of business, and the service, sales, 
and construction contracts of such company, 

“(F) the securities owned, held, or controlled, directly or indirectly, by such company, 

“(G) balance sheets and profit and loss statements of such company for not more than the 
five preceding fiscal years, certified, if required by the rules and regulations of the Commission 
by an independent public accountant. 

“(H) any further information regarding such company and any associate company or affiliate 
thereof, or its relations with the applicant company, and 

“(I) if the applicant be not a registered holding company, any of the information and documents 
which may be required under Section 5 from a registered holding company.” — Sec. to (a) (i). 

166 Sec. to (f). i 64 Se(., 10 (c) (2). 166 Sgc. 10 (b) (i) (2). 
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quisition must tend toward the economical and efficient development of an 
integrated public utility system^®® 

The Commission may prescribe such terms and conditions with respect to 
acquisitions as' appear appropriate for the protection of the public interest or 
the interests of investors or consumers. The statute specifically suggests that 
the Commission may wish to’ designate the price at which the transaction shall 
be concluded, or that it may find it desirable to require the acquiring company 
to make a fair offer to purchase the securities of any minority stockholders.^ '*'^ 

The vast majority of all the security-acquisition cases formally decided have 
involved the acc]uisition of the securities of subsidiaries by parent companies. 
The problems have principally involved the acquisition of voting capital stock, 
both because the Commission is not so actively concerned where there is no 
increase in voting control, and because there is a tendency to sell non-voting 
securities to the investing public, most of the holding companies not having 
such excess funds as would permit them to supply all of the capital require- 
ments of their subsidiaries. In general, any acquisition that promotes the eco- 
nomical development of efficient and self-sustaining operating units or sys- 
tems has satisfied the test of “tending toward the economical and efficient 
development of an integrated public utility system.” The acquisitions of 
additional securities of subsidiaries have commonly involved three situa- 
tions : 

(1) The acquisition of securities in a refinancing program may play an 
important part in enabling the subsidiary to replace securities carrying, high 
interest rates with low-interest bearing securities, or preferred and common 
shares may be issued in place of fixed-interest bearing obligations. Such 
changes are obviously in the public interest, tending to improve the financial 
standing of the subsidiary and to enable it to serve at a lower cost.^'^® 

(2) The most important group of cases has involved acquisitions by parent 
companies financing construction programs of subsidiaries. Such acquisitions 
may be thought to serve the public interest since the utility is enabled to render 
a more satisfactory service.^'^*^ 

(3) In a number of instances, holding companies have been permitted to 
increase their holdings in subsidiaries by the purchase of the latter’s outstand- 
ing securities. While such transactions might seem to tend toward a concen- 
tration of ownership, the Commission has reasoned that a simplification in 
existing corporate structures results from making the subsidiary company 
wholly-owned, since it may not be necessary to consider the effect of any fu- 
ture reorganization on minority interests, and thus such acquisitions make it 
easier for piarent companies to comply with the simplification reejuirements 

Sec. 10 (c). 1 ®" Sec. lo (b) and (e). 

PeoRes Light & Power Co., 2 S.E.C. 829 (1937); North American Co., 4 S.E.C. 434 (1939); 
Community Power & Light Co., 6 S.E.C. 182 (1939). 

109 odier acqui-sitions tend to ari.se under the administration of Section ii, dealing with the 
simplification of holding-company systems. 

Columbia Gas & Electric Corp., 3 S.E.C. 1098 (1938); lowa-N ebrasha Power & Light Co., 
5 S.E.C. 344 (1939); Daliota Power Co., 5 S.E.C. 474 (1939); California Public Service Co., 6 
S.E.C. 368 (1939). 

i’’! Commonwealth & Southern Corp., 4 S.E.C. 217 (1938); Community Power & Light Co., 
4 S.E.C. 951 (1939); Consumers Power Co., 6 S.E.C. 444 (1939). 
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of the Act.^'^“ Indeed, in one series of cases, the Middle West Corporation was 
permitted to increase its investment in a subsidiary, the Central Illinois Eub- 
iic Service Company, upon the alternative hypotheses that if the subsidiary 
should continue in the system, the increased working control would make 
for the better articulation of the system, but that if the subsidiary should ul- 
timately be divorced, the larger working control by the parent might be ex- 
pected to make the divorce more practicable^'^'* 

Acquisition of utility assets. The acquisition of utility assets by a registered 
holding company or a subsidiary company raises the same issues that are 
presented by an acquisition of securities, but the factual data on which the 
decision rests are ordinarily simpler and more objective. The data submitted 
to the Commission include not only the pertinent information respecting the 
assets and their value, but any information that would reveal an absence of 
arm’s-length bargaining in the negotiations. As with security issues, the Com- 
mission’s approval rests upon a finding that the acquisition will tend toward 
the “economical and efficient development of an integrated public utility sys- 
tem.” Where the acquiring utility is already serving the territory, where the 
acquiring company is already operating the plant as a part of its properties,* 
where the acquisition of all the assets of an associate company will improve 
the earnings ratio,*’’® where lower operating costs will result,*'*’’’ or where 
conservation in drilling for natural gas will result,*’*® there is an obvious basis 
for finding that the development of an integrated public utility system is 
furthered. The question of a reasonable price arises most acutely when arm’s- 
length bargaining is absent, although even between independent parties there 
is the possibility of an exorbitant price.*'*® The ultimate test of the reasonable- 
ness of the price should be the necessary investment in the property, at least 
such sum should be the maximum reasonable price, for in the case of a regu- 
lated enterprise a transfer of property should never become the basis for the 
assertion of a right to impose higher charges on the consumer. The protection 
of the consumer and the investor requires that the price shall bear a reason- 
able relation to the investment, but the value thus indicated should be con- 
trolling only where the established earnings indicate the propriety and pru- 
dence of the investment.*®® Other considerations may be involved in the 
Commission’s decision: where property owned by an out-of-state utility is 
transferred to a domestic utility, effective regulation by state authorities be- 

Massachusetts UtiUttes Associates. 2 S.E.C. 98 (1937); Eastern Shore Gas Carp., 2 S.E.C. 
571 (1937); i-one Star Gas Carp., 3 S.E.C. 787 (1938). 

The Middle West Corp., 2 S.E.C. 482 (1937). 2 S.E.C. 882 (1937), 3 S.E.C. 1007 (1938). 
See .ilso Consumers Power Co., 6 S.E.C. 444, 485-491, 510-519 (1939). 

Fall River Electric Light Co., i S.E.C. 465 (1936). 

Bellows Falls Hydro-Electric Corp., 2 S.E.C. 941 (1937). 

'^'^^ Texas Utilities Co., i S.E.C. 944 (1936). 

Duquesne Light Co., 7 S.E.C. 775 (1946). 

National Gas & Electric Corp., 2 S.E.C. 110 (1936). 

”8 Texas Utilities Co., i S.E.C. 944 (1936); National Gas & Electric Corp., 2 S.E.C. no (1936). 
^^8° In principle, the present consumers of the acquiring utility should not be burdened by the 
carrying costs of an uneconomical investment made to serve another group of consumers. If the 
acqui.sition price bears a fair relation to the earning capacity of the assets to be acquired and is not, 
in excess of the reasonable investment, there is presumably no injury to the consumers of either 
company or to the investors in the acquiring corporation. 
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comes more feasible. It has also been indicated that the merger of two 
properties in the same holding-company system is not inconsistent with a 
finding that there have been no further interlocking relations or concentra- 
tion of control detrimental to the public interest.^®- ~ 

Acquisition of securities by the issuer. The Public Utility Holding Com- 
pany Act establishes commission control over all acquisitions of securities by 
the issuing corporation. The abuses of the holding companies which neces- 
sitated this provision, one of the most spectacular being the large-scale acquisi- 
tion of their own securities on the organized exchanges as a means of driving 
their prices to artificial and fantastic levels, have been developed earlier.’®'^ 
Certain acquisitions are plainly without danger to the public interest and 
have been accorded a blanket exemption, if the acquisition is not from an as- 
sociate company or an affiliate.^®^ Securities may be redeemed in accordance 
with the terms of the indentures under which they have been issued. Ac- 
quisitions not exceeding 2 per cent of any class of indebtedness and retirements 
of securities at a cost not in excess of $50,000 in any one calendar year are ex- 
empt as being too small to be significant. 

Most of the acquisitions by the issuing corporation that have come before 
the Commission for formal approval have involved the calling of outstand- 
ing bonds for redemption, where the benefits to the company have accrued 
in the form of lower interest costs, lower sinking-fund requirements, and an 
easier refinancing program.^®'^ The Commission has approved an acquisi- 
tion of some of the outstanding preferred stocks as favorable to both preferred 
and common stockholders and as tending to improve the financial position 
of the company; and in another case, the corporate charter required the 
retirement of outstanding preferred stock with the proceeds from the sale 
of any capital assets.^®® In all of these transactions, in addition to its usual 
concern for the realization of the broad objectives of federal regulatory policy, 
the Commission has been specifically occupied with safeguarding the working 
capital of the company, with securing due and sufficient publicity when the 
corporation is purchasing its own stock, and with the fairness of the purchase 
price which might otherwise result in prejudice or preference of particular se- 
curity holders at the expense of the remainder. 

Sale of Public Utility Secuiuties and Utility Assets. The disposal of 
assets, whether in the form of securities or of utility assets and whether by 
registered holding companies or their subsidiaries, is under the supervision 
of the Commission, just as is the acquisition of securities or of utility assets. 
The Supervision aims to secure the public interest, the interest of investors (in 
both the selling and the acquiring company), and the interests of consumers, 
and to prevent any circumvention of the provisions of the statute. In order 

isi Fall River Electric Light Co., i S.E.C. 465 (1936). 

Texas Utilities Co., 1 S.E.C. 944 (1936). 

Sec. 12 (c). Chapter IV. Rule U~42. 

ISO Northern States Power Co., 4 S.E.C. 728 (1939); Indiana & Michigan Electric Co., 5 S.E.C. 
162 (1939); Central States Power & Light Corp., 5 S.E.C. 868 (1939); Southwestern Develop- 
ment Co., 5 S.E.C. 964 (1939). 

Engineers Public Service Co., 4 S.E.C. 615 (1939). 

American States Utilities Corp., 5 S.E.C. 309 (1939). 
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to assure itself on these matters, the Commission directs its inquiry to “the 
consideration to be received for such sale, maintenance of competitive condi- 
tions, fees and commissions, accounts, disclosure of interest, and similar mat- 
ters.” If the sale is to an associate company, an even more searching inquiry 
is necessary into the price, the fairness of the terms to investors in both cor- 
porations, and the possible effects upon consumers. In many instances, the 
purchaser of the securities or the utility assets is also subject to the jurisdiction 
of the Commission and is under the necessity of securing the Commission’s 
approval for the acquisition; customarily the two proceedings are consolidated 
into one.’-*^® 

Certain classes of sales of securities and assets are exempt by Commission 
rule from the necessity of submitting an application and securing formal ap- 
proval. The sale of the securities of public utilities operating outside the United 
States is beyond the control of the Commission. Where the seller owns less than 
10 per cent of the voting securities of a company, and also where the total sales 
for the class of security amount to less than .f 100,000 in any year (provided in 
the latter case that the security is not a voting stock or is not a security of an 
associate company), the sales are exempt by rule. Small sales — those where 
the consideration or book value of the assets is less than $100,000 and where 
the purchaser is not subject to the Commission’s jurisdiction — are similarly 
permitted without formal approval. Finally, sales to the national or state gov- 
ernments or their political subdivisions are permitted without specific ap- 
proval of the transaction by the Commission.^**^ 

The sales of utility securities have involved all classes of securities, and the 
methods of disposal, whether through private negotiation or through under- 
writers, have depended on the character of the transaction. The sale of com- 
mon stock, especially where it carries control of the company, usually involves 
finding a purchaser who is interested in acquiring the entire block. Where 
the sale is of bonds or preferred stocks, unless the sale has been to institutional 
purchasers such as insurance companies,^ an underwriting of the issue is 
usual.^®^ The reasons for the disposition of utility securities vary with the 
circumstances of the individual company: a step in meeting the integration 
requirements of the statute,^'*^ an unwillingness to make further investments 
in the property of the subsidiary,^*’® or compliance wdth the request of another 
corporation as a means of securing a more favorable contractual arrange- 
ment.’*’® 

The critical considerations in the Commission’s approval of the transaction 
are the price at which the securities or assets are to be transferred and the 
commissions and other fees that are to be paid. In fairness to consumers, the 
price should not be in excess of the investment or cost; in fairness to investors, 
the price should not depart far from the capitalization of the earnings avail- 

189 Sec. 12 (d). 190 Rule U-43. 

191 Rule U-44. Certain exemptions with respect to sales to associate companies and affiliates 
are provided in Rule U-43. 

192 Jnland Power & Light Corp., 5 S.E.C. 677 (1939). 

192 The Middle West Corp., 4 S.E.C. 771 (1939). 

Peoples Light & Power Co., 5 S.E.C. 461 (1939). 

American Utilities Service Corp., ^ S.E.C. &So (1939). 

Northern Indiana PuMic Service Corp., ^ S.E.C. 
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able to the securities or realizable from the assets. It is not clear from the 
Commission’s determinations which interest— that of the consumer or that 
of the investor— is regarded as paramount. In general, the Commission looks 
with disfavor on the payment of any fee or commission to an affiliate or asso- 
ciate company or to any person where there may have been an absence of 
arm’s-length bargaining. 

iNTERcOiMPANY LoANs. The problem of “up-stream loans,” that is, of loans 
by public utilities to their holding companies, has been met by an absolute 
prohibition, although the renewal or extension of outstanding loans is per- 
mitted. Loans by holding companies to their subsidiaries are permitted 
only under the supervision of the Commission. Such loans are possible only 
after a declaration by the lending corporation and an investigation by the 
Commission. Unless the Commission orders a hearing on such declaration, 
the loan may be made thirty days after the filing of the declaration. Even a 
capital contribution by a holding company is not allowed without compliance 
with the rules and regulations governing the extension of credit. Declara- 
tion with respect to any extension of credit must disclose fully all the circum- 
stances surrounding the transaction— the use to be made of the proceeds, the 
nature of the security or collateral (or the reasons for foregoing them if the 
loan is an open account), the maturity date, the interest rate, and all discounts, 
fees, and other charges connected with the loan, and why the transaction is in 
the public interest. The effect of the loan on the holding company and the 
need of the subsidiary — even when exempt from its jurisdiction — are con- 
sidered by the Commission.-®" 

Simplification and Integration of Holding-Company Sys'fems. When 
the Public Utility Holding Company Act became law in 1935, the holding- 
company system in the electric and gas utility industries was so intricate that 
effective regulation was impossible, so complex that investors could not ac- 
curately appraise the worth of their securities, so irrational that the potential 
economies of centralized operation and management could not be realized 
in practice, and so unnecessarily costly that the interests of consumers in low 
rates were prejudiced. In the interests of investors and consumers, and as a 
prerequisite to effective regulation, it was essential to provide for a simplifica- 
tion of the uneconomic complexities and an integration along rational en- 
gineering lines. Such a program of reorganization for the industry was re- 
quired by Section ii, erroneously branded by the industry’s publicity as the 
“death sentence.” 

A single integrated public utility system. As a standard, the statute requires 
that each holding-company system shall achieve geographical integration by 
limiting its operations “to a single integrated public utility system, and to such 
other businesses as are reasonably incidental, or economically necessary or 

19 ''^ Sec. 12 (a). 

Sec. 12 (b). The only exceptions which have been allowed by rule have concerned (i) the 
acquisition of a security is.sued by an associate company where the acquisition i.s exempt or has 
been approved, (ii) an extension of credit without interest for not more than one year where 
the debt arises from the performance of any service, construction, or sales contract or from the 
sale of electric energy or gas, (iii) emergency loans without interest, or (iv) limited advances 
without interest, not exceeding $50,000. (Rule U-45.) 

199 Rule U-45. Northeastern Water & Electric Corp., 7 S.E.C. 931 (1940). 
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appropriate to the operations of such integrated public utility system.” 
And an “integrated public utility system” for electric utilities is defined as pne 
whose utility assets “are physically interconnected or capable of physical inter- 
connection and which under normal conditions may be economically operated 
as a single interconnected and co-ordinated system confined in its operations 
to a single area or region, in one or more States, not so large as to impair (con- 
sidering the state of the art and the area or region affected) the advantages of 
localized management, efficient operation, and the effectiveness of regula- 
tion.” Other than the requirement with respect to “physical interconnec- 
tion,” the specifications of the Act are only those which had for years been 
advanced by utility spokesmen as the principal advantages and the economic 
justification for the holding company. 

The statute itself allows certain departures from the standard of a “single 
integrated public utility system.” With the approval of the Commission, a 
registered holding company may continue to control one or more additional 
integrated public utility systems provided three conditions are satisfied; 
namely, 

“(A) Each of such additional systems cannot be operated as an independent 
system without the loss of substantial economies which can be secured by the 
retention of control by such holding company of such system; 

“(B) All of such additional systems are located in one State, or in adjoin- 
ing States, or in a contiguous foreign country; and 

“(C) The continued combination of such systems under the control of 
such holding company is not so large (considering the state of the art and the 
area or region affected) as to impair the advantages of localized management, 
efficient operation, or the effectiveness of regulation.” As to the retention 
of non-utility businesses, the statute requires that they be “reasonably inci- 
dental, or economically necessary or appropriate” to the operations of the 
integrated public utility system, leaving the decision in the particular instance 
to the judgment of the Commission. In order to approve the retention of other 
business interests, the Commission must also find that it is “necessary or ap- 
propriate in the public interest or for the protection of investors or consumers 
and not detrimental to the proper functioning of such system or systems.” 

The Commission’s administration of the integration and simplification pro- 
visions has resulted in adding definiteness and concreteness to the general con- 
cepts employed in the statute. The three affirmative standards for an “inte- 
grated public utility system”— (i) physical interconnection or the possibility 
thereof, (2) operation as a single co-ordinated system, and (3) the securing of 

2°^ Sec. II (b) (i). _ _ 202 Sec. 2 (a) (29) (A). 

A “Gas Utility Company” is defined in terms of a company distributing gas at retail, thus ex- 
cluding companies engaged in the production and transmission of natural gas. (Sec. 2 [a] [4].) 
An mtegrated public utility system for gas utilities is defined as a system consisting of companies 
“which are so located and related that substantial economies may be effectuated by being operated 
as a single co-ordinated system confined in its operations to a single area or region, in one or 
more States, not so large as to impair (considering the state of the art and die area or region 
affected) the advantages of localized management, efficient operation, and the effectiveness of 
regulation: Provided, that gas utility companies deriving natural gas from a common source of 
supply may be deemed to be included in a single area or region.” (Sec. 2 [a] [29! fB].) 

203 Sec. n (b) (I). 204sec. n (b) (I). 
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the advantages of localized management, efficient operation, and effectiveness 
of regulation — have required little elaboration.-®*^ The Commission has taken 
the position that the Act does not permit the combination of gas and electric 
utility properties into a single integrated system.-®® Thus it would appear 
that gas and electric companies may be retained under common control only 
if one system of properties constitutes the principal “integrated public utility 
system,” while the other properties constitute an additional integrated system 
that may be retained in conformance with the “ABC standards” of Section 

II (b) (i). 

In the interpretation of the integration provision,-®^ the Commission has 
built upon geographic integration as a foundation. The goal is the “single 
integrated public utility system.” A registered holding company is permitted 
to retain one or more additional integrated utility systems only if the “ABC 
standards” are satisfied. In the application of these standards, it has been the 
practice of the Commission not to consider whether a company satisfies all of 
the standards if it is apparent that it fails to satisfy any one of them. In its 
interpretation of the circumstances under which additional integrated utility 
systems will be permitted, the Commission has tended to rely primarily upon 
the geographic, or “B,” standard; and this standard has been interpreted to 
mean that a holding company may continue to control an integrated public 
utility system, or systems, additional to its pcincipal single integrated public 
utility system only if all additional systems are located in the same state as the 
principal system or in adjoining states,-®^ Little occasion has arisen for the 
elaboration of standard “A,” that “each of such additional systems cannot be 
operated as an independent system without the loss of substantial economy”; 
however, it is apparent that in an ordinary situation the additional integrated 
utility systems will presumably be in a position to operate independently 
without the loss of substantial economy. And where each system has its own 
officers and is operated separately without any co-ordination of physical opera- 
tions, and where the only common element of operation is the servicing of 
the companies by the same mutual service company, the Commission has 
indicated tentatively that the properties could not qualify for retention as 
additional systems.-®® The relatively vague “C standard” — that “the con- 

- 0 ‘>Scc. 2 (a) (29). 

Cohimbia Gas & Electric Corp., Holding Company Act Release No. 2477 (1941), and 
United Gas Improvement Co., Holding Company Act Release No. 2692 (1941). In an earlier case, 
American Water Worlis & Electric Co., 2 S.E.C. 972 (1937), where the Commission did find that 
the properties satisfied the requirements of Section ii (e) and where it permitted the combina- 
tion of gas and electric properties into an integrated public utility system, the gas operations were 
relatively unimportant; however, the subsequent opinions of the Commission have made it plain 
that this precedent is not to be followed. 

^OTSec.ii (b) (i). 

United Gas Improvement Co., Holding Company Act Release No. 2500 (1941); Com- 
motiwealth & Southern Corp., Holding Company Act Release No. 3626 (1941). It had been 
argued that the provisions of subsection (B) — “All of such additional systems are located in one 
State, or in adjoining States, or in a contiguous foreign country” — should be interpreted to 
permit the retention of additional holding-company systems located at a distance from the prin- 
cipal integrated system. The Commission’s narrower interpretation, if adhered to, will make it 
much more difficult for holding-company systems to retain the scattered properties which were 
acquired in pursuit of “diversification.” 

“09 Commonwealth & Southern Corp., Holding Company Act Release No. 2626 (1941). 
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tinued combination ... is not so large ... as to impair the advantages of 
localized management, efficient operation, or the effectiveness of regulation” 
—has the effect of imposing upon the holding-company system a relatively 
heavy burden of proof that the retention of the additional system will bring 
clearly marked advantages to the public and will not result in detriment to the 
consumer interest.-^® The Commission has suggested that it will be difficult 
to find that the advantages of localized management and the effectiveness of 
regulation are preserved where integrated utility systems are already operat- 
ing on a statewide basis.” 

The Commission’s decisions have not made it clear what standards will be 
applied to determine whether integrated public utility systems shall be per- 
mitted to retain an interest in other businesses as “reasonably incidental, or 
economically necessary or appropriate to the operations of such integrated 
public utility system.” While it would appear that it was the intention 
of Congress to permit the integrated holding-company systems to retain an 
interest in non-utility businesses, provided the Commission should find such 
retention “necessary or appropriate in the public interest or for the protection 
of investors or consumers and not detrimental to the proper functioning of 
such system,” the Commission has interpreted the clause to permit the reten- 
tion of an investment interest (an interest smaller than rec]uired to establish 
a parent-subsidiary relationship within the meaning of the statute) in utilities, 
as well as in non-utility businesses, although the statute might be interpreted 
to indicate that an interest in utility properties could be retained only where 
the properties were part of the principal integrated system or part of an addi- 
tional integrated public system.” 

Simplification. The simplification of the corporate structure of holding- 

210 From the economic point of view, it may be questioned how far “localized management” 
is necessarily in the public interest. The development of the holding-company .system did clearly 
result in an improvement in the management of many properties that would not presumably 
have occurred had all managerial functions continued to be exercised locally. 

211 xhus in the tentative conclusions respecting the Commonwealth & Southern Corp. the Com- 
mission stated that it was unnecessary to discuss “whether the properties now owned and operated 
either by Consumers Power Co., Alabama Power Co., or ^Georgia Power Co., are as to any one 
of these respective states too large for localized management, efficient operation or effective regu- 
lation. We believe it suffices for the present purpose to reach the tentative conclusion that each of 
these state-wide areas either exceeds, or in any event approaches, the maximum size which can 
be so retained consistently with the statutory requirements. In this connection it may be observed 
that each of these three companies serves an area over the major part of the states served. Even 
within .such areas it may be difficult to find that management can be localized, or to conclude 
that regulation can be effective over companies which dominate whole states.” (Holding Com- 
pany Act Release No. 2626 [1941].) 

212 Sec. II (b) (i). 

21a “\Ve must conclude that the two clauses in Section ii (b) (i) which refer to the retention 
of other businesses, when taken together, mean that the Commi.ssion must permit the retention of 
other businesses including investment interests in utilities not sub.sidiarie.s, which are found to be 
reasonably Incidental or economically necessary or appropriate to the operation of an integrated 
public utility sj'stem retainable under the control of the holding company, and that as to both 
investments in non-utilities and interests in non-utilities sufficient to create the statutory parent- 
subsidiary relationship, these standards may be met if the retention of the investments or other 
interests is found to be necessary or appropriate in the public interest or for the protection of 
investors or consumers and not detrimental to the proper functioning of such system or systems." 
(United Gas Improvement Co., Holding Company Act Release No. 2692 [1941].) 

in addition to the dubious status of investment interests in utilities not subsidiaries, it may be 
noted that he Commission, in its bterpretation, employs the mandatory “must permit” for the 
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company systems, as well as their geographic integration, is rec|uired by the 
Public Utility Act of 1935. The Commission is instructed to require that each 
registered holding company and each subsidiary shall take steps to insure 
“that the corporate structure or continued existence of any company in the 
holding-company system does not unduly or unnecessarily complicate the 
structure, or unfairly or inequitably distribute voting power among se- 
curity holders” of the holding-company system.”^’^ The “great-grandfather 
clause” stipulates that there shall not be more than two companies interven- 
ing between the top-holding company and the underlying operating com- 
panies.^^'* 

This requirement is far from a “death sentence” for holding companies; 
indeed, it may be asked why the holding-company pyramid should extend be- 
yond the parent company to the grandparent, for it is doubtful whether the 
second-degree holding company performs any function that cannot be as ade- 
quately performed by a first-degree holding company.^ 

Procedures for the reconstitution of holding-company systems. There are 
three procedures by which the reorganization of public-holding company sys- 
tems to conform to the statutory standards may be effected — through volun- 
tary plans submitted by the managements of the holding-company systems,^^"^ 
through mandatory proceedings by the Commission,-’** or through proceed- 
ings arising in connection with the receivership and reorganization of hold- 
ing companies.-’** 

(i) Voluntary plans. The statute provides that any registered holding com- 
pany or any subsidiary, after January i, 1936, may submit to the Commission 
a plan for compliance with the simplification and integration standards of the 
Act. These plans may involve a complete adjustment to the standards of the 
Act,**-** or they may contemplate only a partial divestment of control, of se- 
curities or of other assets, through the payment of a partial liquidating divi- 

permissive “may perinit” language of die statute. See also Engineers Public Service Co., Holding 
Company Act Release No. 2607 (1941). 

2''4Sec. II (b) ( 2 ). 

•215 The statute reads that each holding company “shall cease to be a holding company with 
respect to each of its subsidiary companies which itself has a subsidiary company which is a hold- 
ing company.” (Sec. II [b][ 2 ].) 

The Commission may not require any change in the corporate structure or any dissolution 
of a company which is not a holding company or of any company whose principal business 
is that of a public utility company, e.xcept for the purpose of securing a fair and equitable distri- 
bution of voting power among the security holders. (Sec. ii [b][2].) 

-^American Water WorL & Electric Co., 2 S.E.C. 972 (1937); Massachusetts Utilities Asso- 
ciates, 3 S.E.C. I (1938); Republic Electric Power Corp., 3 S.E.C. 992 (1938); The North Ameri- 
can Co., 4 S.E.C. 434 (1939); Community Power & Light Co., 6 kE.C. 182 (1939). 

Electric Bond &• Share Co., Engineers Public Service Co., The Middle West Corp., United 
Gas Improvement Co., Cities Service Power & Light Co., Commonwealth & Southern Corp., 
Standard Power & Light Corp., North American Co., United Light & Power Co., Holding Com- 
pany Act Release Nos. 1944, 1945. 1950. i953. i954. i957. i960, and 1961, respectively 

(1940). ... 

-^Peoples Light &■ Power Co., 2 S.E.C. 829 (1937); Genesee Valley Gas Co., 3 S.E.C. 104 
(1938); United Telephotie & Electric Co., 3 S.E.C. 653 (1938)5 West Ohio Gas Co., 3 S.E.C. 
1014 (1938); Mountain States Power Co., 5 S.E.C. i (1939); Utilities Power & Light Corp., 
5 S.E.C. 483 (1939)- 

‘^20 American Water Worlds & Electric Co., 2 S.E.C. 972 (1937); Community Power & Light 
Co., 6 S.E.C. 182 (1939); United Light dr Power Co., Holding Company Act Release No. 2636 
(1941), See also Columbia Gas & Electric Corp., Holding Company Act Release No. 2477 (1941). 
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dend or other action.'^^i policy of the Commission to encourage 

tile managements of the various holding-company systems to take full, ad- 
vantage of tl-jg voluntary procedure to submit their own plans for par- 
tial or complete compliance with the integration requirements. Most of 
tne voluntary plans, however, have been of limited scope and have not looked 
“iimediate and complete adjustment. 

P 11 ^"^^^datory proceedings to enforce simplification and integration. The 
iubiic Utility Holding Company Act imposed upon the Commission the 
duty of studying the corporate structure of every holding-company system 
and the relationships among the member companies, for the purpose of de- 
termining “the extent to which the corporate structure of such liolding-com- 
pany system and the companies therein may be simplified, unnecessary com- 
P e.xities therein eliminated, voting power fairly and equitably distributed 
holders of securities thereof, and the properties and business 
those necessary or appropriate to the operations of an in- 
tegrated public utility system.” “““ The application of the simplification and 
mtegiation provisions became mandatory as of January i, 1938 . On August 
Douglas addressed a letter to the chief executives of all 
registered holding companies, requesting them to inform the Commission as 
^ d^tr plans for compliance with these requirements. Most of the com- 
panies submitted more or less elaborate statements in response to this request, 
u the lagging pace finally forced the Commission to act under its power 
^'^‘'-^‘■ganization. This step was taken by the i.ssuance, in the spring of 
^94°) o oiders in quite general terms telling the companies that they were 
o integrated and setting a date for a public hearing with respect to the 

system.--‘t o r o 1 

The lesponses of the holding companies were diverse. The Middle West 
the. burden of showing that its system did satisfy the 
egration requirements of the statute, thus leaving the Commission to dis- 
■ ^°'^’'^^^dons.-“‘‘ A majority of the holding-company systems, follow- 

bM*"-^' United Gas Improvement Company, requested that they 

the ''dth a statement by the Commission specifying more particularly 

not underlying the tentative conclusions that their system was 

integiated.--'* Although considering its notice adequate, the Commission 
i . ^ P^’^P^re studies of the various holding-company systems indicat- 

m-at^ ^ ^^^J|3tive conclusions with respect to the composition of the single inte- 
vested system and to the properties and interests which should be di- 

4S4 (iQic,\ ^ Electnc Co., 3 S.E.C. 280 (1938); North American Co., 4 S.E.C. 

2 i 32 sgf 7 Usht & Power Co., 2 S.E.C. 829, 836 (1937). 

3 °- 

7SEC 687 ^orp.. Holding Company Act Releases Nos. 1949 and 2290 (1940); 

?^Mi94o). 

These ‘’^^Proi'ement Co., 7 S.E.C. 341 (1940). 

United Gas were prepared by the Public Utilities Division and have been issued for the 

dated), Engineer’s Public Service Co. (Mar. 5, 194!), and 
ing Compan • A ” Southern Corp. (Mar. to, 1941). See also United Gas Improvement Co., Hold- 
Act Relpacp Uo. 2692 (1941), and Engineers Public Service Co.. Holding Company 

^O. 2607 (1941)', 
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(3) Proceedings arising in receivership and reorganization. The Commis- 
sion^is made a party to all proceedings involving the reorganization of a regis- 
tered holding company or any subsidiary company.--" The Commission may 
serve as trustee, and the courts are instructed not to appoint any other person 
as trustee or receiver without notice to the Commission. Any reorganization 
plan must have the express approval of the Commission before it may be ac- 
cepted by the courts, and thus there is afforded an opportunity to utilize reor- 
ganization for achieving conformity to the integration and simplification 
provisions of the Act.--® For example, in one instance where a quasi-reorgani- 
zation and recapitalization of a top-holding company was proposed, the Com- 
mission suggested that the top-holding company should be eliminated, since 
it failed to meet the standards of the “great-grandfather clause.” After a series 
of conferences, a plan was worked out for the shifting to subsidiaries of cer- 
tain properties and obligations of the topholding company and for the sale of 
some properties to other interests, the proceeds being applied to the payment 
of the obligations of the top-holding company; and the consummation of the 
plan involved the conversion of the top-holding company into a purely in- 
vestment company,--*' 

The progress thus far in the integration and simplification of holding- 
company systems has been relatively insignificant. One holding-company sys- 
tem has received final approval.-®” Significant reorganizations to achieve some 
simplification and integration within the holding-company systems have 
taken place; individual properties have been sold; divestment of con- 
trol has been effected by the distribution of subsidiary-company stock as divi- 
dends to stockholders,^®® and by the sale of stock to the public through under- 
writers;®®^ stock in subsidiaries has been offered to holders of the parent 
company’s notes and debentures; and holding companies have accepted 
programs for the disenfranchisement of the stock in their possession as a 
means of terminating control.®®® The reorganizations that have thus far oc- 

22 - Sec. II (£)■ 

22s -fhe Commission also has jurisdiction over all fees and expenses associated with the reor- 
ganization. It is made unlawful for any person to solicit proxies or authorizations in connection 
with a reorganization plan unless the plan has been proposed by the Commission, or has been 
submitted to the Commission, and unless tlie solicitation is accompanied by the Commission’s 
report on the plan. (Sec. ii [f] and [g], and Rules U-62, U-63 and U-65.) 

United Light &■ Power Co., Holding Company Act Release No. 2636 (1941). See also Utili- 
ties Power & Light Corp., 5 S.E.C. 483 (1939). 

American Water Worlis & Electric Co., 2 S.E.C. 972 (1937). Under the standards cur- 
rently applied by the Commission, die American Waterworks and Electric system would probably 
not be approved. 

2-''i Utility Service Co., i S.E.C. 966 (1936); Engineers Public Service Co., 3 S.E.C. 580 (1938) ; 
National Gas &■ Electric Corp., Holding Company Act Release No. 2385 (1940). 

222 People’s Light & Power Co., 5 S.E.C. 461 (1939); American Utilities Service Corp., 5 S.E.C. 
880 (1939); United Light & Power Co., 6 S.E.C, 670 {1940). 

2 SS p^nn Western Gas & Electric Co., 3 S.E.C. 280 (1938); Washington & Suburban Com- 
panies, 7 S.E.C. 256 (1940). 

Indianapolis Power & Light Co., 7 S.E.C. 36 (1940); Cities Service Power & Light Co., 
Holding Company Act Release No. 2386 (1940). 

Standard Gas & Electric Co., 7 S.E.C. 1089 (1940). 

230 H. M. Byllesby & Co. and the Byllesby Corp., 6 S.E.C. 639 (1940); Standard Power Sr Light 
Corp., y S.E.C. 596 (1940); Standard Power Sr Light Corp., Holding Company Act Release No. 
2369 (1940); The United Corp., Holding Company Act Release No. 2596 (1941). 
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CLirred do not permit of any forecast concerning the quantitative results of 
integration and simplification, either with respect to the costs of service to the 
consumers, or the costs or benefits to the investors. And only the substantial 
fulfillment of the plan will provide a base for appraising its consequences for 
effective regulation. 

Service, Sales, and Construction Contracts. The role of the subsidiary 
service company or non-utility affiliate in the development and functioning 
of holding-company systems has already been described,--’^ And the problems 
thereby presented to state regulatory authorities by such intercompany con- 
tracts and payments have also been considered.'"*^ The Federal Trade Com- 
mission’s investigation of utility holding companies resulted in the formula- 
tion of the elements of a reform program: while admitting that centralized 
servicing achieved certain benefits, it was stated that regulation must conserve 
those benefits for the consuming public; it was therefore suggested that all 
service contracts should require the approval of regulatory authorities, that 
service be rendered at the cost incurred by the servicing company, and that 
the costs of the servicing company be subject to scrutiny to assure their bona 
fides."**® The principles of these reforms were incorporated in the Public 
Utility Act of 1935. 

The establishment of federal regulation over holding companies and their 
subsidiaries has permitted a direct approach to the critical problems of inter- 
corporate contracts and payments. Holding companies have been forbidden 
to perform service, sales, or construction contracts for any associate company 
which is a public utility or a mutual service company.-'^*’ These contracts may 
be entered into only by subsidiary service companies and mutual service com- 
panies, and only in accordance with the rules and regulations prescribed by 
the Commission,-^*^ All such’ contracts must have the prior approval of the 
Commission, which approval is forthcoming only if the services are performed 
economically and efficiently at cost, and only if the costs are equitably allocated 
among the associate companies.-'^' Thus it appears that the non-profit service 
company is the ideal. The service companies must have their organization ap- 
proved by the Commission, including a finding that there will be a reason- 
able saving to operating companies from having the services performed by the 
mutual or subsidiary service company rather than by an independent coni- 
pany.^^^*^ The Commission is authorized to prescribe a uniform system of 
accounts for service companies, to require reports, and to conduct investiga- 

23 '^ Chapter IV. 

238 Supra, p. 641. See also Federal Power Commission, Trial Examiner's Report on Metropolitan 
Edison Company of the Associated Gas &■ Electric Company System (Aug. 27, 1940). 

222 Federal Trade Commission, Utility Corporations, No. 72-A, pp. 657-670. 

2 -io Public Utility Act of 1933, Sec. 13 (a). 

2-11 Sec. 13 (b). 

2 <^ 2 secs. 13 (b), (c), and (d). See also Rules U~88, U-90, and U-91. 

2‘^2 Jjj practice, the Commission’s procedure in determining whether a mutual company satis- 
fies Section 13 (d) is .substantially the same as the procedure used to determine whether a sub- 
sidiary or mutual service company satisfies the requirements of Section 13 (b). See, for example, 
Republic Mutual Service Co., i S.E.C. 745, 747 (1936); compare with Nepsco Services, Inc., 

I S.E.C. 589 Columbia Engineering Corp., 3 S,E.C. 335 (1938), and United Light & 

Power Engineering & Construction Co,, 3 S.E.C. 894 (1938). 
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tions into their performance,-^^ and it is given parallel jurisdiction over inde- 
penflent service companies.-'^*' 

To June 30, 1941, the Securities- and Exchange Commission has approved 
the organization of 30 mutual and subsidiary service companies. Until 1940, 
it was concerned largely with the proposed methods of allocating costs among 
the companies to be serviced.-*^* In approving service companies, the Com- 
mission has simply stated that in its opinion the service would be performed 
at a saving in comparison with cost of similar services as furnished by inde- 
pendent companies.-'^’ Cost of service has been defined to include a fair and 
equitable allocation of expenses, plus a reasonable compensation for necessary 
capital.-'^® The Commission has considered both the amount of the “nec- 
essary capital” and the necessary rate of return on the service company’s 
working capital.-"*'’ In so far as possible, direct expenses and any other ex- 
penses capable of being allocated are charged to the operating companies for 
whose benefit the expenditures are made. The Commission has not yet de- 
termined that any one method of distributing unallocated overhead costs of 
the service company is to be preferred in all circumstances.-"*’ 

The service companies that have been organized under the Public Utilities 
Act of 1935 show marked differences in the number of services which they 
furnish to associate companies. A representative program is that of the Colum- 

Secs. 13 (c) and (g), and Rule U-95. 

Sec. 13 (f). The Commission docs not appear to have exercised this power except to 
prescribe a system of accounts and to require reports from independent service companies. (Rule 

U-95.) 

240 'fhe Commission has thus far not been active in investigating the performance of the 
service companies to determine specifically what savings accrue to the operating utilities. 

Penn-W estern Service Corp., i S.E.C. 562, 564 (1936). See also Public Utilities Manage- 
ment Corp., 4 S.E.C. 45, 48 (1938); Engineers Public Service Co., 4 S.E.C. 296, 300 (1938). 

2'i8RuleU-9i. 

In Ebasco Services, Inc., 7 S.E.C. 1056 (1940), the Commission recognized among the factors 
to be considered in determining the necessary amount of capital- — the investment in the assets 
necessary for the business, the working-capital requirements in the light of average monthly ex- 
penses, the normal lag between expenditures and income, and the experience of comparable or- 
ganizations. It was found that in 17 out of 19 cases, the ratio between working capital and average 
monthly expenses was not in excess of 2.5 to i; the Ebasco ratio being 3.47, the company was 
ordered to reduce its' working capital so that it should not e.xcced 2.5 times the monthly expenses. 

^®'^’ln Columbia Engineering Corp., 3 S.E.C. 335, 337 (1938), a return of 5 per cent on 
debenture notes held by the parent corporation was considered reasonable; Nepsco Services, Inc., 
I S.E.C. 589, 590 (1936), paid 5 per cent on the debenture notes held by its parent; and New 
England Power Service Co., i S.E.C. 615, 616 (1936), paid 4 per cent on an open account ad- 
vanced from its parent. In Ebasco Services, Inc., a return of 6 per cent was charged on working 
capital, but the Commission, on the basis of a comparison with 25 other service companies, ordered 
a reduction of the return to 4 per cent. The Commission pointed out that of 25 service companies, 
13 paid no return whatever on their capital, 2 paid 4 per cent, 4 paid 5 per cent, 3 paid 6 per cent, 
and 3 paid 5 or 6 per cent on loans. At this time the subsidiaries of Electric Bond and Share were 
able to borrow in the open market at 2% per cent. (Holding Company Act Release No. 2255 
[1940].) 

In United Light & Power Engineering & Construction Co., 3 S.E.C. 894, 896 (1938) un- 
allocated expenses were to be distributed in proportion to direct salary charges; in Columbia 
Engineering Corp., 3 S.E.C. 335, 337 (1938) overhead costs were distributed 50 per cent in 
proportion to operating expenses and 50 per cent in proportion to fixed capital; in Republic Service 
Management Co., i S.E.C. 973, 974 (4936), unallocated expenses were distributed in pro- 
portion to the time spent by officers and employees for the associated companies; and in Middle 
West Service Co., i S.E.C. 606, 608 (1936), such general expenses were distributed proportional 
to the gross revenues of the companies serviced. In Ebasco Services, Inc., ^ S.E.C. 1056 (1940), a 
modified version of the gross-revenue method of allocating costs was accepted. 
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bia Engineering Corporation which was prepared to render the following 
services: “general executive, administrative and financial; accounting; sta- 
tistical; corporate; tax; purchasing; insurance; auditing; commercial and gen- 
eral sales; I'ates; construction budget, automotive and safety; engineering; 
and stationery and addressing.” 

The Securities and Exchange Commission has taken action to eliminate 
common officers and directors of service companies and holding companies. 

It has suggested that the existence of common officers and directors receiving 
salaries from two organizations may tend to violate the Act in two respects; 
first, it might appear that the holding company, through its officers, was ren- 
dering service to subsidiary utility companies, and secondly, the allocation 
of time by such common officers must, in many cases, be arbitrary. The Com- 
mission, therefore, ordered that holding companies pay all of the salaries of 
officers and employees, who are at the same time officers of the service com- 
pany, or alternatively, that the common officers and directors sever their con- 
nections with one company or the other. 

The contemporary service company is a quite different institution from that 
of the 1920’s. It has ceased to be an instrument by which the holding company 
exploits its operating companies. The significant economies available through 
centralized servicing are being passed on to operating utilities and indirectly 
to consumers. It will require an investigation into the experience with service 
companies over a period of years to determine whether, under these new cir- 
cumstances, the mutual and subsidiary service companies are operating with 
the maximum possible efficiency and economy. 

The Elimination of Abuses by the “Control.” Among the unregulated 
holding-company systems there developed many abuses of control. Some 
abuses have been eliectively dealt with by the general program of regulation 
previously described. Other forms of abuse that seemed susceptible of remedial 
action were the object of direct statutory provisions. Among the latter were 
those having to do with payment of dividends, the use of the proxy machinery 
by managements to perpetuate their own control, the speculation of officers 
and directors in the securities of their own companies, and the political activi- 
ties in which holding companies and their subsidiaries sometimes engaged. 

Dividends. Within the holding-company systems there was a tendency to 
pay dividends unjustified by the earnings of the underlying properties. Over- 
capitalization and pyramiding accentuated the problem by placing holding- 
company managements under the necessity of securing income sufficient to 
meet their obligations to investors. To guard against this evil the Public Utility 
Act of 1935 provided that no holding company and no subsidiary should de- 
clare or pay any dividend except in conformity to the rules and regulations 
promulgated by the Commission.^‘*^ Under the current rules, the payment of 
dividends is permitted only pursuant to a notification or declaration, which 
becomes effective thirty days after filing.“““ 

2523 s.E.C. 335, 336 (1938). 

^^^ Ebasco Services, Inc., 7 S.E.C. 1056 (1940); United light & Tower Service Co., Holding 
Company Act Release No. 2608 (1941); Middle West Service Co., Holding Company Act Re- 
lease No, 2696 (1941). 

254 Sec. 13 (c). 2 S 5 RuieU- 46 . 
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Proxies. The management or the control of any corporation, having the use 
of the proxy machinery without cost, is usually in a position to secure the 
assent of stockholders to any proposed program. Hence, no solicitation of 
proxies or authorizations in a reorganization of a registered holding company 
or any subsidiary may be made unless the reorganization plan has been sub- 
mitted to the Commission and the solicitation is accompanied by the 
Commission’s report on the plan.““*" And no solicitation of an authorization 
regarding any security may be made except pursuant to a notice to the Com- 
mission, and no expenditures in connection with solicitations in excess of 
|i,ooo in any calendar year are permitted.-^'^ The function of the proxy rule 
is to prevent those in control of the corporation and those willing and able to 
spend large sums of money in a proxy fight from using their superior eco- 
nomic power to win control by subjecting the stockholders to high-pressure 
methods or a barrage of appeals, data, et cetera. 

Security operations of officers and directors. Accepted principles of business 
conduct recjuire that the officers and directors of corporations shall not utilize 
any information which they possess by reason of their positions to speculate in 
the securities of the corporations which they manage. The Act of 1935 seeks 
to reinforce these principles of business conduct by .stipulating that every 
officer or director of a registered holding company shall file with the Com- 
mission periodically a statement of his holdings of securities in the holding 
company or in any subsidiary.-''*’^ And to prevent any unfair use of informa- 
tion which the management may have, any profit realized by an officer or 
director from the purchase and sale (or sale and purchase) of any such security 
within a period of six months inures to, and is recoverable by, the company.’^^’’^ 

Political activities and lobbying. The federal statute makes it unlawful for 
any registered holding company or any subsidiary to make any contribution 
in connection with the nomination, election, or appointment of any person to 
any federal, state, or other governmental office, or to make any contribution 
to any political party or committee.-®® Without depreciating the importance of 
dealing with political activities that are concerned directly with the candidacy 
of any individual or with the activity of any political party, it should be noted 
that this provision does not reach political activities that affect both the utili- 
ties and the public even more directly — for example, proposals for the estab- 
lishment of new public plants, where the opposition of utilities frequently 
develops abuses.-®^ 

To cope with lobbying, the statute stipulates that it shall be unlawful for 
any person to be employed by a registered holding company or any subsidiary 
to advance or oppose any matter before any governmental agency or any 

2S6Sec. II (g). 

257 Sec. 12 (e) and Rule U-65. The prohibition does not apply to ordinary expenditures in 
connection with preparing, assembling, and mailing proxies, and accompanying data. The rule 
became effective April i, 1941. 

258 Sec. 17 (a). 259 Sec. 17 (b). 

255 Sec. 12 (h). See Egan and Union Electric Co. of Missouri v. U.S., 137 F. 2 (d) 369 
(C.C.A. 8, 1943). Certiorari denied 320 U.S. 788. 

251 See Federal Power Commission, Opinion No. 59, Northwestern Electric Co. et al. (1941). 
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member of the government, unless such person files with the Commission a 
“amment of the subject matter of his activities, the nature and character of 
his employment, and the amount of the compensation to be received. 




CHAPTER XX 


REGULATION OF SECURITY ISSUES AND 
CAPITALIZATION 

I. THE OBJECTIVES OF SECURITY REGULATION 

The Relation of Security Regulation to Other Aspects of Control. The 
primary objective of utility regulation has been to assure adequate service at 
the lowest possible reasonable rates. The regulation of security issues was long 
considered an ancillary aspect of control undertaken primarily for the bene- 
fit of the investors. To the management of utility companies, the security regu- 
lation appeared as an impertinence, an interference in matters which were, or 
should be, beyond the jurisdiction of public authorities; and even the advocates 
of more effective regulation were often dubious as to the desirability of regu- 
lating securities lest the government be committed to permit earnings suffi- 
cient to support overcapitalized financial structures.^ Indeed, even the Railroad 
Securities Commission’s report in 1911 did not recommend an extension of 
federal supervision to the security issues and capitalization of railroads.'-^ It 
was believed possible for regulatory authorities to insist upon adequate service 
and reasonable charges irrespective of the company’s capitalization and secur- 
ity issues. 

The modern attitude rests on the conviction that the control of security 
issues and capitalization constitutes a cornerstone of effective public utility 
regulation. The control of security issues is not simply a desirable aspect of 
public utility control, facilitating the exercise of commission authority in the 
direction of lower rates and better service; it is absolutely indispensable if the 
public is to be assured that the utility will be able to raise adequate capital 
funds at minimum costs.'^ 

Capitalization and Rates.^ The capitalization of a corporation may in- 
fluence its rate policy either through the effects of capitalization and security 
issues upon the regulatory policy pursued by the commission, of through its 
effects on the corporation’s policy with respect to rates and charges. The capi- 

1 Thus Mr. Sidney Dillon, president of the Union Pacific Railroad, wrote that “as a matter of 
reason and principle, the question of capitalization concerns the stockholders and the stockholders 
only. A citizen, simply .as a citizen, commits an impertinence when he questions the right of 
any corporation to capitalize its properties at any sum whatever.” (“The West and the Railroad,” 
152 North American Review ^,46 [1891], quoted in Bonbright, Railroad Capitalization, p. 15.) 

Or as Senator La Follette stated in an editorial, the “government owes no other or different 
obligation to the man who buys railroad stocks or bonds, than to the man who buys Standard 
Oil and Tennessee Coal and Iron stocks and bonds, or to the man who purchases a horse, a house 
and lot, or a farm.” (La Follette’s Weekly, VI, No. 5, p. 2 [Jan. 31, 1914].) 

2 U.S., Report of the Railroad Securities Commission, 1911, pp. 38-39. 

^ In a few states the significance of security regulation was appreciated at an early date and 
there the control of capitalization has long been an integral part of regulation. Massachusetts, a 
leader in this respect, has exercised control over security issues from the beginnings of the utility 
industries and has based its program of rate control thereon. See Barnes, Public Utility Cottirol in 
Massachusetts, Ch. II. 

^ For an excellent discussion on this subject, see Bonbright, Railroad Capitalization, pp. 14-38. 
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talization may influence the commission’s determination of the rate base. Al- 
though it may not accept the outstanding capitalization as a measure of the 
rate base, the commission will almost inevitably be influenced by the knowl- 
edge that the corporation has certain interest charges and certain expectations 
with respect to dividends which must be met if the investment standing of 
its securities is not to be impaired. Thus either as a measure of value or through 
its influence on the commission’s interpretation of other measures of value, 
the outstanding securities of the utility are likely to influence the rate base.’" 

Even if the commission is successful in preventing the capitalization from 
influencing the determination of the rate base, there is no possibility of pre- 
venting the corporate financial policy from having a predominant influence 
on the determination of the fair rate of return. If a corporation is to raise new 
capital on a competitive basis, the commission must permit earnings sufficient 
to make its securities attractive despite any failure of management to adhere to 
conservative standards of finance. By afiecting the investment quality of a 
utility’s securities, an excessive capitalization must necessitate a higher rate of 
return than would be required for a similar corporation that had followed 
conservative financial policies. 

The capitalization of a corporation must influence the policies pursued by a 
corporate management. Outstanding securities create an expectation of in- 
terest and dividend payments, and the management is under pressure to meet 
that expectation. Thus an excessive capitalization may be expected to cause the 
management to adopt a short-run policy in order to maximize its profits, neg- 
lecting to provide adequate reserves for depreciation and foregoing the accu- 
mulation of a surplus. Or the management may refuse to make voluntary rate 
reductions, even though an increase in net earnings might be anticipated after 
consumers became accustomed to the new scale of charges. The management 
may even resist attempts by the regulatory authorities to impose rate reduc- 
tions, insisting upon the highest possible rate base and carrying an appeal to 
the courts whenever there is a possibility of preventing the enforcement of an 
order reducing charges. 

Capitalization and Service. The overissue of securities tends to have an 
adverse effect upon service, both deteriorating the quality of service and mak- 
ing it diflicult or impossible for the company to improve service in response to 
consumers’ demands. It is, of course, easier to allow service to deteriorate than 
to secure higher rates, when the utility wishes to meet interest and dividend 
payments: to secure higher rates requires the approval of regulatory author- 
ities; but to secure a larger net income without an increase in rates requires 
only that management shall neglect to make proper provisions for deprecia- 
tion and maintenance. The adverse effects upon service may not be immediate, 
but in the long run the utility is likely to face the necessity of making large 
capital replacements without having the reserves to cover the retirement of 
worn-out or obsolete equipment. 

Capital Costs. To assure that capital costs are kept at a minimum requires 
supervision of the amount of security issues, the type of securities by which 
capital is secured, and the conditions of issuance and sale. 

® Capitalization as a measure of the rate base is considered in Chapter XI. 
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In the interests of limiting security issues to the minimum required to 
finance the utility, it is customary to restrict the purposes for which securities 
may be issued; normally, securities may be issued only for refunding outstand- 
ing securities or for financing capital expenditures which are necessary and 
proper. Furthermore, the company will normally be required to apply the 
proceeds of any security issue only to those purposes which have been ap- 
proved. 

To minimize capital costs it is essential that the utility be rec[uired to raise 
capital through the issuance of those types and classes of securities which will 
obtain the funds most economically. In this respect long-run, rather than 
short-run, consideration should govern; those securities and that particular 
capital structure should be selected which will tend to make the long-term costs 
of capital a minimum. The controlling consideration should be the overall 
costs of capital rather than the costs of capital on any particular issuance of 
securities, and the overall costs of capital will tend to be kept at a minimum 
if the company preserves a sound capital structure. 

A part of the capital costs of a corporation is represented by the expenses 
incurred in the issue and sale of securities. Assurance of economy in the is- 
suance and sale of securities may require that all issues be sold subject to 
competitive bidding by underwriters or that the regulatory authority pass 
judgment upon the reasonableness of the agreement between the issuing cor- 
poration and the underwriters. 

The Future Avail, ‘Ability of Capital. Whether capital will be available 
in the future on favorable terms depends upon many considerations unre- 
lated to the regulation of security issues. The adequacy of the company’s earn- 
ings, the sufficiency of the provisions for depreciation, and the quality of the 
management are all factors which relate to phases of regulation that are not 
immediately associated with the control of security issues. But the future 
availability of capital also depends upon whether the company has followed 
a conservative financing policy. Regulation of security issues will therefore 
seek to assure that the total capitalization is not in excess of the net investment 
in the property, that the senior securities are protected by a cushion of assets 
provided through common-stock investment, that the fixed charges absorb 
only a safe fraction of the net earnings, or that the margin remaining after 
fixed charges is well in excess of any possible fluctuation in the net earnings of 
the corporation. 

Commission Approval of Capital Investments. Another objective which 
may be served by commission regulation of security issues is that of supervis- 
ing the purposes for which capital funds are obtained. The commission’s ap- 
proval of new securities must presumably be preceded by a finding that the 
proceeds are to be used for proper capital expenditures and that no more se- 
curities are being issued than required to obtain the requisite funds. It is cus- 
tomary for the commission to require the utility to report at stated intervals 
after securities have been issued, indicating the sums expended for the various 
capital purposes approved by the commission’s order. 

Publicity. The regulation of security issues also serves to provide adequate 
publicity in the interests of both the ratepayer and the investor. The mere fact 
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that regulation requires the presentation of certain essential data to a public 
authority is a disciplinary device, for a corporation will not undertake to issue 
securities for doubtful purposes when such a step would be attended by un- 
favorable publicity. The company may be required to submit such informa- 
tion as would be pertinent in enabling potential investors to appraise the new 
issue intelligently. Any improvement in the investment standing of utility 
securities, any reduction in the risks associated with investment in utility enter- 
prises, will reduce the cost of capital and thereby benefit consumers. 

2. CAPITAL REQUIREMENTS OF UTILITIES 

In the earlier discussion of the economic characteristics of public utilities it 
was noted that the public utility industries, especially the electric and tele- 
phone companies, have experienced rapid growth. Something of that rapid 
growth is reflected in Table 13, which presents a summary of the security sales 
by classes and the construction expenditures for private electric companies 
I from 1924 through 1938.® While the total capital issues for the years 1924 

through 1931 averaged substantially more than a billion dollars a year, a sig- 
' : nificant proportion of the issues were for refunding purposes, and in the period 

! i subsequent to 1932 a majority of the issues have been for refunding. However, 

during the period from 1924 through 1930, private electric companies alone 
required an average of approximately three-quarters of a billion dollars a year 
of new capital. It is especially notable that in the period since 1933 a very small 
■ • part of the total construction expenditures has been financed from the pro- 

ceeds of new capital issues; in part these funds have come from a reinvestment 
of the earnings of the operating companies (in some instances a reinvestment 
that was possible only at the expense of normal dividends to investors) and in 
part from funds supplied by holding companies. However, holding companies 
did not prove an important source of capital to their operating subsidiaries at 
the time when such financial assistance was most needed. 

' ' Table 44, “Securities Issued by Public Utilities,” presents a summary show- 

j ing all of the securities publicly offered by all utilities, plus those privately 

sold by registered utilities, for the period from 1935 to 1940. In this six-year 
period, security issues by utility companies aggregated slightly less than 
, 16,000,000,000. Approximately 95 per cent of the principal amount of the se- 

1 i cLirities issued have consisted of debt— -in principal amount the bonds con- 

! ; stituting 82 per cent, the debentures 10 per cent, and notes 3 per cent. Preferred- 

' P stock issues accounted for 5 per cent of the total and common-stock issues for 

1 i I only /•! 0 of I per cent. In these six years it is clear that utility companies have 

j not found it possible to improve their financial structure through equity financ- 

4 . ing. Some gains have been attained through funding of short-term indebted- 

ness and the refunding of high-interest bonds by issues bearing low interest 
rates, as well as through capital contributions by holding companies and more 
conservative administration of income. In the years ahead it will be imperative 
for the industry to finance increasingly through common stock. 


Ji 


Supra, p. 45. 



TABLE 44 * 

Securities Issued by Public Utilities 

{Publicly Offered for All Utilities and Privately Sold for Registered Utilities) 



value) — 0.0 — o.o 2 5,514,810 0.6 6 14,485,545 

Total all issues 62 $983,502,995 91 $889,931,600 86 $881,247,251 431 $5,880,824,432 

* Source: S.E.C., Security Issues of Electric and Gas Utilities, igjy~iQ40. 
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3. THE NEED FOR REGULATORY SUPERVISION 

The Nature of the Public’s Interest. The character of the public’s inter- 
est in security regulation, particularly as it relates to the principal objectives 
of reasonable rates and adequate service, has already been discussed. In the 
interest of assuring adequate service at the lowest reasonable cost, an attempt 
is made to assure that capital will be raised on economical terms and that the 
financial policy of the corporation, particularly with respect to its capital struc- 
ture, shall be such as to assure that capital will be available in the future on fa- 
vorable terms. The collateral aspects of security regulation, the assurance of 
due publicity, and the protection afforded to investors are also significant in 
keeping capital costs at a low figure. What remains to be emphasized here is 
the fact that the public interest is concerned not simply with the policy pursued 
by the individual utility company and the consequences of that policy for the 
particular company, but also with safeguarding the investment status of the 
entire industry; any circumstances which adversely alfect the investment 
character of the securities of any particular utility or utility holding company 
tend to impair the investment quality of all utility issues and so to increase 
the cost of capita! to all utilities. And finally, faulty capital structures render 
the entire economy more sensitive to the dislocations of the business cycle. 

The Failure of Laissez-faire. The failure of laissez-faire methods with 
respect to utility financing may be catalogued in terms of the unfortunate 
consequences which have ensued, (i) The most obvious evil has been the ex- 
cessive issue of securities. Stock-watering has been prevalent; securities have 
been issued without the receipt of equivalent assets by the corporation. (2) Un- 
balanced capital structures have, in many instances, handicapped utility financ- 
ing, and unduly increased the cost of capital. (3) The overissue of securities 
has created expectations with respect to interest and dividend payments which 
have often forced the management to follow less than conservative policies 
in the administration of corporate income. The failure to meet dividend ex- 
pectations always has an adverse effect upon the investment standing of the 
utility securities. But the payment of dividends when earnings are inadequate 
or when insufficient provision has been made for depreciation and retirement 
may result in an immediate impairment in the capital of the corporation and 
will certainly result ultimately in undermining the investment standing of 
its securities. (4) Abuses have been associated with the marketing of utility 
securities, especially where the utility has been under holding-company domi- 
nation. Security issues have been accompanied by the falsification of accounts, 
the concealment of significant information, misrepresentation with respect 
to the purposes for which the proceeds are to be applied, and actual stock- 
market manipulation to create artificially the appearance of an investment 
demand for the security. (5) Despite the economic security of the utility in- 
dustries generally (their protection against competition and the stability of 
their earnings), there have been too many failures and reorganizations, with 
attendant losses to investors and a deterioration in the investment standing of 
all utility securities. 
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4. COMMISSION JURISDICTION OVER SECURITY ISSUES 

State Control. The scope of state regulation. Since regulation of utility 
securities began with the state and since the scope of the regulation is depend- 
ent upon the powers which the legislature has delegated to the commission, 
a consideration of state regulation may properly begin with an examination 
of the statutory provisions with respect to commission jurisdiction over utility 
security issues. Although the period since 1929 witnessed a marked extension 
of regulation, the jurisdiction of the public service commissions as of 1939 did 
not include the regulation of secui'ity issues in a number of states, and even in 
those states where regulation of securities was established, commission control 
did not apply to all categories of utility companies. In thirteen states, no pro- 
vision whatever has been made for the regulation of security issues,’’^ and in 
five states only the security issues of railroads are subject to commission con- 
trol.® Only thirty-one commissions are regulating the security issues of electric 
utilities.® 

The historical conception of the regulatory problem. If regulation of se- 
curity issues in the past has been something less than completely effective, the 
responsibility rests only in part with the legislature. Both commissioners and 
legislators conceived the problem to be simpler than it was in actuality. With 
the exception of the street railway, the various local utilities experienced steady 
and rapid growth until the temporary cessation of the ig3o’s. While utilities 
were expanding rapidly, all questions associated with the regulation of securi- 
ties were colored by the fact that these corporations were constantly in need of 
additional capital. Commissions tended to focus their attention upon the 
amount of securities which the utilities sought to issue rather than on the 
forms of securities that were utilized in raising new capital; and it was con- 
sidered that regulation had performed its function if utilities did not issue 
securities in excess of the amount required to finance their program of addi- 
tions and betterments. Regulation was concerned essentially with the security 
issues and capitalization of the operating utility; the state commissions had 
no jurisdiction over holding companies, which were not considered to be 
public utilities, and which were for the most part incorporated in states where 
regulation was nonexistent. There was no dear understanding of the intimate 
relation between the financial policies and practices of the holding companies 
and the costs of capital to, and the operating expenses of, the local utility com- 
pany. Commission supervision largely ignored such matters as the conditions 
and terms of issues; these were left to the discretion of the management, for it 
was not generally realized that holding companies might use their control for 
the purpose of profiting from the sale and distribution of operating companies’ 

Colorado, Delaware (no commission), Florida, Idaho, Iowa, Louisiana, New Mexico, Ne- 
braska, Oklahoma, South Dakota, Utah, West Virginia, and Wyoming. 

® Minnesota, Mississippi, Montana, Nevada, and Texas. 

® Alabama, Arizona, Arkansas, California, Connecticut, District of Columbia, Georgia, Illinois, 
Indiana, Kansas, Kentucky, Maine, Maryland, Massachusetts, Michigan, Missouri, New Hampshire, 
New Jersey, New York, North Carolina, North Dakota, Ohio, Oregon, Pennsylvania, Rhode 
Island, South Carolina, Tennessee, Vermont, Virginia, Washington, and Wisconsin. 
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securities. Finally, state control took no elJective steps to correct the results of 
past excesses in the capitalization of utility companies; regulation was con- 
fined largely to the supervision of current issues of securities, and new issues 
were approved even though the books and capitalization still reflected the 
stock-watering and write-ups of the past. 

The general character of the statutory provisions. Most legislation begins 
with the statement that the issuance of securities by public service corporations 
is a “special privilege” which may be exercised only with the approval of the 
commission.’^® The commission’s jurisdiction usually extends to all classes of 
securities, stocks, bonds, the guarantee of securities of other corporations, and 
certificates of indebtedness. 

The only exemption from the necessity of getting the prior approval of the 
commission is with respect to short-term certificates of indebtedness, and such 
short-term notes are commonly exempt only if they have a maturity of less 
than a year and only to the extent that the aggregate of the outstanding short- 
term notes is not in excess of some designated percentage, often 5 per cent, of 
the par value of other outstanding securities. In only ten jurisdictions are 
short-term certificates of indebtedne.ss not exempt from commission juris- 
diction.’’ The states are almost evenly divided with respect to their policy 
governing the refunding of short-term notes : some provide that no such notes 
may be refunded by another similar issue without the commission’s consent; 
while a somewhat larger number permit their refunding or renewal without 
commission approval, although the period that such unauthorized issues may 
be outstanding is usually limited, commonly to five years.’*’ 

Wide variations exist among the states with respect to the detail with which 
the procedure of security regulation is defined. In some statutes there is noth- 
ing more than a very general authorization to the commission to adopt such 
procedures with respect to hearings and investigations as appear necessary or 
desirable. In other states, the statutes prescribe in detail both the form of ap- 
plication that shall be used in petitioning for commission approval and the 
procedures which the commission shall observe and the findings which "it must 
make. In all, some twenty-five states have statutes which specify the findings 
which are requisite before the commission may approve any petition for an 
issuance of securities.’^ The usual statutory directions with respect to the 
findings which the commission must make are couched only in general terms. 

The purposes for which utilities may issue securities are commonly enumer- 

^0 See California, Laws of 1937, Act 6386, Sec. 52 (a). 

District of Columbia, Minnesota, Mississippi, Montana, Nevada, New Jersey, New Mexico, 
Tennessee, Texas, and Wisconsin. 

Where short-term certificates of indebtedness are exempt, the more progressive statutes require 
that the utility shall file with the commission a notification of all short-term notes sold. 

Connecticut, District of Columbia, Massachusetts, Minne-sota, Mississippi, Montana, Nevada, 
New Hampshire, New Jersey, New Mexico, Oregon, Pennsylvania, Rhode Island, Tennessee, 
Texas, Vermont, and Wisconsin. 

Alabama, Arizona, Arkansas, California,. Georgia, Illinois, Indiana, Kansas, Kentucky, Maine, 
Maryland, Michigan, Missouri, Nebraska, New York, North Carolina, Ohio, South Carolina, Vir- 
ginia, and Washington. 

Alabama, Arizona, Arkansas, California, Georgia, Illinois, Indiana, Kansas, Kentucky, Maine, 
Maryland, Massachusetts, Michigan, Missouri, Nebraska, New Hampshire, New York, North Car- 
olina, Oregon, Rhode Island, South Carolina, Texas, Vermont, Virginia, and Wisconsin. 
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ated in the statutes. Thus the Missouri statute provides that a utility may issue 
secyrities “when necessary” (i) for the acquisition of property, the construc- 
tion, completion, extension, or improvement of its plant or distributing sys- 
tem, (2) for the improvement or maintenance of its service, (3) for the dis- 
charge or lawful refunding of its obligations, or (4) for the reimbursement 
for moneys actually expended from income, or from any other moneys in the 
treasury of the corporation not secured or obtained from the issue of stocks, 
bonds, notes, or other evidence of indebtedness of such corporation.^ 

More than half of the states have placed statutory limitations upon the 
amount of securities that may be issued by public utilities.^*' Of the general 
limitations, the most common are those which stipulate that the amount of 
securities to be issued shall not exceed the amount which is reasonably re- 
quired for the purposes specified in the commission’s order, and it is cus- 
tomary to forbid utility companies to capitalize franchises, contracts, or other 
rights in excess of the amount paid for them to the state or to one of its po- 
litical subdivisions. In the past, statutory limitations upon the issue of indebted- 
ness, limiting the aggregate outstanding indebtedness to some percentage of 
the capital stock of the corporation, have been included in a number of 
stattites.^”^ The Indiana statutes are perhaps the most elaborate: the aggregate 
amount of preferred stock and indebtedness may not exceed 75 per cent of 
the total capitalization of the corporation; and the commission is instructed to 
consider, before approving any issue of securities, the total outstanding capi- 
talization of the utility in relation to the total value or investment in its prop- 
erty, as well as the character and proportionate amount of each kind of se- 
curity, and any unamortized discounts applicable to outstanding securities.^® 
A merger, consolidation, or reorganization always occasions an issue of se- 
curities. In general, the same principles and proceclures govern such issues as 
prevail with respect to any other security issues. However, certain states have 
given their commissions added powers with respect to mergers.’^® The most 
frequently encountered statutory provision specifies that the securities issued 
to effect a merger or consolidation shall not exceed the aggregate capitalization 
of the constituent companies, plus any additional investment that is made at 
the time of the merger.^® 


Missouri, Revised Statutes, ig2g, Sec. 5196. 

Arizona, Arkansas, California, Connecticut, Georgia, Illinois, Indiana, Kansas, Kentucky, 
Maine, Maryland, Massachusetts, Michigan, Missouri, Nebraska, Nevada, New Hampshire, New 
York, North Carolina, Ohio, Oregon, Pennsylvania, Rhode Island, South Carolina, Texas, Vir- 
ginia, Washington, and Wisconsin, 

1 '' For the history of these provisions in the Massachusetts statutes, see Barnes, Public Utility 
Control in Massachusetts, pp. 63-68. 

Indiana, Laws of Jgjj, Ch. 190, Secs. 7 (a) and 8. 

Alabama, California, Connecticut, District of Columbia, Illinois, Indiana, Maine, Maryland, 
Massachusetts, Minnesota, Mississippi, Missouri, Nebraska, Nevada, New Jersey, New York, Ohio, 
Oregon, Pennsylvania, South Carolina, Tennessee, Vermont, and Virginia. 

The Ohio statute is somewhat more specific in stipulating that the aggregate debt of the 
consolidated company shall not be increased by the merger. (Ohio, Page’s General Code An- 
, notated, Sec. 614-59.) California requires that any merger or consolidation shall be accompanied 
by a reorganization of the utility’s capital structure if such is in the public interest. (California, 
Decring’s General Laws, Act 6386, Secs. 51 and 52 41937].) It is, of course, desirable that the 
securities issued in the merger or consolidation of utility companies should not exceed the proper 
value of the utility’s assets; yet only the statutes of Indiana and Pennsylvania provide that the 
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It is customary for the statutes to require, or for the commission to require 
as a condition of its approval if the statute is silent, that the application of, the 
proceeds of any issue shall conform to the purposes approved in its order.- ^ 

Appraisal of state control over securities. No statistical demonstration is 
necessary to support the conclusion that state regulation of the securities issues 
and capitalization of utility companies has been a failure; indeed, such suc- 
cess as has been attained by individual states only serves to emphasize the mag- 
nitude of the failure generally. If any factual evidence be needed to support 
this conclusion, it may be drawn from the record of the financial excesses of 
the holding-company systems in the 1920’s and the financial distresses of both 
holding and operating companies in the 1930’s. 

The circumstances which account for the record of failure are equally ap- 
parent, although there may be some dillerence of opinion as to the quantitative 
responsibility of the different factors. First, there existed no regulation at all 
in a substantial proportion of the states. Secondly, many states which did at- 
tempt a regulation of security issues did not confer adequate statutory powers 
upon their commissions. Thirdly, the commissions, operating with small staffs 
and limited budgets, have been unable to make the thorough investigations 
which should precede the granting of a petition for security issues, and hence 
such applications have often been handled as routine matters. Fourthly, the 
holding companies, which have been the chief offenders against sound finan- 
cial principles, have been completely beyond the reach of state regulation and 
were wholly unregulated until the assertion of federal authority in the Securi- 
ties Act of 1933. And finally, there has been insufficient emphasis on the need 
for remedial action to correct the past errors in financial management.-^ 

Federal Regulation. Federal regulation of the security issues and capitali- 
zation, of both operating and holding companies, was forced by the abuses 
associated with holding companies and with the absence of regulation by 
many of the states. In reciting the reasons necessitating federal regulation of 
holding companies, the Public Utility Act of 1935 enumerated the abuses re- 
lating to security issues that required correction: that investors lacked the in- 
formation necessary to appraise the financial position or earning power of 
utility companies; that in many instances securities were issued without the 
approval or consent of any state authority; that securities were issued on the 
basis of fictitious or unsound asset values and were unrelated to the sums in- 
vested in, or the earning capacity of the properties, being based upon paper 
profits arising from intercompany transactions or the anticipation of excessive 
revenues from operating companies; and that subsidiary public utility com- 

commission shall determine the valuation of the consolidating companies’ properties, while the 
South Carolina statutes make the valuation est.ablished by the companies subject to the scrutiny 
of the commission. (Indiana, Burns' Indiana Statutes, 1933, Sec. 54-506 and Sec. 54-510; Penn- 
sylvania, Pardon's Pennsylvania Statutes. Sec. 202 and Sec. 1122; South Carolina, Code of Laws. 
1934, Sec. 8555.2 (13).) 

21 Statutory provisions governing the disposition of proceeds are found in Alabama, Arizona, 
California, District of Columbia, Illinois, Indiana, Kan.sas, Kentucky, Maine, Maryland, Massa- 
chusetts, Michigan, Missouri, New Hampshire, New York, North Carolina, Ohio, Oregon, Penn- 
sylvania, Rhode Island, Virginia, Washington, an,d Wisconsin. 

22 See Hew Hampshire Gas &■ E. Co.. 88 N.H, 50, 184 Atl. 60? (1936). 
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panics had been overcapitalized with the resulting tendency to prevent volun- 
tary, rate reductions.-^ 

At present supervision over the security issues of public utilities is exercised 
by both the Securities and Exchange Commission and the Federal Power 
Commission. The former exercises its authority under the Securities Act of 
1933 and the Public Utilities Act of 1935: the latter acts with respect to elec- 
tric power companies under the Federal Power Act of 1935. 

The Securities Act of The Securities Act of 1933 confers upon the Se- 
curities and Exchange Commission a limited jurisdiction over all securities 
issued and sold in interstate commerce.-'^ This act, which applies to all classes 
of corporations, not simply to utility companies, is primarily concerned with 
assuring the full disclosure of all material facts that are requisite to enable the 
investor to judge any particular security. 

The Securities Exchange Act of ig^. The Act of 1934 extended Commis- 
sion regulation to the organized stock exchanges and the over-the-counter 
markets in order to eliminate manipulation and other abuses associated with 
trading in securities. The statute provided for more adequate annual reports 
and other information regarding corporations whose securities are traded on 
any of the national securities exchanges.-^ 

The Public Utility Act of ig]^. Under the Public Utility Act of 1935, the 
Commission has supervision over all registered holding companies and tlieir 
subsidiaries with respect to the issuance of securities.-^ Only when a declara- 
tion has become effective may a registered holding company or subsidiary 
issue or sell any security or “exercise any privilege or right to alter the priorities, 
preferences, voting powers, or other rights of the holders of an outstanding 
security of such company.” The declaration includes all of the information 
and documents required under Section 7 of the Securities Act of 1933, together 
with such additional information as the Commission may prescribe “as neces- 
sary or appropriate in the public interest or for the protection of investors or 
consumers.” Before it may permit a declaration to become effective, the 
Commission must not only find that all material facts have been fully and 
accurately disclosed, but it must also find that the proposed security conforms 
to certain quite specific and strict statutory standards.-® The purpose of se- 
curity regulation under the Public Utility Act of 1935 is not to assure that 
investors may secure full information with respect to security offerings, but 
to protect both existing and prospective security holders and consumers, and 
to assist state regulatory authorities. 

The jurisdiction of the Federal Power Commission. The jurisdiction of 
the Federal Power Commission over electric companies engaged in interstate 
commerce is intended to provide supervision over those companies whose 


“^Public Utility Act of 1935, 49 Stat. 803, Sec. i (b). 

24 48 Star. 74. 48 Stat. 881. 26 stat. 803, Sec. 6 (a). 

2 " Sec. 6 (a). It i.s made unqualifiedly unlawful for any registered holding company or sub- 
sidiary to sell any security of the holding company from house to house, or to cause any officer 
or employee of a subsidiary company to sell any of the securities of the holding company. (Sec. 

^ 28 sL. 7 (a). ®®Sec. 7 (b), (c), (d), and (e). 
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securities are not subject to regulation either by the Securities Exchange Com- 
mission or under the laws of the state in which they are organized and oper- 
ating. As the holding-company systems are reorganized and as an increasing 
proportion of public utility companies cease to be either holding companies 
or subsidiaries within the meaning of the Public Utility Act of 1935, corpora- 
tions which are now subject to the Securities and Exchange Commission will 
cease to come under its jurisdiction and will fall increasingly within the scope 
of the Federal Power Commission’s control. At the present time, however, 
the Federal Power Commission’s regulation of security issues is both less 
extensive and less intensive than that of the Securities and Exchange Com- 
mission. 

The nature of the regulatory problem. The problem of security regulation 
presented to the federal commissions is quite distinct from that which faced 
the state commissions in earlier years. If the utility industries have not come 
to maturity, at least their rate of growth is slackening. Where the state com- 
missions have been concerned primarily with the assurance of new capital to 
a rapidly growing industry, federal regulation was instituted at a time when 
the public utility industries were not experiencing full financial health. Fed- 
eral regulation was presented with the urgent problem of restoring sound 
financial conditions, and this objective could be attained only through a re- 
form program. The first requisite was the elimination of the excessive capi- 
talizations that had arisen from the stock-watering activities of years before 
1930. A reconstitution of capital structures was urgently needed to reduce the 
proportion of debt to equity capital, and to place the companies in a position 
where they would be able to raise new capital on economical terras. The in- 
terest-bearing securities of utility companies were unduly burdensome and 
required refunding at lower rates of interest. The inadequate provisions for 
depreciation and maintenance in the past had resulted in a deterioration in 
physical properties; satisfactory service for the future required that more ade- 
quate provision be made for depreciation and that any past impairment in 
the capital of these companies arising from deferred maintenance and the 
financing of replacements by new security issues be made good. And finally, 
there was the necessity for a more equitable di.stribution of voting control in 
the interest of creating a more responsible management and giving those in- 
vestors who provide the capital a voice in management proportional to their 
investments. 

5. STANDARDS FOR SECURITY REGULATION 

Commission regulation of the capital issues of utilities has important reper- 
cussions upon the interests of investors, consumers, the management, and 
those who underwrite and distribute the securities. Flow can the divergent 
interest of these groups be safeguarded.? 

There are seven standards to which all security issues of utility companies 
should conform: the corporation should have a reasonable total capitalization, 
reasonable both in relation to the actual investment in corporate assets and 
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to the present and prospective earnings; it should have a reasonable capital 
structure; the capitalization should be confined to desirable types of securities; 
the purposes for which securities are sold should be compatible with sound 
principles of accounting and financial management; the amount of the issue 
should not be in excess of the company’s requirements for new capital; the 
terms of the issue should be consistent with due economy in the raising of 
capital; and the result of any security issue should leave the corporation with 
an equitable distribution of voting power. The specific content of these stand- 
ards may be examined. 

A Reasonable Total Capitalization. What should be the basis for judg- 
ing the reasonableness of the total capitalization? Should the capitalization of 
a utility be adjusted to its earning capacity, to the rate base recognized by 
the commission, to the actual investment in capital assets, or to the investment 
made by security holders? All of these have been proposed as security bases. 

The adjustment of capitalization to earning capacity. Th-t capitalization 
of a corporation may appear to be above or below the sum that would be 
indicated by a capitalization of its earnings at the prevailing rate of return. 
If a corporation is undercapitalized on an earnings basis, should it be permitted 
to increase its capitalization? The principal advantages of such a change to a 
corporation would be threefold: it would avoid the appearance of having 
excessive profits, and so forestall criticism with respect to its charges; the total 
value of its outstanding securities might be expected to increase as a result of 
a stock split or a stock dividend; and also, if the shares have been selling at a 
high price, the consequent lowering of price might result in a wider dis- 
tribution of the securities among investors. 

There are certain disadvantages for a corporation in a policy of increasing 
capitalization, even when the increase is not in excess of the total that might be 
supported by its established earning capacity. The credit of the utility may 
be impaired if its earnings subsequently decline. Even if earnings are sus- 
tained, the capitalization of a company at the limits justified by existing earn- 
ings tends to have an unfavorable effect upon its credit; a corporation with a 
sizable surplus is able to borrow funds at lower interest and to issue equity 
securities on more favorable terms than one with no cushion of earning power 
or of assets such as is provided by a substantial surplus. Furthermore, the in- 
crease in capitalization will presumably be accompanied by a proportional re- 
duction in the surplus account; with a smaller surplus the corporation has less 
freedom in continuing the dividend payments in years where current earn- 
ings are less than current dividend requirements; to freeze the surplus into the 
capitalization may therefore result in limiting its future ability to follow a 
liberal dividend policy such as might have been justified on the basis of the 
earned surplus prior to the increase in capitalization. 

From the point of view of regulatory authorities and consumers, an in- 
crease in a utility’s capitalization to the limit justified by its present earnings 
is disadvantageous. The higher the corporation’s capitalization in relation to 
its investment in assets and its earning capacity, the higher the cost of capital 
may be expected to be. Ah equally serious objection to maintaining the cap- 
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italization at the full sum justified by present earnings is the fact that the cor- 
poration’s freedom of choice with respect to future capital issues may be seri- 
ously impaired. 

Except at certain crises in the life of the corporation, there is seldom any 
suggestion that capitalization be adjusted downward to conform to a decline 
in earnings. However, such adjustments do come about voluntarily when 
the corporate management wishes to establish a surplus against which to write 
off an impairment in capital. With this exception, downward adjustments 
in capitalization are likely to be associated only with receivership and reor- 
ganization proceedings. The established legal rights of various clas.ses of se- 
curity holders do not permit the management to make such adjustments of 
capitalization to lower earnings at will, and the difficulty of such downward 
adjustments emphasizes the inadvisability of permitting a corporation to be 
capitalized at the full sum which might appear to be justified by current 
earnings. 

There are legitimate uses of the earnings-capacity base in regulating the 
capitalization of utility companies. The capitalized earnings of the company 
may be accepted as the maximum beyond which the company should not 
be capitalized. If a proposed issue of securities would result in an outstanding 
capitalization in excess of the sum indicated by the capitalization of expected 
earnings at the prevailing rate of return, there is prima facie evidence that the 
proposed issue of securities should not be approved. In approving security 
issues in connection with a reorganization or merger, the commission may 
insist that the capitalization of the new company be not in excess of the pros- 
pective earnings, capitalized at the recognized fair rate of return. 

The rate base. In the search for the proper base for capitalization, the ques- 
tion naturally rises as to why the rate base should not serve as the base for 
security issues. Since most utilities are protected from competition and since 
the rate base constitutes the standard by which the company’s right to earn- 
ings is established, it may appear that the use of this basis for determining the 
total capitalization would result in a capitalization which would be both 
stable and consistent with the company’s prospective earnings. The earnings 
sanctioned by regulatory authority would always be a reasonable rate of re- 
turn upon the outstanding securities; the company would therefore be able 
to raise capital on favorable terms; and the company would likewise be spared 
such criticism as might arise if its earnings appeared excessive in relation to 
a more conservative capitalization. Nonetheless, on further analysis, the ad- 
vantages of basing capitalization upon the rate base appear to be illusory. 

Several objections to using the rate base to judge the reasonableness of total 
capitalization exist. First, the rate base lacks stability, especially when the 
present-value base is used. Secondly, if the capitalization should be adjusted 
to the rate base the commission might find itself seriously hampered if cir- 
cumstances should subsequently require a reduction in the rate base. Thirdly, 
since serious consequences would attend a reduction in the rate base below 
the capitalization, the question may be raised again as to whether it would he 
feasible to expect the capitalization to be adjusted to reductions in the rate 
base; the impracticability of downward adjustnaents emphasizes the inad- 
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visability of formally joining the capitalization to the rate base. Freedom of 
action for the commission, as well as adherence to a sound financial policy by 
the corporation, require a capitalization that is somewhat less than the rate 
base. 

Net investment in capital assets. If net investment in capital assets should be 
adopted as the base for security issues, the corporation would be permitted to 
issue securities against any expenditures properly chargeable to capital ac- 
counts without regard to the source of the capital funds. This base has been 
widely accepted by commissions, which have tended to approve security is- 
sues whenever the company has capital assets equivalent to, or in excess of, 
the existing capitalization plus the par value of the proposed issue. 

The use of actual net investment by the corporation as the base for capi- 
talization would have certain advantages. First, the capitalization would re- 
flect the actual investment by the corporation, and therefore the earnings on 
the outstanding securities would reflect the true rate of earnings upon the 
capital assets used. Secondly, if every capital expenditure could be capitalized, 
the corporation would be encouraged to make additional investments as re- 
quired. There would be an inducement to management to follow a liberal 
policy in the reinvestment of earnings. Thirdly, to base capitalization upon 
the actual net investment by the corporation would afford a stable security 
base, in contrast to the fluctuating base that would be inescapable if either cap- 
italized earning capacity or the rate base should be used. 

There are certain possible inconveniences attached to' the use of actual net 
investment as the security base. The accumulation and maintenance of a cor- 
porate surplus is in itself a sound financial policy for a corporation to follow. 
The capital assets obtained through the reinvestment of earnings create a 
cushion of earning power and asset value which affords protection to security 
holders, enhancing the investment standing of a corporation’s securities. From 
the point of view of regulatory authorities and of investors, it is desirable to 
keep a record of the capital contributed by security holders distinct from the 
amount of capital which has been acquired through the reinvestment of earn- 
ings- The freezing of the surplus also limits the freedom of the corporate 
management with respect to future dividend policies. 

The investment of security holders. The acceptance of the investment by 
security holders as the proper measure of corporate capitalization would as- 
sume that the par value of the capitalization would be adjusted to the actual 
contribution which investors have made to the corporate treasury. This basis 
for capitalization is the most conservative of those considered, and it possesses 
advantages which make it appear to be the most desirable standard for use by 
public service commissions. First, the investment of security holders is a stable 
sum. Secondly, the utility’s earnings on the actual investment contributed by 
investors is a highly significant fact which, in the interests of public policy, 
should be readily determinate. These earnings are perhaps the most important 
single factor influencing the attitude of investors. Thirdly, the acceptance of 
this base for capitalization results in the accumulation of a surplus to the ex- 
tent that earnings are reinvested, and the presence of an earned surplus gives 
the corporation greater financial strength and greater freedom in its dividend 
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policy. Fourthly, publicity as to the actual investment by security holders may 
be expected to lead to more realistic methods of rate making, the utility’s nites 
being established with reference to its actual financial requirements. Fifthly, 
there would be less danger that accidental destruction of property or insuf- 
ficient provision for depreciation would result in an impairment of capital or 
a deterioration in the investment standing of its securities. 

Certain obstacles or objections to the use of the investment by security hold- 
ers as the basis of the corporate capitalization may be noted. First, the adoption 
of this base may be impracticable for corporations whose present capitalizations 
are excessive in relation to the actual investment by security holders. Secondly, 
since a corporation cannot always be sure of selling its securities at par, there 
might exist minor discrepancies, discounts, or premiums, between the par 
value of outstanding securities and the sum which investors have paid into 
the corporate treasury. Thirdly, confining capitalization to sums actually paid 
in by investors may expose a utility corporation to criticism, especially where 
the public fails to realize that the corporation has followed a policy of reinvest- 
ing its earnings. Fourthly, it has been said that restricting security issues to 
the investment by security holders and refusing to permit stock dividends 
where earnings have been reinvested would tend to discourage a corporation 
from following this conservative policy. 

No fixed basis for capitalization can be maintained under all circumstances. 
The discrepancies that arise from the sale of securities at a discount or a pre- 
mium are obvious. A more serious difficulty is encountered whenever the 
capitalization is excessive, for downward adjustments in capitalization can 
seldom be realized without elaborate proceedings. It is not, in practice, neces- 
sary to adhere to a single standard in estimating the total capitalization that 
is appropriate for a utility corporation; all of the measures or standards sug- 
gested have some significance. In general, the most useful standard is the in- 
vestment by security holders. 

A Re.^sonable Capital Structure. It is not enough that regulations should 
seek to maintain a reasonable total capitalization for utility enterprises; it is 
equally important that the capitalization consist of such classes of securities in 
such proportions as to maintain a reasonable capital structure.'^'^ A capital 
structure is reasonable when it is balanced and elastic. 

Balance. Balance is a concept which is directed to the future ability of the 
corporation to maintain solvency and raise new capital economically, and is 
hence fundamentally a function of the corporation’s earning power. A bal- 
anced capital structure would limit the bonded indebtedness of an operating 
utility to fifty per cent or less of the total capitalization and the remainder of 
the investment would be raised through junior securities.’"^ In general, it may 
be said that the total bond issue should not exceed one-half of the investment 
in earning assets, that the fixed charges on bonded indebtedness should be 
earned at least twice, after full provision for depreciation and maintenance, 
and that the margin after bond interest should be substantially greater than 

Capital structure refers to the proportion of the capitalization that consists of bonds, other 
indebtedness, preferred stocks, and common stocks. 

It is assumed that there are no write-ups in asset values, and no stock-watering. 
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any possible fluctuation in the gross earnings of the corporation. Since it 
would be desirable never to have bonds exceed one-half the investment in 
utility assets, it would presumably be advisable to have the bond issue restricted 
to less than 50 per cent of total capitalization, so that any subsequent issue of 
bonds might not carry the total bonded indebtedness above the 50 per cent 
margin. The remaining capitalization should consist predominantly of com- 
mon stock, although small issues of preferred stock are reasonably safe. From 
the point of view of balance, an ideal capital structure for a utility corporation 
would consist of at least 50 per cent common stock, not more than 30 per 
cent bonds, and not more than 20 per cent preferred stock, the ultimate ob- 
jective being to keep contractual payments well below the margin of safety. 

A balanced capital structure has significant advantages for both investors 
and consumers. It provides safety against corporate failures; where the total 
bond issue is small, there is little likelihood that the earnings of any one year 
will not suffice to pay the fixed charges. The added security that comes from 
a conservative capitalization carries the assurance that the utility will be able 
to obtain capital at low cost. And finally, a balanced capitalization facilitates 
the raising of new capital even when conditions in the investment market are 
not notably favorable. 

Elasticity. A capital structure possesses elasticity when it is adaptable to new 
conditions. The first requirement is a simple capital structure, since a com- 
plicated capital structure consisting of many different classes of securities sets 
up legal rights which can be changed only with difficulty. In the interest of 
elasticity it is also desirable that the corporation should make its senior se- 
curities, both bonds and preferred stocks, callable so that low-interest bearing 
securities may be substituted for outstanding securities whenever a substantial 
saving is thereby possible.''^^ 

Desirable Types of Securities. In the past regulation has paid insufficient 
attention to the type of security. The use of undesirable types of securities pro- 
duces a deterioration in the investment standing of utility securities and an 
increase in the cost of capital, not only to the company issuing the dubious 
securities but to the industry generally; and the complexity of corporate 
structures resulting from the multiplication of security types has exposed in- 
vestors to injustice, discrimination, and substantial pecuniary losses. 

Most utility financing has been accomplished through long-term indebted- 
ness, either mortgage bonds or debentures, and common stock. These two 
classes of securities clearly have distinctive functions to perform in adjusting 
the capital requirements of the industry to the financial needs of different in- 
vestors. But many companies have not been satisfied with two classes of se- 
curities: many issues of bonds and debentures, the use of short-term notes, 
the introduction of one or more issues of preferred shares, and the devising 
of several classes of common stocks have not been uncommon aspects of the 
financial policy of both holding and operating companies. The misfortunes 

It should be noted that it is not necessary for the corporation to make its bonds and pre- 
ferred callable at a high premium. While a modest premium may make the security more 
attractive to investors, a large premium handicaps the corporation without any corresponding 
advantage in increasing the marketability of the new issue to which the premium feature is 
attached. 
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that have befallen utility investors since 1930, together with the attempt of the 
federal government to cope with the problems created by the holding com- 
pany, have belatedly focused attention on the importance of restricting utility 
security issues to certain standard types whose characteristics are clearly un- 
derstood by investors. 

The Public Utility Act of 1935 has made a start in the formulation of the 
principles which should govern the selection of the types of security by which 
utility holding companies will be financed. For the future, the security issues 
of holding companies are expected to be confined to common stock and bonds 
(and receivers’ or trustees’ certificates) .*■*'" A departure from these rigid stand- 
ards is permitted where the security issue is for the purpose of refunding or 
extending an outstanding security or for the purpose of ejecting a merger, 
consolidation, or other reorganization. An exception is also permitted where 
the financing is by a public utility company. The most notable feature of these 
standards is the omission of preferred stock as appropriate for holding com- 
panies. 

Bonds. The propriety of bonds in the capital structure of utility companies 
is generally acknowledged, in view of the stability of their earnings. Operat- 
ing utilities and holding companies have issued bonds freely, using mortgage 
bonds, collateral-trust bonds, and debentures.^^ When issued in reasonable 
proportions, the bonds of operating utilities possess those characteristics of 
safety of principal and assurance of income which are implied in the term 
“bond,” Flowever, a strict adherence to proper standards of security would re- 
quire that holding companies, whose assets consist primarily of the junior 
securities of operating subsidiaries, forego completely the use of bonds in 
their financing. 

Since capital requirements are large and fairly continuous, utilities have 
found it advisable to use open-end mortgage bonds rather than closed mort- 
gage bonds. The open-end mortgage bond permits the issuance of new bonds 
under the existing indenture subject, commonly, to two restrictions— bonds 
may be issued only to a certain percentage (66%, 75 or 80 per cent) of the new 
capital requirements, and additional blonds may be issued only when the 
earnings available for bond interest are a minimum multiple (usually 2 or 
1% times) the interest requirements, including the interest on the bonds to 
be issued, 

The collateral-trust bond has been gravely abused, especially by holding 
companies.'^" A collateral-trust bond should not be issued on the pledge of 

S'** Provision is also made for the guarantee of, or assumption of liability on, the securities of other 
companies. (Sec. 7 [c] [i].) 

The mortgage bond is secured by a lien on physical property; the collateral-trust bond is 
secured by the pledge of other securities; and debentures are secured only by the general credit of 
the corporation without a lien either on the physical property or other securities. 

The attractiveness of bond issues to utility promoters and to the common-.stock “control” 
has rested on two con.siderations; (i) the borrowing of capital at an interest rate below the rate 
of earnings on the total investment has increased the earnings available to the common stock; 
and (2) where the corporate income tax law permits the deduction of bond interest before the 
calculation of the tax, the existence of the bond issue has decreased the utility’s tax liability and 
increased earnings on the common stock. 

Federai Trade Commission, Utility Corporations, No. 72- A, pp. 373-376. 
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junior securities or common stocks; yet this class of security was usual for 
the collateral trust bonds of holding companies prior to 1935. The collateral 
should possess the same qualifications with respect to security of interest and 
principal that are possessed by the mortgage bonds. This requirement is now 
imposed on registered holding companies and their subsidiaries by the Public 
Utility Act of 1935. 

The debenture has been issued by both strong and weak corporations. It 
constitutes a preferred claim on the assets of the corporation in case of liquida- 
tion and a contractual claim on the earnings to the extent of the stipulated 
interest. Unlike the mortgage bond or the collateral-trust bond, the debenture 
does not constitute a lien upon specific assets. However, the same general 
standards with respect to security of principal and income should apply to the 
debenture as apply with respect to collateral-trust and mortgage bonds; the 
corporation should possess earnings and assets of a character which would 
permit it to issue mortgage bonds or collateral-trust bonds before it is justified 
in issuing debentures. 

Certificates of indebtedness. The certificate of indebtedness is a short-term 
obligation, usually maturing within twelve months, though sometimes run- 
ning for two years. This security has two legitimate uses: to enable the 
management to raise funds required for working capital or to facilitate the 
acquisition of funds for capital investment when market conditions are unfa- 
vorable to the flotation of long-term bonds. However, to incur short-term in- 
debtedness for expenditures which are not self-liquidating is to expose the cor- 
poration to financial embarrassment if these notes mature when it is difficult 
to effect their renewal and impossible to accomplish their funding into long- 
term issues. For this reason the certificate of indebtedness should be used 
sparingly, and the total issue should be rigidly restricted, perhaps to 5 per cent 
or less of the total capitalization. 

Preferred and common stocks. In the past, preferred stocks have been issued 
extensively by both operating and holding companies. Such securities imposed 
no fixed obligation to pay dividends, and by making them non-voting large 
issues could be sold without any disturbance to the control of the company. 
It is now generally agreed that preferred stock should possess voting privileges 
proportional to its investment, and the current trends in rate regulation have 
raised the question whether preferred shares are now appropriate instruments 
for the financing of utility companies. The query has been answered in the 
negative for holding companies, and it is apparent that preferred stock issues 
will henceforth be used more sparingly by operating companies. In the past the 
common-stock issues of some companies have exhibited a bewildering variety 
of voting privileges and rights to earnings, and they have all too frequently 
been “watered.” For the future the more extensive use of equity financing is 
imperative, and it will' presumably be accomplished through the issue of un- 
differentiated common stock, that is, common stock without limitations or 
preferences as to voting rights or earnings.-"^® 

Purposes for Security Issues. A primary standard in judging whether an 

The characteristics of the more desirable classes of securities are considered in the next section. 
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issue of securities should be approved concerns the purposes for v^^hich the 
proceeds of the security issue are required. The modern utility statute specifies 
three findings which must be made before the commission may authorize 
an issue of securities: (i) the issue must be .for a lawful object within the cor- 
porate purposes of the company and compatible with the public interest; (2) 
the issue must be for a purpose which is necessary for, or consistent with, the 
proper performance by the company of its service as a public utility and which 
will not impair its ability to perform that service; and (3) the issue must be 
“reasonably necessary or appropriate for such purposes.” The provisions of 
the Public Utility Act of 1935 with respect to registered holding companies 
and their subsidiaries reflect the special problem of the holding company. 
The Commission is instructed to prevent the sale of a security if it finds that 
“financing by the issue and sale of the particular security is not necessary or 
appropriate to the economical and efficient operation of a business in which 
the applicant is lawfully engaged or has an interest.” And in enumerating 
the types of securities which may be issued, restricting the holding companies 
to common stock and bonds, the statute permits exceptions where the issue is 
for the purpose of refunding outstanding securities or efiecting a merger, or 
for the purpose of financing the business of the issuing corporation as a public 
utility corapany.'^^ In summary, the usual purposes for which securities may 
be issued comprehend the refunding of outstanding obligations, the raising 
of funds for new capital expenditures, the reimbursing of the corporate treas- 
ury for capital expenditures already made, and the acquiring of the securities 
or assets of another company where the issuing corporation may lawfully 
effect a merger, consolidation or acquisition of securities.'^® 

The mere fact that a utility wishes to issue securities for a purpose recog- 
nized as legitimate does not automatically result in approval by regulatory 
authorities. The significance of the enumeration is to exclude all issues of se- 
curities, with or without commission approval, if they are not for one of the 
recognized purposes. In any particular instance, the commission must find 
that the expenditure of funds is consistent with the performance of its public 
function by the utility and compatible in all respects with the public interest, 
and it must also find that the particular security issue proposed is reasonably 
necessary and appropriate to raise funds for the approved purpose. Where 
funds are otherwise available — as, for example, where funds are available 

Federal Power Act, Sec. 204 (a). A similar statement with respect to the purposes of se- 
curity issues is to be found in the 'Transportation Act of igzo, C. 91, Sec. 439, 41 Stat. 494 
{Interstate Commerce Act, Sec. 28 [2]). 

Public Utility Act of 7935, Sec. 7 (d) (3). Ibid., Sec. 7 (c) (2). 

^“The following are repre,sentative cases arising under the Public Utility Act of 1935: (i) 
Refunding: North American Co., 4 S.E.C. 434 (1939); Central Illinois Gas & Electric Co., 5 
S.E.C. It5 (1939); Pennsylvania Power & Light Co., 5 S.E.C. 684 (1939); Public Service Com- 
pany of Colorado, 5 S.E.C. 588 (1939); Consumers Power Co., 6 S.E.C. 444 (1939); Dayton 
Light & Power Co., 6 S.E.C. 787 (1940): Southwestern Gas &• Electric Co., 6 S.E.C. 806 (1940); 
El Paso Electric Company, Holding Company Act Release No. 2535 (1941). (2) Mergers: 
Pennsylvania Light &■ Power Co., 5 S.E.C. 684 (1939); El Paso Electric Co', Holding Company 
Act Release No. 2535 (1941). (3) The acquisition of new property: Consumers Power Co., 
6 S.E.C. 444 (1939); El Paso Electric Co., Holding Company Act Release No. 2535 (1941). 
(4) Reorganization: North American Co., 4 S.E.C. 434 (1939); Utilities Power & Light Co., 
5 S.E.C. 483 (1939); Community Power & Ught Co., 6 S.E.C. 182 (1939). 
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through a depreciation reserve — the commission may refuse to authorize an 
issue of securities for the purpose of financing new construction.*^^ 

Amount of Issue. The limitation of security issues to the sum requisite to 
raise the proceeds required to enable the utility to perform efficiently its public 
service is a critical yardstick in the control of security issues. Obviously the 
amount of securities to be issued should not be in excess of the quantity re- 
quired to finance proper capital additions or to refund maturing obligations. 
Where capital investments have been financed in par-t through reinvested 
earnings or through the accumulation of a depreciation reserve, the amount 
of the issue may be restricted to an aggregate less than the capital expendi- 
tures. Also, where the present and prospective earnings of the corporation do 
not justify the existing capitalization, plus the securities to be issued, restric- 
tions may appropriately be imposed. It is not enough to establish the necessity 
for the capital investment for which the proceeds are to be used, or the pros- 
pective improvement in fixed charges, or the adequacy of corporate earnings; 
beyond all this, the necessity for issuing securities in the amount requested 
must be affirmatively established. 

The public interest in the amount of security issued is direct and funda- 
mental. If the utility issues more securities than are required, it not only in- 
curs an obligation to pay the interest and dividends required by contract or 
by the legitimate expectations of investors, but it may also diminish its fu- 
ture ability to raise capital. The more conservative the capitalization of the 
utility, the lower the cost of capital will be, the easier new capital may be 
obtained, and the stronger is its position to face future financial contingeii- 
cies.'*'*^ 

In determining the amount of securities that may properly be issued, the 
actual cost or net investment in the utility property should be the base, and 
clearly neither the estimated reproduction cost of a property nor any appre- 
ciation arising from a revaluation of the property should serve as a justification 
for capitalization in excess of the net investment.^** But in judging the legiti- 
mate amount of an issue, the cost of the property to be acquired does not always 
justify an equivalent issue of securities; rather, the value of the property, on a 
cost or an earnings basis whichever is lower, defines the total legitimate capi- 
talization, and if the value of the property will be less than the pro forma capi- 
talization, the commission is presented with a prima facie case for withholding 
its approval.'*^^ 


Consolidated Edison Co., 22 P.U.R. (N.S.) 239 (N.Y., 1938). 

But presumably a commission may not insist that a company shall apply surplus earnings to 
the purchase of new capital assets, and refuse to authorize an issue of securities for the purpose 
of providing for capitah additions simply because the corporation has such surplus earnings. 
{Fall River Gas Worlds Co. v. Gas and Electric Ught Commrs., 214 Mass. 529, 102 N.E. 475 

[19131-) 


'12 l^ew Hampshire Gas & E. Co., 88 N.H. 50, 184 Atl. 602 (1936); Torrance Water, Light & 


P. Co.. 3 Cal. R.C.R. 361 (1913). 


‘12 Oahu Rv. & Land Co. Stock Dividend, 86 I.C.C. 137 (1923); California Water Service Co., 


32 Cal. R.C.R. 423 (1928); American States Water Service Co., 35 Cal. R.C.R. 659 (1930); Hew 
Hampshire Gas & E. Co., 88 N.H. 50, 184 Atl. 602 (1936); San Gabriel Valley Water Service, 


19 P.U.R. (N.S.) 168, 169 (Cal., 1937)- 

^^Metropolitan Edison Co., 10 P.U.R. (N.S.) 233 (Pa., 1935); Northern States Power Co., 
22 P.U.R. (N.S.) 225 (Wis., 1938); Northwest Cities Gas Co., 13 P.U.R. (N.S.) 167 (Or., 1936); 
Stoughton Light & Fuel Co„ 17 P.U.R. (N.S.) 160 (Wis., 1936). 
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Terms of Issue. In the early regulation of securities by state commissions it 
was assumed that the self-interest of the company and its management would 
guarantee that the terms of issuance would be the most favorable obtainable. 
The growth of holding companies and fuller experience with their financial 
practices have led to more critical consideration of the terms of issuance. The 
objective is patent— to enable the company to secure the necessary funds with 
the minimum expenditure for financing costs, and at the same time to assure 
that the terms and methods of distribution shall not be detrimental to in- 
vestors. Thus the Securities and Exchange Commission, in its supervision of 
registered holding companies and their subsidiaries, is authorized to grant its 
approval to a security issue only if it finds (i) that the fees, commissions, or 
other remuneration are reasonable, and (2) that the terms and conditions of 
the issue or sale of the security are not detrimental to the public interest or 
to the interests of investors or of consumers.'*" 

Voting Power. The equitable distribution of voting power has only re- 
cently been emphasized as a significant standard in judging the propriety of 
a security issue. With the exception of bondholders, who are given superior 
security with respect to both principal and income by contractual right, it is 
now recognized that investors should possess voting power in proportion to 
their investment. Specifically, the use of non-voting preferred stock and 
various classes of voting and non-voting common stock, or the use of different 
classes of stock having voting rights which are not proportionate to their 
investment value, is considered contrary to public policy.**' 

The discussion of the general standards by which regulatory authorities 
judge the propriety of a security issue has covered a number of criteria, some 
of which are pertinent to the work of state commissions regulating operating 
companies and others which are of importance chiefly to the Securities and 
Exchange Commission; some standards pertain to particular classes of. securi- 
ties, while others concern the occasions for security issues. The more com- 
prehensive standards provided by the Public Utility Act of 1935 are indicative 
of the present tendency to impose enlarged responsibilities upon regulatory 
authorities. It is clear that the fundamental tenets of regulation no longer 
assume that managerial judgment shall be conclusive with respect to financial 
matters; indeed, the exercise of managerial discretion is seriously restrained 
by commission control, and the commission itself operates increasingly under 
more explicit direction from the legislature. 

6. THE FUNCTIONING OF COMMISSION CONTROL 

Commission Stand.vrds and the Occasion for Regulation. The different oc- 
casions for the sale of securities present different problems to regulatory author- 
ities and sometimes result in the adoption of different standards for judging 
the propriety of the issue. An appreciation of the significance of the circum- 

45 Public Utility Act of /9J5, Sec. 7 (d) (4) and (6). 

The Commission is instructed to permit the alteration of priorities, preferences, votins? power, 
or other rights of outstanding securities only if it finds that there will be no unequal or in- 
equitable distribution of voting power arising therefrom. {Public Utility Act of 1035 Sec. 7 
[c] and [g].) 


regulation of security issues 705 

stances surrounding each proposal for an issue of securities will serve to clarify 
otherwise inexplicable variations in the practices and standards of regulatory 
authorities/^ 

At the inception of the corporation three standards seem particularly perti- 
nent : the corporation should secure assets equivalent to the nominal value of 
the securities which it issues; provision should be made for a distribution of 
voting power which reflects the relative investments which have been made 
by different security holders; and each class of security should be protected 
against any dilution of its claims or any violation of its priorities through 
changes in the financial policy of the corporation by action of the manage- 
ment or of the junior security holders. 

Where new securities are issued to raise additional capital, regulation’s 
principal task is to assure that the new investors come into the corporation 
on an equitable basis with those who are already security holders. This implies 
more than requiring that the corporation shall receive assets equivalent to 
the par or nominal value of the securities issued; it is necessary, either through 
giving existing security holders an opportunity to subscribe to the new issue 
or through sale of the security at its true investment value, that the corporate 
surplus belonging to existing security holders shall not be spread over the new 
and larger security issue without the receipt of corresponding benefits by the 
corporation and by the prior security holders. 

The standards which have applied to security issues arising out of mergers 
and consolidations have been mostly negative. Commissions have been satis- 
fied if the securities of the new corporation are not in excess of those of the 
constituent companies. Yet clearly regulation should insist, as the price of 
approving the proposed merger, that the newly created corporation begin life 
with a sound financial structure, and that the errors and excesses of the past 
be eliminated. Similarly, receiverships and reorganizations should afford an 
occasion for the establishment of a sound capital structure for the new cor- 
poration. 

Perhaps nowhere has the difference in standards for security issues more 
clearly reflected the occasion for the issue than in refunding operations. Thus, 
until recently, the Securities and Exchange Commission has permitted refund- 
ing issues where the result has been an improvement in the position of the 
corporation, even though the debt issue was large or even increased by the 
refunding operations — the justification being that the position of investors 

Typicid decisions o£ the Securities and Exchange Commission arising out of different occa- 
■sions for the exercise of regulatory .supervision are the following: To raise new capital — Con- 
sumers Power Co. 6 S.E.C, 444 (1939); Southwestern Gas Sr Electric Co., 6 S.E.C. 806 (1940). 
To refund existing obligations — Consumers Power Co., 6 S.E.C. 444 (1939); Pennsylvania Power 
Sr Light Co., 5 S.E.C. 684 (1939); Southwestern Gas & Electric Co., 6 S.E.C. 806 (1940); El 
Paso Electric Co., Holding Company Act Release No. 2535 (1941). To effect a merger — 
Pennsylvania Power & Light Co., 5 S.E.C. 684 (1939). To finance a reorganization, voluntary or 
involuntary — IVest Ohio Gas Co., 3 S.E.C. 1014 (1938); Utilities Power & Light Corp., 5 
S.E.C. 483 (1939); No'rth American Cp., 4 S.E.C. 434 (1939); Community Power Sr Light Co., 
6 S.E.C. 182 (1939); El Paso Electric Co., Holding Company Act Release No. 2535 (1941). 
To alter the rights and priorities of outstanding securitie.s — Columbia Gas & Electric Corp., 4 
S.E.C. 406 (i939h _ . 

‘IS where certain investors, such as the bondholders, secure genuine protection under con- 
tractual terms, there is no necessity for insisting that such genuine creditors have a voice ip th? 
management of the corporation. 
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was not worse and that that of the consumer might be improved by the re- 
duction of fixed charges,'^® In a number of refunding cases the increase in 
indebtedness was temporary, since provision was made for the relatively rapid 
retirement of the increased debt.®*^ The adoption of less rigorous standards 
for refunding issues has been protested from within the Commission,'^ ^ and 
in a recent decision the Commission averred that, since the statute makes no 
distinction between refunding and other issues, the same standard would be 
applied to refunding issues."' 

Exemptions from Commission Supervision. Under the typical statute, all 
security issues are subject to commission control, except for short-term notes 
or certificates of indebtedness."'* 

The regulation which the Securities and Exchange Commission exercises 
over the security issues of holding companies and their subsidiaries is both 
less comprehensive and more intense than the supervision exercised by the 
more progressive state commissions. This is reflected in the statutory exemp- 
tions with respect to security transactions by registered holding and subsidiary 
companies. There exist three general classes of exemptions: (i) There is the 
usual exemption of the short-term note or draft, but the exemption is more 
restricted than that usually found in state statutes, applying only if the note 
is not part of a public offering, only if it matures within nine months from 
the date of issue, and only if the aggregate of such outstanding notes and 
drafts does not exceed 5 per cent of the principal amount of other outstand- 
ing securities.'"'* (2) The security issue of subsidiary companies is exempt if 
the issue is solely for the purpose of financing the business of the subsidiary 
and if the issue has been expressly authorized by the state commission having 
jurisdiction over the subsidiary.'"" The Commission may attach any terms and 
conditions which it deems appropriate for the protection of investors or con- 
sumers, The conditions commonly attached by the Commission are con- 
cerned with preventing a dissipation of assets, and cover such matters as pro- 
visions for depreciation and restrictions upon dividend payments.'"® It is cus- 

Republic Service Corp., 2 S.E.C. 44 (1937); Public Service Co. of Colo., 5 S.E.C. 788, 819 
(1939). In the Public Service Company of Colorado case there were large write-ups still on the 
books of the corporation; and the bonds, debentures, and publicly held preferred stock were, 
according to the dissenting opinion of Commissioner Healy, in excess of the sums actually in- 
vested in the company. (Pp. 857-858.) 

Pennsylvania Power & Light Co., 5 S.E.C. 684 (1939). 

A substantial number of the refunding cases in which relatively lax standards have apparently 
been applied have arisen under the express statutory exemptions created by Section 6 (b) of the 
Public Utility Act of 1935: Public Service Co. of Indiana, 6 S.E.C. 286 (1939); Central Illinois 
Electric & Gas Co., 4 S.E.C. 612 (1939); Northern Indiana Public Service Co., 6 S.E.C. 354 
(1939); Dayton Power & Light Co., 6 S.E.C. 787 (1940). 

See the dissent of Comniksioner Healy, Public Service Co. of Colo., 5 S.E.C. 788, S56 (1939) . 

£■/ Paso Electric Co., Holding Company Act Release No. 2535, p. 19 (1941). 

Supra, p. 690. 

Public Utility Act of 1935, Sec, 6 (b). 'Where die outstanding securities have no principal 
amount or par value, the fair market value as of the date of the is.sue sets the limitations for short- 
term indebtedne-ss. 

A very substantial proportion of the exemptions from commission supervision of securities 
fall within this category. See, for examples, Central Illinois Electric & Gas Co., 5 S.E.C. 115 
{1939) \ Dayton Power & Light Co., 6 Sik.C. {x9t\o). 

A common condition requires that a stipulated percentage of gross earnings (or of book 
assets) be applied to provisions for maintenance and depreciation. Another common require- 
ment is that a specified amount of the surplus be “frozen," that is, be not available for dividend 
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tomary to provide that if the authorization of the state commission should be 
withdrawm the exemption granted would thereupon terminate.*”’^ (3) Security 
issues are exempt from Commission control if they are solely for the pur- 
pose of financing the business of a subsidiary company “when such subsidiary 
company is not a holding company, a public utility company, an investment 
company, or a fiscal or financing agency” of any such company. 

Disclosure of Essential Data. Full disclosure of all essential data to regu- 
latory authorities and to investors is a fundamental part of security regulation. 
Disclosure of essential information serves a threefold function : full disclosure 
is per se a significant regulatory technique, for management will voluntarily 
adhere to higher standards when any departure from such standards is likely 
to be given due publicity; full disclosure is indispensable to the effective func- 
tioning of regulatory agencies; and the collection and dissemination of per- 
tinent data are essential safeguards of the interests of present and potential 
investors. 

The availability of accurate and complete information with respect to any 
proposed issue of securities is fundamental to the exercise of intelligent regu- 
lation. To assure the availability of such data, accounting systems are pre- 
scribed, regular and periodic reports are required from utility companies, and 
declarations involving much information and documentary material must ac- 
company any petition for approval of security issues. Analysis attempts to dis- 
cover the probable effects of the proposed issue on the ability of the cor- 
poration to raise additional capital, the ability of the commission to exercise 
effective control over rates, and the distribution of voting power. In addi- 
tion, the Commission must be satisfied that all applicable state laws and regu- 
lations have been fully complied with.'*® 

The full disclosure of pertinent data with respect to security issues also 
helps to safeguard the investor. The protection of the investor in itself con- 
stitutes a legitimate goal of regulatory effort, and the provisions with respect 
to full disclosure as found in the Securities Act of 1933 (relative to registra- 
tion statements and the accompanying documents) have the protection of 
the investor as their goal.^*^ But for utility corporations the protection of the 
investor also serves the interest of the consumer, for any reduction in the risks 
incurred by investors may be expected to effect a saving in capital costs. The 
attempt to make the protection of investors more effective is illustrated by 
the information required in all prospectuses which must accompany an offer 
of securities,*^® and in the reports of the Securities and Exchange Commission 

payments, while there is any suspicion that capital is impaired. {Netu Mexico Gas Co., 6 S.E.C. 
547, 554 [1940]; Dayton Power & Light Co., 6 S.E.C. 787, 794 [1940]; Southwestern Gas & 
Electric Co., 6 S.E.C. 806, 818 [1940].) 

® ' It is not apparent whether the standards o£ Section 7 (c) and (d) should be read into the 
Section 6 (b). {Southwestern Gas &■ Electric Co., 6 S.E.C. 806, 823 [1940].) 

Public Utility Act oj 1 935, Sec. 7 (g) . 

The regulation operates through requiring that all securities be registered with the Commis- 
sion before being offered in interstate commerce. No positive standards to which securities must 
conform are set up by the Act; indeed the program of regulation is concerned simply with mak- 
ing full information available to the prospective investor, and with imposing penalties and civil 
liabilities upon ail of those who are guilty of furnishing misleading, inaccurate, or incomplete 
information. 

Securities Act of 1933, Sec. 10. 
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which must accompany the solicitation o£ proxies and consents in conjunction 
with the reorganization of holding-company systems.^^ 

Standards for Bond Issues. Seven general questions are presented to the 
regulatory authority that is called upon to pass judgment upon the creation 
of debt by a utility: these are concerned with the capital structure of the com- 
pany, its earning power, the availability of alternative methods of financing, 
the provisions of the bond indenture and the qualifications of the trustee, the 
policy to be followed with respect to the continuance of the indebtedness, and 
the relation of the corporation’s financing policy to the general conditions of 
the industry and the investment market. 

(i) The proposed bond issue must be reasonably adapted to the capital 
structure of the issuing corporation and other companies in the same holding- 
company system.®- A security is reasonably adapted to the capital structure 
of the corporation and other affiliated companies when the result of the pro- 
posed issue leaves the corporation with a balanced capital structure, when 
the security actually possesses those characteristics with respect to priority of 
claims on earnings and assets which are normally associated with that cate- 
gory of security, and when there are absent those features of pyramiding and 
stock-watering which exist when “securities are issued upon the basis of 
fictitious or unsound asset values having no fair relation to the sums invested 
in or the earning capacity of the properties.” 

The first concern is with the nature of the property which is pledged as se- 
curity for the bonds. The bond should be secured by a lien on physical prop- 
erty of the company or by obligations which are themselves a lien on the 
physical property of subsidiary corporations. 

In judging whether a bond issue is adapted to the security structure of the 
corporation, the Securities and Exchange Commission has relied upon several 
yardsticks: the ratios of debt to gross property, to properly depreciated prop- 
erty account, and to total capitalization. The proper or reasonable ratio of 
debt to total capitalization or to property accounts will depend in part upon 
the nature of the junior securities which are outstanding; where the remain- 
ing capitalization consists entirely of common stock the proportion of bonded 
indebtedness may be somewhat higher than would otherwise be desirable. It 
has been suggested that, ideally, the ratio of debt to total capitalization should 
not exceed 40 to 45 per cent, the ratio of funded debt to properly depreciated 
property account should not exceed 50 per cent, and the ratio of debt and 
preferred to net assets should not exceed 75 per cent.®'^ But even these ratios 
may under certain circumstances prove to be less than conservative. There 
have been numerous instances where the Commission has permitted declara- 
tions to become effective which resulted in the fixed debt of the corporation 
being more than 50 per cent of the total capitalization though a majority 
of the cases involving a high debt ratio have been refunding issues which 
effected a reduction in fixed charges and provided for a relatively rapid amor- 

**1 Public Utility Act of 1935, Sec. n (g). 

Public Utility Act of 1933, Sec. 7 (d) (i). 

Public Utility Act of 1935, Sec. i (b) (1). 

El Paso Electric Co., Holding Company Act Release No. 2535 (1941). 
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tization or retirement of outstanding debt through the use of serial bonds or 
sinking-fund plans/^“ 

a’ more significant ratio is that of the fixed debt to the properly depreciated 
property account, a ratio which should not exceed 50 per cent for a conserva- 
tively capitalized utility. Here the Securities and Exchange Commission has 
not always held to a strong policy, particularly with respect to those companies 
having significant write-ups in their property account. In the Public Service 
Company of Colorado case, it was acknowledged that there were write-ups 
amounting to $23,000,000 still on the books and that the aggregate of bonds, 
debentures, and publicly held preferred stock would be “in excess of the sums 
actually invested in this company and of the net property account minus inter- 
company profit.” In addition to the fact that this issue was for refunding 
purposes, other special circumstances were thought to justify allowing the 
declaration to become effective; namely, the reduction in interest costs, the 
possible benefits therefrom to consumers, the exceptional earnings record of 
the property, and the improvement in certain features of the indenture with 
respect to maintenance and replacement funds and restrictions upon common- 
stock dividends. It may be doubted whether, with the relatively higher con- 
temporary standards, such an issue would now receive Commission approval. 

(2) A bond issue must be reasonably adapted to the earning power of the 
utility.®'^ Formal compliance with the earnings standard normally exists with- 
out the intervention of public authorities, for this standard is the one to which 
investors are most sensitive, and without compliance with the standard it 
would be difficult to sell the security. It is generally said that the fixed charges 
of a company should be earned at least twice, that is, that the balance after 
fixed charges should be equal to the amount of tho.se fixed charges. Most of 
the declarations that have come before the Securities and Exchange Com- 
mission have had more than this earnings coverage. The record has naturally 
been better in those cases where the decision to issue securities has been vol- 
untary, as in the raising of new capital or in the refunding of issues which have 
not yet matured, and the margin has been least adequate in those situations 
where circumstances compelled the issuance of the securities.'*® 

Thus in the Public Service Company of Colorado case, 5 S.E.C. 788 (1939), the ratio of 
debt to total capitalization exceeded 60 per cent, but the refunding accomplished both a re- 
duction in the ratio of debt to capitalization and a saving in interest charges; and in the El Paso 
Electric Company case, Holding Company Act Release No. 2535 (1941), the ratio of debt to 
capitalization was 54 per cent, being reduced by the refunding from 62.4 per cent. In a number 
of instances, as in the Dayton Power & Light Company case, 6 S.E.C. 787 (1940), where the 
ratio of debt to capitalization was 54.6 per cent, the issue was exempt under Section 6 (b) of the 
Act, as an issue being used to finance the business of the declarant as a public utility and having 
been expressly authorized by the state commission. 

^’*^ 5 S.E.C. 788, 802, 858 (1939). In Central Illinois Electric & Gas Co., 5 S.E.C. 115 (1939), 
an issue exempt under section 6 (b), the ratio of debt to net property account minus write-ups 
was 1 01.2 per cent. 

Public Utility Act-of jgjj, Sec. 7 (d) (2). 

As examples of the numerous refunding cases, a bond issue of the Kansas Power Company 
had a coverage of 2.25 times on a pro forma ba.sis, 5 S.E.C. 353, 356 (1939); Pennsylvania 
Power and Light Company, 4.13 times, 5 S.E.C. 684, 695 (1939); Northwestern Gas and Electric 
Company, 4.64 time.s, 6 S.E.C. 806, 818 (1940); Public Service Company of Colorado, 3.25 
times, 5 S.E.C. 788, 81 1 (1939). In an issue involving the raising of new capital, the Com- 
mission approved a declaration of the Iowa Public Service Company where bond interest was 
earned on a pro forma basis r.93 times, 3 S.E.C. 1043, 1048 (1938). Issues incidental to sim- 
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Whether the compliance is more than nominal, depends upon the accuracy 
with which earnings are forecast. Before any particular earnings coverage can 
be accepted as affording a sufficient margin of safety, it must be apparent that 
both cyclical and other long-run fluctuations in earnings have been fully dis- 
counted. For this reason, the margin available after all fixed charges have 
been met, in relation to the gross earnings of the corporation, is often a more 
significant test of safety than the number of times interest is earned. The per- 
centage of gross earnings remaining after fixed charges should be greater than 
any fluctuation in gross earnings that is likely to arise out of cyclical, or other, 
changes in business conditions.*’® Though utilities generally enjoy marked 
stability of earnings, so that it is possible to forecast with reasonable accuracy 
their prospective Income, it must be recognized that the utility’s right to in- 
come depends upon its investment, and that where earnings are excessive in 
relation to the investment or rate base, the possibility of rate reductions should 
be considered. Hence for utility corporations the ratio of debt to the net in- 
vestment in property must be a significant test of the capital structure, whereas 
the earnings test alone might be accepted as sufficient for an unregulated busi- 
ness enterprise. In short, the adaptability of the bond issue to the earning ca- 
pacity of the corporation is a necessary, but not an all-sufficient, test of the 
propriety of the issue. 

(3) The issue of the particular security must be "necessary or appropriate to 
the economical and efficient operation” of the applicant’s business.’^® The 
meaning of this standard has been most fully explored in the Consumers 
Power Company case, where the Commission refused to approve a 1 10,000,- 
000 bond issue because it was “not necessary or appropriate to the economical 
and efficient operation” of the applicant.'^ Approval was withheld because 
it was believed that the corporation could readily obtain that sum through 
the sale of additional common stock on favorable terms and because the ratio 
of debt to capitalization and to properly depreciated property account was so 
high as to make unnecessary debt financing undesirable.’^^ On a pro forma 
basis the ratio of debt to total capitalization would have been 52.32 per cent 
and to properly depreciated property accounts, 59.7 per cent; the ratio of debt 


plification have commonly shown good coverage: North American Company, 8. 13 times, 4 S.E.C. 
434, 452 (1939); El Paso Electric Company, 3.86 times, I-Iolcling Company Act Release No. 
2535 (1941)- Even issues growing out of bankruptcy reorganizations have apparently conformed 
to the earnings standard: West Ohio Gas Company, 1.93 times, 3 S.E.C. 1014, 1024 (1938); 
Utilities Power and Light Corporation, 2.83 times, 5 S.E.C. 483, 515 (1939). See also the 
Dayton Powei- & Light Company case, where interest charges were covered 4.77 times in an 
issue exempt under Section 6 (b), 6 S.E.C. 787 (1940). 

What this percentage should be for any particular utility company will depend upon the 
stability of the demand for its service. For a utility serving a diversified market, a margin equal 
to 15 to 20 per cent of gross earnings may be sufficient; while for a utility that derives an 
important part of its income from industrial consumers, the balance after fixed charges might have 
to be 30 to 40 per cent of gross earnings to afford the proper margin of safety. 

'O Sec. 7 (d) (3). 

^^6 S.E.C. 444 (1939). The Commission was divided. Commissioners Frank, Eicher, and 
Henderson joined in disapproving the issue of $10,000,000 of bonds for the purpose of raising 
new capital. Commissioners Frank, Healy, and Mathews joined in approving an issue of $18,594^- 
000 of bonds for refunding purposes and an issue of $3,531,250 of common stock. Commissioners 
Healy and Mathews would have approved the issue of $10,000,000 bonds to raise new capital. 

"2 7 /;;'^., 451-452. 
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and preferred to total capitalization on a pro forma basis would have been 
approximately 80 per cent, and to properly depreciated property accounts, 89 
per centd^ Indeed, it would appear that the “necessary or appropriate” stand- 
ard imposes upon registered holding companies and their subsidiaries the 
obligation to conform to the most conservative financing standards that are 
feasible, in order that the company may be in the strongest possible position to 
face future contingencies when new capital may have to be raised under less 
favorable circumstances^'^ In summary, then, “a security which satisfies the 
other test of Section 7 must still be rejected vvhere (i) it is not ‘necessary’ — 
i.e,, something else is easily available; (2) it is not ‘appropriate’ — i.e., some- 
thing unquestionably better, something distinctly more appropriate to efficient 
and economical operation, is easily available.” 

(4) The trustee. Prior to the establishment of federal regulation one of the 
grave evils with respect to utility finance was the equivocal position occupied 
by trustees for debt issues. All too often the banking houses which served as 
trustees had permanent affiliations with holding-company systems, and were 
more concerned with facilitating a sale of securities than with protecting the 
bondholders for whom they were trustees. In some instances, the trustees oc- 
cupied an interest adverse to that of the bondholder, as when the trustee was 
the owner of junior securities in the corporation. In one of the earlier cases to 
come before the Securities and Exchange Commission, the trustee was tem- 
porarily the largest stockholder in the holding company one of whose sub- 
sidiaries was issuing the bonds, the stock having been acquired as a result of 
a reorganization. Although it permitted the declarations to become effective 
despite the existing conflict of interest between the bank as trustee and the 
bank as stockholder, the Commission made it clear that it would henceforth 
insist upon trustees being wholly disinterested and independent, and that this 
status must prevail during the negotiations for the sale of the bonds : 

"... A trustee who is chosen to represent the interest of those who are asked 
to purchase a new issue of bonds might well be expected to exercise an alert 
and active interest in the welfare of those bondholders from the earliest stages 
of the proceedings. ... It is unlikely that a trustee will ever find a better 
opportunity to protect the interest of those security holders than at the time 
of the formulation of the trust instrument which is to fix the rights and duties 
of the respective parties.” 

’'2 It is significant that the Commission did not find that the proposed issue was not reason- 
ably adapted to the security structure of the declarant; the finding rested squarely on the fact 
that other better methods of finance were available. The majority even went so far as to hold 
that the funded debt had not reached the danger point and would not reach that point if the 
$10,000,000 of additional debt were created (p. 472); nor did it find that the proposed issue 
would not be reasonably adapted to the earning power of the declarant, for interest on the 
funded debt would have been covered 3 times, and the charges on debt plus preferred stocks 
would have been covered 1.7 times. On these facts, the Commission’s conclusions are most dubious; 
they are clearly inconsistent with the spirit of the Act and constitute dangerous dicta. To the 
suggestion that the management wished to take advantage of the extraordinarily low cost of 
bond money, the majority returned the answer that since the company could meet its present 
need through common-stock financing on favorable terms the question for low rates for borrowed 
money was irrelevant. p. 471.) 

Ibid., 469-470. Ibid., 466. 

Kmms Electric Power Co,, 1 S.E.C. 891, 895 (1936). 
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(5) Indenture provisions. The supervision of securities by the Securities 
and Exchange Commission has produced a very significant improvement in 
indenture provisions for the protection of bondholders.''^ The priority of their 
claims with respect to earnings, and also with respect to assets in case of liquida- 
tion, and safeguards against the dissipation of the corporate assets through 
sinking-fund provisions, the establishment of adequate reserves, and the im- 
position of restrictions on the use of surplus and dividend payments, have all 
tended to make utility bonds secured obligations in fact as well as in name. 

The indenture provisions designed to secure priority of claims on earnings 
and assets are concerned with the subsequent pledging of assets, with the issu- 
ance of additional bonds, and with subsequent acquisitions of property. An 
indenture should provide that the company may not pledge or mortgage any 
of its assets to secure any subsequent indebtedness without equally or ratably 
securing all outstanding bonds.'^® It is customary for indentures to provide 
that additional bonds may be issued for only a stated proportion of net capi- 
tal expenditures, and then only if the earnings for the preceding twelve-month 
period give adequate coverage for the payment of interest on outstanding in- 
debtedness plus the indebtedness to be created. This standard also has been 
improved as a result of the efforts of the Securities and Exchange Commission : 
the proportion of capital expenditures that can be financed by new bond issues 
has been more conservative and the earnings coverage has tended to be some- 
what more adequate. A specific case may serve to illustrate these features : the 
indenture for the first-mortgage bonds for the Southwestern Gas and Electric 
Company provided that additional bonds might be issued only to two-thirds 
of the net expenditure for the construction or acquisition of bondable prop- 
erty but not to exceed two-thirds the fair value of the company’s property (in 
the past indentures have permitted bond financing up to 80 per cent of new 
capital expenditures and have omitted all reference to the fair value of the 
property) ; and that such additional bonds might be issued only if net earn- 
ings for the preceding twelve months were equal to one and three-quarters 
times the interest requirement on the bonds to be outstanding and other in- 
debtedness secured by an equal or prior lien.'^® 

The Trust Indenture Act of 1939 establishes statutory standards with re- 
spect to the qualifications for trustees and for indentures under which bonds, 
notes, debentures, and similar securities are publicly offered for sale in inter- 
state commerce, and prescribes supervision by the Securities and Exchange 
Commission. It must appear that the trustee is eligible and that the indenture 
meets the requirements of the Act before any such security can be offered. 
The indenture must provide a qualified trustee to protect and enforce the 
rights of investors; he must have adequate rights and duties and responsibili- 
ties to act effectively in their interests; he must have adequate resources; and 

The necessity for public concern with indenture provisions was set forth in the Commis- 
sion’s Report on the Study and Investigation of the Worii, Activities, Personnel and Functions of 
Protective and Reorganization Committees , Part VI. 

North American Co., 4 S.E.C. 434, 443 (1939). 

"^^Southwestern Gas & Electric Co., 6 S.E.C. 806, 810 (1940). See also North American Co.. 

4 S.E.C. 434, 444 (1939); Dayton Power & Light Co., 6 S.E.C. 787, 793 (1940). 

53 Stat. 1149. 
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he must be free from any conflict of interests with the interest of the investors 
under the indenture. In general, the trustee must not be an affiliate of the 
issuing corporation, or hold a trusteeship under another indenture made by 
the same corporation. The issuing corporation must make periodic reports to 
the trustee and to the Commission, and both the debtor corporation and the 
trustee are required to make periodic reports and give evidence of compliance 
with the indenture provisions. 

The Commission has been diligent in requiring indenture provisions to 
prevent a dissipation of the asset coverage available for senior securities. This 
has been accomplished through placing restrictions on the payment of divi- 
dends, by placing restrictions upon surplus accounts and requiring the accu- 
mulation of reserves, by encouraging the use of sinking funds and serial 
issues,®’ and by providing that properties acquired through the investment 
of depreciation funds shall not become the basis for subsequent bond issues 
(except to supply the corporation with funds to finance replacements).®- The 
Commission has recognized the limited nature of the protection which can be 
afforded by sinking-fund and similar arrangements, and has sought to secure 
protection of the asset value of bonds by encouraging a larger proportion of 
equity financing.®’* 

(6) Should debt be permanent? Utility companies have been prone to look 
upon their bonded indebtedness as a permanent feature of their capitalization, 
and maturing obligations have commonly been met by refunding operations. 
Experience has underscored the disastrous effects of this policy when followed 
by the steam railroads and the street railway companies. The Securities and 
Exchange Commission has recently expressed a determination not to regard 
debt structures as permanent in the case of corporations which have a high- 
debt structure, and has indicated its conviction that holding companies and 
their subsidiaries should take advantage of favorable investment conditions to 
reduce their indebtedness.®'’ 

Less reliance upon bond issues has many advantages for the utility industry. 
By avoiding the financial difficulties that arise when maturities coincide with 
unfavorable market conditions, the company is safeguarded against default 

'North American Co., 4 S.E.C. 434, 443, 456 (1939); Central Illinois Electric Sr Gas Co.. 

5 S.E.C. 115, 124-125 (1939); Utilities Potaer & Light Corp., 5 S.E.C. 483, 495 (1939); Penn- 
sylvania Power Sr Light Co., 5 S.E.C. 684, 691 (1939); Public Service Co. of Colo., 5 S.E.C. 
7S8, 815-816 (1939); Philadelphia Co., 6 S.E.C. 752, 767 (1940); Dayton Power & Light Co., 

6 S.E.C. 787, 793-794 (1940); Indianapolis Power & Light Corp., 7 S.E.C. 36 (1940). 

El Paso Electric Co., Holding Company Act Release No. 2535 (1941). 

8s “The importance of the sinking fund should nor be minimized, of course, and the use of 
sinking funds has been strongly recommended. But too much reliance should not be placed on 
that device: for sinking-fund covenants will constitute default producing obligations unless they 
are made dependent upon earnings, in which event they are not always effective; and, to meet 
future stresses and strains (including those resulting from technological changes), what is needed 
is a flexibility which additional fixed obligations do not afford. Moreover, the effectiveness of 
amortizing debt out of earnings is itself dependent upon a strong policy favoring equity financing, 
for obviously it will accomplish little to retire old debt out of earnings if at the same time new 
capital is being raised by issuing an exce-s.sive amount of new debt. The conclusion is inescapable 
that an adequate proportion of equity financing is appropriate both for reducing excess debt and 
for raising new capital, whenever and to the extent that the security markets permit.” {El Paso 
Electric Co., Holding Company Act Release No. 2535, pp. 21-22 [1941].) 

E/ E/mw Co., Holding Company Act Release No. 2535 (1940). 
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'inrf bankruptcy, and also against a high overall cost for its capital.®" The 
company is in a stronger position to meet technological changes, for experi- 
ence^warns that utility companies may not assume that then existing capital 
Mitls have permanence. Though the immediate interest of common stock- 
holde rnriv be in the increased income which accrues to them though financ- 
na with low-interest bonds, in the long run they are exposed to the danger 
^losincr their entire investment if, under a reorganization plan, the doctrine 
of “fulUr absolute priority” is applied in adjusting the capital structure of 
the corporation.®® Indeed, the very time when low-cost debt financing appears 
mnst attraaive is usually the time when common-stock financing on favor- 
able terms is also possible, and the welfare of the consuming public, as well 
as of all classes of security holders, dictates that the company should follow a 
conservative financing plan, reducing its bonded indebtedness as circum- 

standards. In the regulation of securities and capitalization, it 
k nn • pnoucrh that a commissioii should consider the position of the individual 
company i-- are before it. Any policy which adversely af- 

fects the investment character of one utility company, particularly if that 
company be a prominent one, has an adverse affect upon the investment 
stanSno of the entire industry. Even policies and practices which are sound 
for the fndividual company may, if multiplied, be dangerous for the industry. 
The Securities and Exchange Commission has recently called attention to a 
situation which is potentially dangerous to the industry : 

“In this connection it is noteworthy that as the result of numerous recent 
refundin-^s it is estimated that some $3,656,200,000 of debt (or well over one- 
half of the total fixed debt of the utility industry) falls due in the next decade 
from iq6i to 1970. Moreover, it is estimated that $2,543,500,000 of funded debt 
for almost 40 per cent of the total) falls due in the five years of 1965 to 1969.” 

It does not require any great foresight to see that such concentration of ma- 

turides may cause embarrassment to the entire industry 

Preferred-Stock Stand.\rds. Shotdd pre jerred stodis be used at all s' ihe 
abuses associated with the use of preferred stock by both holding and operat- 
IncT companies are to be measured both by the losses sustained by investors and 
by'^the d^stacles which dividend arrearages on outstanding preferred stock 
have created to financing. As of Jcanuary i, 1939, the Public Utilities Division 
of the Securities and Exchange Commission reported on the dividend status 
of preferred stocks of registered holding companies and their subsidiaries. 
Eiohty holding companies had outstanding preferred stocks having an in- 
vokmtary liquidating value of $2,451,898,197; of this aggregate, 57 per cent 
had dividend arrearages which averaged 25.9 per cent of the involuntary 
liquidating value of the outstanding preferred stock in arrears. Two hundred 
thirty-eio-ht subsidiaries had outstanding preferred stock aggregating $1,754,- 


of which 31 per cent had dividend arrearages amounting to 26.9 of 


thirty- 
466,878, 

ler^seT Los’ An%les Lumber Products Co., 30S V.S. iq6 (1939)- 

El Paso Electric Co., Holding Company Act Release No. 2535, p. 21 (1941)- The data was 
taken from ai Savings Bank Journal 40 (July, 1940)- _ 
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the involuntary liquidating value of the stocks in arrears. (See Table 45.) The 
implication of these figures for investors is obvious: they have been without 
the income which they expected and they have sustained serious losses if they 
have sold during the time that the dividends have been in arrears. But the 
arrearages are equally serious for the industry and consumers: while they 
continue, all financing must be effected through senior securities, which 
further injure the investment position of the preferred stock and leave the 
companies with a top-heavy debt structure; to a considerable extent any earn- 
ings otherwise available for dividend payments have to be applied to capital 
expenditures; and finally, the impaired investment standing of the utility’s 
securities must increase the cost of capital to the company and to the entire 
industry, to the detriment of ratepayers.*^® 

The difficulty of fulfilling the promise of preference as to earnings suggests 
that preferred-stock financing should be used with caution. Safeguarding the 
preferred stocks’ claim as to earnings requires protection against the creation 
of new debt or prior preferred stock. It also requires that there be assurance 
of the due observance of any contract right to cumulative dividends. The first 
danger, that of the creation of new debt or prior preferred stock, is usually 
anticipated and can be safeguarded against. The second danger lies in the 
fact that, where unpaid preferred dividends have accumulated, the common 
stock is often able to coerce the preferred stock into foregoing forever its right 
to the accumulated dividends, if there has been any impairment in the capital 
of the corporation, and if the laws of the state in which the corporation is 
chartered forbid the payment of any dividends while the capital stock is im- 
paired.®** If the impairment in capital is substantial, unpaid preferred divi- 
dends may accumulate for years before the impairment is made good and 
dividend payments can be resumed. In this event, the management, controlled 
by the common stock, customarily offers a reduction in the par value of the 
common stock (thereby creating a capital surplus against which to write off 
the capital impairment) and the promise of an early resumption of dividends, 
if the preferred stock will waive its right to receive its accumulated and un- 
paid preferred dividends in cash. Normally, such are the necessities of the 
preferred stockholders and such the strength of the common’s strategic posi- 
tion that the offer, even though grossly unfair to the preferred shares, is ac- 
cepted.**** 

The difficulty of securing the asset position of preferred stock is another 
weakness. The preservation of the preferred stock’s priority with respect to 
assets requires protection against the creation of prior preferred stocks or new 
indebtedness, a danger usually recognized. A more subtle danger arises when 
there is a payment of dividends out of capital, resulting in a dissipation of the 
“cushion” of assets which presumably has been provided by the investment 
of common stock. Such a dissipation of the “asset cushion” may arise through 

See Douglas, Democracy and Finance, Chap. 13; S.E.C., Report on the Study and InvesUgation 
of the Work,, Activities, Personnel and Functions of Protective and Reorganization Committees, 
Part VI (1936). 

This problem is discussed at length in Commissioner Frank’s dissenting opinion in the North 
American Co., 4 S.E.C., 435 (1939), at pages 462-480. 

Sec International Paper &■ Potver Co., 2 Sik.C. 274 (igs7)- 
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TABLE 45 * 

Dividend Arrearages on Outstanding Preferred Stocks of Registered Ho||.ding 
Companies and Their Electric and Gas Utility Subsidiaries 



1 Humber of 

! Involuntary Liquidating 

1 Value 

Arrearages 


Co’s, t 

Issues 

Amount 

Per 

cent 

Amount 

Per cent 
of Inv. 
Liq. 
Value 

Total Outstanding Pre- 
ferred Stocks 

Holding Companies 



$1,399,807,350 


$362,522,198 


In arrears 

47 

96 

57 

25.9 

Not in arrears 

38 

57 

1,052,090,847 

43 

— 

— 

Total 

80 

153 

$2,451,898,197 

100 

$362,522,198 

14.8 

Operating Companies 





$147,877,456 


In arrears 

82 

121 

$ 550.490,514 

31 

26.9 

Not in arrears 

159 

244 

1,203,976,364 

69 

— 

— 

Total 

238 

365 

$1,754,466,878 

ICO 

$147,877,456 

8.4 

All Companies 







In arrears 

129 

217 

$1,950,297,864 

46 

$510,399,654 

26.2 

Not in arrears 

197 

301 

2,256,067,21 1 

54 

— 

— 

Total 

318 

518 

$4,206,365,075 

100 

$5 >0,399,654 

12.1 

Preferred Stocks Held by 
Public 

Holding Companies 





$282,519,592 


In arrears 

43 

90 

$1,168,91 1,229 

56 

24.2 

Not in arrears 

36 

54 

913,739.085 

44 

— 

— 

Total 

75 

144 

$2,082,650,314 

too 

$282,519,592 

13.6 

Operating Companies 







In arrears 

65 

96 

$ 411,737,187 

27-3 

$ 89,967,822 

21.8 

Not in arrears 

139 

221 

1,096,343,189 

72.7 

— 

— 

Total 

202 

317 

$1,508,080,376 

100.0 

$ 89,967,822 

6.0 

All Companies 







In arrears 

108 

186 

$1,580,648,416 

44 

$372,487,414 

23.6 

Not in arrears 

S 15 

275 

2,010,082,274 

56 

— 

— 

Total 

277 

461 

$3,590,730,690 

100.0 

$372,487,414 

10.4 

Preferred Stocks Held in 
System 

Holding Companies 







In arrears 

4 

6 

$ 230,896,121 

63 

$ 80,002,606 

34.6 

Not in arrears 

2 

3 

138,351.762 

37 

— 

— 

Total 

5 

9 

$ 369,247,883 

100.0 

$ 80,002,606 

21.7 

Operating Companies 







In arrears 

17 

25 

$ 138,753,327 

56 

$ 57.909,634 

41.7 

Not in arrears 

20 

23 

107,633,175 

44 

— 

— 

Total 

36 

48 

$ 246,386,502 

100.0 

$ 57,909,634 

23-5 

All Companies 







In arrears 

21 

31 

$ 369,649,448 

60 

$137,912,240 

37-3 

Not in arrears 

22 

26 

245,984,937 

40 

— 

_ 

Total 

41 

57 

$ 615,634,385 

100.0 

$137,912,240 

22.4 


t The number of companies under each heading is not additive because some companies have 
securities in both categories. 

* Source: Securities and Exchange Commission, Public Utilities Division, Dividend Status of 
Preferred Stocks of Registered Public-Utility Holding Companies and T heir Electric and Gas Utility 
Subsidiaries as of December 5/, 1938, p. 3. 
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a failure to make adequate provision for depreciation and other reserves, or 
throjjgh the payment of dividends in excess of true net earnings. A dispersion 
of the “asset cushion” may also result from a writing down of the common 
stock, in order to create a capital surplus to permit the writing off of an im- 
pairment of capital. If, after such a reduction in the nominal common-stock 
investment, the corporation pays dividends, not only on the preferred stock 
but also on the common stock, the preferred stockholders are deprived of the 
margin of safety, or “asset cushion,” which existed before the impairment in 
capital stock occurred.^^ To pay dividends on common stock before the im- 
pairment in the common-stock investment has been restored is, in effect, to 
pay dividends out of capital. 

Other considerations also make the use of preferred stock dubious. Where 
a corporation is protected by a franchise or by the requirement of a certificate 
of convenience and necessity from the competition of a like service, and where 
the corporation is subject to regulation which restricts its income to the sum 
required to cover costs plus a fair return on the property used, it may be seri- 
ously questioned whether there exist such substantial differences between 
preferred stocks and common stocks as to warrant the distinction implied in 
the creation of two classes of stock. Where a substantial proportion of the 
utility financing is in the form of bonded indebtedness, the use of preferred 
stock is even more difficult to defend, for the larger the debt issue, the less the 
significance attaching to the preferred position with respect to either assets or 
earnings, and also, the smaller the differential between the cost of capital ob- 
tained through the use of preferred and common stocks. 

Public policy with respect to the use of preferred stoc\. The abuses asso- 
ciated with the use of preferred-stock financing by utility companies, both 
holding and operating, have led to a public policy opposed to the use of pre- 
ferred stock except under certain limited circumstances. Thus preferred 
stocks are omitted from the list of securities which may normally be used 
in financing registered holding companies and their subsidiaries.'^” The use 
of preferrecl stock is permitted only for the purpose of refunding or exchang- 
ing outstanding securities, or for the purpose of effecting a merger or reor- 
ganization, or “for necessary and urgent corporate purposes,” when not to 
permit the use of preferred shares would “impose an unreasonable financial 
burden” and when such issue is possible without adversely affecting the pub- 
lic interest or the interest of investors or consumers. Preferred-stock financing 
is also permitted for financing by operating utility companies.”'' Preferred 
stock is clearly unsuited to the financing of holding companies: the character 
of the holding company’s assets and the conditions under which its earnings 

Commissioner Frank has thus summarized the importance of the “cushion” to the preferred 
stock: “(i) The cushion serves to cover future losses, or shrinkage in the value of the assets, 
which might otherwise impair the capital contributed by the preferred stock. (2) It furnishes 
capital, in addition to that contributed by the preferred stock, which will presumably increase 
the corporate earnings, thus affording a margin of safety for the protection of the earnings 
available to preferred dividends. (3) It serves as a margin of safety to protect the liquidating 
value of the preferred stock in the event of a liquidation involving a forced sale with the usual 
shrinkage in values attendant upon such a sale.” (North American Co., 4 S.E.C. 435, 482 [ 1939] .) 

Utility Act of 1935, Sec. 7 (c) (i). 

Ibid., Sec. 7 (c) (2). 
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accrue, especially if there has been any pyramiding, make the preferences of 
the preferred stock of little significance. 

Minimal standards for preferred, (i) Voting rights. The assurance to pre- 
ferred shares of voting power commensurate with their investment is the basis 
of any program for their protection and for the preservation of the investment 
character of these securities. The preferred stock should normally have voting 
power for the election of directors and all other purposes for which the com- 
mon stock has voting power, and in addition the preferred shares should have 
increased voting power whenever their dividends are unpaid for any significant 
length of time.'^^ Elaborate provisions with respect to voting rights, though 
uncommon in the past, are now quite generally recognized as essential if 
preferred stock is to be preferred in fact as well as in name. 

(2) Avoidance of coercion by common stock. To avoid the situation in 
which the assent of common stockholders is necessary to effect a reduction in 
capitalization to offset an impairment in capital, it has been suggested that 
a special capital surplus be established which would be reserved solely to meet 
losses which otherwise would prevent the payment of preferred dividends. 
This special capital surplus might be created as a paid-in surplus in connec- 
tion with the sale of common stock, through a reduction in the nominal value 
of the common stock, or through the reservation of a certain proportion of 
earnings. So long as this special capital surplus existed, no vote of the com- 
mon stock would be required to offset losses which might otherwise effect an 
impairment of capital, and hence the strategic position whereby common 
stockholders have coerced preferred stockholders into surrendering their 
claims to accumulated unpaid dividends would be avoided,®^ 

(3) Protection of capital cushion. The protection of the cushion created by 
the common-stock investment is essential to preserve the preferred stock’s 
preference with respect to asset value at liquidation. This may be accomplished 
by several devices. First, the cushion may be strengthened by the requirement 
that there be accumulated a special surplus before common dividends be paid. 
Secondly, where there has been established a special capital surplus, it may be 
provided that the preferred stock be allowed to elect a majority of the board 
of directors whenever the special capital surplus falls below a stated amount, 
and that the control by the preferred-stock board of directors be continued 
until the- special capital surplus be restored. Thirdly, no dividends on the 
common stock may be payable while the special capital surplus remains im- 
paired, or if a special capital surplus is not used, while the capital of the cor- 
poration is impaired. Fourthly, it is necessary that there be restrictions on the 
purchase or retirement of securities junior to the preferred stock.““ 

(4) The creation of prior claims. The protection of preferred stock against 
the creation of prior claims upon assets and earnings requires the erection of 
restrictions against the creation of new funded debt, the use of floating in- 

Southwestern Gas & Electric Co., 6 S.E.C. 806, 810-812 (1940). See also ISIorth American 
Co., 4 S.E.C. 434, 442, 455, 462-516 (1939); Utilities Power & Light Corp., s S.E.C. 483, 496 
(1939); PtMic Service Co. of Colo., 5 S.E.C. 788, 823 (1939); Consumers Power Co., 6 S.E.C. 
444, 519 (1939); El Paso Electric Co., Holding Company Act Release No. 2535 (1941). 

Commissioner Frank, in North American Co., 4 S.E.C. 435, 489 (1939). 

Commissioner Frank, North American Co., 4 S.E.C. 435, 490-491 (1939). 
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debtedness beyond a stated percentage of the corporation’s capitalization, or 
the ^creation of prior preferred stock. There are four procedures by which 
such protection may be afforded: (i) There may be an unqualified agreement 
against the creation of any prior indebtedness or prior preferred stock, but such 
agreements are likely to impose undue hardships on the corporation in cir- 
cumstances that may require the raising of additional capital which can then 
be secured only by increasing debt. (2) There should exist a fairly rigid re- 
striction upon the creation of unsecured debt, for such debt can be created 
without attracting attention and may very seriously undermine the invest- 
ment position of the preferred shares. (3) The creation of prior claims upon 
assets and earnings may be permitted only with the assent of the preferred 
shareholders, voting as a special class.*^'* (4) The issue of prior securities may 
be permitted only when such prior securities are less than a stated percentage 
of the total capitalization, when the “cushion” provided by common-stock 
investment is a specified minimum, and when the corporate earnings are 
sufficient to meet all prior charges and preferred dividends with a stipulated 
margin.^® 

Common-Stock Standards. Abuses associated with common stocks. Among 
the weaknesses of utility financing, particularly during the period of holding- 
company domination, have been the insufficient and improper uses that were 
made of common stock. An insufficient proportion of utility financing was 
done through the use of common stock. Such common stock as was used all 
too frequently represented no real investment; it was “watered stock.” In 
many holding-company systems there was a multiplication of various classes 
of common stocks, having different par values, issue prices, and voting powers. 
Finally, the extensive use of no-par stock facilitated practices which often 
resulted in an impairment in the capital of the corporation. 

Par versus no-par stock- The alleged advantages of no-par stock led to its 
extensive use in the 1920’s. It was said that no-par stock avoided misrepresent- 
ing the value of the stock to the prospective investor, that it encouraged the 
prospective purchaser to investigate the true worth of the stock, and that it rep- 
resented the common stock to be precisely what it was, that is, a right to a 
proportionate share in the residual earnings and residual assets of the cor- 
poration. The chief attraction of no-par stock to the corporation was that such 
stock could be issued at any price designated by the board of directors, whereas 
in some states par-value stock could not be issued legally at less than par. 

The use of no-par stock developed many abuses. Simply because there is 
no fixed par value, managements have been prone to issue no-par stock to 
different purchasers at different prices, thus discriminating against stockhold- 
ers who have paid a higher price or held the stock while earnings were rein- 
vested. Many corporations developed the practice of charging only a small 
fraction of the proceeds from the sale of no-par stock to the capital-stock ac- 

Stevens, “Voting Rights of Capital Stock and Shareholders,” ii founial oj Business 331 
(1938). 

Columbia Gas & Electric Corp., 4 S.E.C. 406, 415 (1939); Public Service Co. oj Colo., 
5 S.E.C. 788, 821-822 (1939); Southwestern' Gas & Electric Co., 6 S.E.C. 806, 8n (1940). 

This arrangement is le.ss frequently used than the others and it may not afford comparable 
protection. 
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count, crediting the remainder to a surplus account, which was not always 
designated as capital or paid-in surplus. In subsequent periods of financial 
stringency, managements sometimes paid dividends out of surplus, without 
distinguishing between that surplus which had arisen from earnings and that 
which had arisen through the sale of stock. This practice has resulted in a dis- 
sipation of the cushion of assets presumably supplied by the common-stock 
investment, to the detriment of the investment position of senior security 
holders and to the possible prejudice of other creditors. Also, no-par stock has 
proved particularly susceptible of abuse in the exchange of securities to effect 
combinations and mergers. Finally, no-par stock has made it relatively simple 
for managements to make excessive issues of stock, and where this practice has 
been followed not even the reduction in the book value of the stock suffices 
to avoid many of the evils of overcapitalization. The dividend expectations of 
investors are not adjusted downward with the increase in the number of 
shares outstanding, and managements are always under pressure to pay the 
expected rate of dividends, with the result that properties have not infre- 
quently been starved to meet common-stock dividends,'^*’ 

An awareness of the evils associated with the use of no-par stock and pre- 
ferred stock led Congress, in the Public Utility Act of 1935, to express a strong 
preference for the use of only “common stock having a par value and being 
without preference as to dividends or distribution over, and having at least 
equal voting rights with, any outstanding security of the declarant.” But 
as with preferred stock, the Securities and Exchange Commission may permit 
the use of no-par stock for exchange with an outstanding security of the com- 
pany or for effecting a merger or reorganization, for financing the business 
of a public utility company, or “for necessary and urgent corporate purposes,” 
where a refusal, to permit the use of such stock would impose an unreasonable 
financial burden or would be detrimental to the public interest.^”^ In the ad- 
ministration of this section the Commission has observed that a case for the 
issuance of no-par stock cannot easily be established in view of the presump- 
tion of the statute against it, but in a number of instances registered holding 
companies and their subsidiaries have secured approval for no-par issues.’^'- 
The conditions which may overcome the heavy presumption are suggested 
by an early decision where the corporation had outstanding Sio stock that 
was selling between $5,75 and |6.oo a share and the statute did not permit the 
sale of stock at less than par. With respect to the three alternatives open, the 
Commission concluded that the creation of a second class of stock would un- 
desirably complicate the capital structure, that the reclassification of the stock 
with a reduction in its par value might lead to a dissipation of assets that 
should be retained as a surplus, and that, therefore, the use of no-par stock 
was in the public interest.^®^ 

Berie and Means, The Modern Corporation and Private Property, pp. 143-144, 158-159, 
167, 171, 254 (1932); Bonbright, Railroad Capitalisation, pp. 49-57 (1920); Dewing, Financial 
Policy of Corporations pp. 21-29 (sd ed., 1934); Field, Corporation Finance, pp. 70-71 (1938). 

Public Utility Act of 1935, Sec. 7 (c) (1). ^^^Ibid., Sec. 7 (c) (2). 

National Gas & Electric Corp., 2 S.E.C. 632, 639 (1937); Consumers Power Co., 6 S.E.C. 
444 (1939); Southwestern Gas & Electric Co., 6 S.E.C. 806 (1940); Indianapolis Power & Light 
Corp., 7 S.E.C. 36 (1940); West Penn Power Co., 7 S.E.C. 69 (1940). 

National Gas & Electric Corp., 2 S.E.C. 632, 637-639 (1937). 
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Voting power. As a general principle, those who invest in a corporation 
should have voting power commensurate with their investment; voting power 
should be shared by all who are not protected by contractual agreement, as 
are the bondholders, against the nonpayment of a return on their investment 
or against the dissipation of the assets which secure their investment. Problems 
of voting power have been associated with the issuance of nonwoting preferred 
stock, and with the multiplication of different classes of common stock, concen- 
trating voting rights in low-valued stock retained by the management. The 
common stock requires little protection against the abuse of voting power 
lodged elsewhere; in general, any change in the rights of common stock re- 
quires the sanction of the common stockholders. If the common stock requires 
protection, it is against the use of the proxy machinery by management to vote 
policies inimical to their interest.^ 

The issue price of common stocky. Regulation has thus far failed to de- 
velop any clear-cut standards with respect to the appropriate issue price for 
common stock. Many state statutes still prohibit the sale of common stock at 
less than its par value, though many devices exist by which this prohibition 
may be circumvented and though the prohibition itself may be contrary to 
the public interest in certain circumstances. Most regulation has concentrated 
on the protection of the consumer and has, therefore, focused attention on 
the minimum price at which the security should be sold. More recently, as in 
the Public Utility Act of 1935, the fairness of the issue price to present and 
prospective investors has been recognized as a proper concern of regulation; 
but thus far the number of common-stock issues arising under the 1935 Act 
have not been sufficiently great to provide the Securities and Exchange Com- 
mission with the opportunity of formulating any complete policy as to the 
relation that should prevail between the issue price of common stock and its 
earnings coverage or the value of the assets to which it is the residual claim- 
ant. 

In regulating the issue price of common stock there are two principles 
which should guide commissions: the interest of the consumers dictates that 
capital shall be raised at the lowe.st possible cost, cost being judged not simply 
with reference to the particular issue but with regard to the long-run require- 
ments of the utility; and there must be a full protection of the equities of 
both the existing and the future stockholders. The interest of existing stock- 
holders may be protected by issuing additional stock at a price which re- 
flects the equity of existing stockholders in the enterprise, or by affording 
stockholders rights to sub.scribe pro rata for the additional stock. 

The standard for establishing the issue price of common stock may be 
either the market value of the stock, its book value, or its par value. It will 
be noted that the use of the market-value standard means, in effect, establish- 

See Rule U-6i and Rule U-62, Holding Company Act Release No. 2694. 

‘°®The following are suggestive of the issue prices in relation to earnings for a number of 
recent is.sues coming before the Commission; at $27 a share, or 17.3 times the earnings applicable 
to the common stock, in IVes/ Penn Power Co., 7 S.E.C. 69, 79 (1940); at $24, or ri.7 times 
earnings in Indianapolis Power & Light Corp., 7 S.E.C. 36 (1940); at $29.50 or 9.4 times earnings, 
in Newport Electric Corp., 4 S.E.C. 999 ( 1939 ); at $29.50, or ii.o times earnings, in Washing- 
ton Gas Light Co., 5 S.E.C. 576 (1939). 
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ing the issue price with respect to the present and prospective earnings on 
the stock. The acceptance of either market value or book value as the stand- 
ard for determining the issue price would certainly suffice to protect the 
equities of the existing stockholders, whether or not they subscribed to the 
new security, for the new stockholders would have to pay into the corporate 
treasury a sum equivalent to the present value of the equity of existing stock- 
holders.^'^® And it might seem that the use of the market-value or the book- 
value standard would guarantee that the corporation would raise capital as 
economically as possible, for the higher the price of the new stock the smaller 
the number of shares that have to be issued to realize any requisite capital 
sum. It was this last consideration, the possibility of restricting the outstanding 
capitalization of the utility to the smallest possible sum, that prompted Massa- 
chusetts to adopt her “premium laws,” which required that new shares of 
capital stock be offered proportionately to existing shareholders at not less than 
their market value as determined by the regulatory commission. These laws, 
adopted in the 1890’s, persisted until 1908, when the statutes were amended 
to provide that new shares should be issued at a price not so low as to be in- 
consistent with the public interest; but the regulatory authorities interpreted 
the revised law to mean that the issue price should be not lower than was 
considered requisite to assure the ready sale of the new securities. 

In actual operation, the Massachusetts requirement that securities be issued 
at a premium developed many disadvantages: the regulatory authorities were 
presented with a difficult technical problem in determining the proper issue 
price; if the price of the stock should fall below the issue price approved by 
the Commission, the sale of the new issue might become impossible, or if the 
decline occurred after the new securities had been sold, the credit of the utility 
might be adversely affected; where the issue price might be established at 
an unreasonably high level, the management might hesitate to finance with 
common stock, lest a future decline in the market value of that stock create 
dissatisfaction and ill-will among its investors; and finally, the requirement 
that stock be issued at a premium seriously interfered with the regulation of 
rates. This last objection, the interference with rate regulation, deserves further 
analysis: the larger the corporation’s earnings or the larger the surplus ac- 
cumulated through the reinvestment of past earnings, the higher the market 
price of the stock would tend to be, and consequently, the higher the issue 
price must be; but issuing stock at a premium creates, in effect, a new par 
by which the reasonableness of the future earnings of the utility must be 
judged, with respect to both the old and the new stock issues., Thereafter any 
reduction in rates which would prevent the payment of the established divi- 
dend rate and which would thereby cause the market value of the securities 
to fall below the prescribed issue price would expose the regulatory authori- 
ties to criticism and a charge of bad faith, and might readily result in an im- 
pairment in the utility’s credit. Thus the requirement that securities be issued 
at book value or at market value, when that value is above the par value of 
the outstanding securities, “capitalizes” the existing earnings and the existing 

course, the existing stockholders might be concerned with the dilution of their voting 
power if they were not given an opportunity to subscribe to the new issues. 
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surplus of the corporation, creating a new standard tending to prevent fu- 
ture rate reductions. A similar danger to effective rate regulation is encoun- 
tered whenever a utility is required to sell its stock at a high price relative 
to its reasonable earning capacity.^ In brief, financing policies must not 
freeze high rates.^®® 

The objections to the issuance of stock at a premium prescribed by regula- 
tory authority do not apply to a managerial decision to sell stock at a premium, 
for then the commission is under no implied obligation to permit earnings 
to protect the issue price, and the premium may be regarded simply as a de- 
vice to preserve the existing investors’ equity in the corporation’s assets. And 
it may be noted that these objections do not apply with substantial force to 
the sale of holding-company securities at a premium, for this premium is not 
related directly to the price charged for utility service by the subsidiaries and 
hence presumably serves only to protect the equities of existing security hold- 
ers. However, it should be noted that the objections apply with full force to 
the use of no-par stock which is required to be sold at book or market value; 
for here also, the successful utility translates every increase in income and 
every reinvestment of earnings into a new and higher standard by which to 
judge the reasonableness of the fair return on the common-stock investment. 

Should utilities be permitted to issue stock at less than par? Many states 
have statutory provisions requiring that stock be sold at not less than par. 
Though evasion of these statutory requirements has been readily possible in 
the past, especially by holding-company systems, such absolute and rigid re- 
quirements may interfere with sound financing. There is, of course, no ob- 
jection to a requirement that stock be sold at par, if the sale at a lesser price is 
permitted with the approval of the commission. But an absolute prohibition 
against selling at less than par may force a utility to resort to debt financing 
even though equity financing might be both feasible and more desirable; or 
a corporation may be compelled to reduce the nominal value of its capital 
stock to conform to the prevailing market price, a procedure which might 
subsequently lead to the dissipation of the cushion of assets upon which senior 
security holders and creditors have relied. Although as a general rule new 
stock should not be sold at less than par, there are circumstances under which 
the sale at less than par might be entirely consonant with the public interest. 
Where an issue price below par is approved, it would be appropriate for the 
commission to impose restrictions upon the future payment of common divi- 
dends, until any deficit in the common-stock account should be made good 
through the reinvestment of earnings. 

Toward a Simplified Capital Structure. Among the most serious evils to 
develop in the period prior to federal regulation was the undue complexity 
which characterized the capital structures of many holding companies and 
their subsidiaries.^®® A complicated capital structure has many disadvantages 

10 ’' In West Petin Power Co., 7 S.E.C. 69 (1940), the Commission permitted an issuance of 
stock at $27 a share, although the asset value of the stock was only $11,90 (only I3.75 after 
deduction for write-ups). Eighty per cent of die amount contributed by new investors went to 
“fatten" the equity of existing stockholders (chiefly the holding company). 

The Massachusetts premium laws are discussed in detail in Barnes, Public Utility Control in 
Massac/ittsetts, pp. 3,4-58, 81-82, igS-igg. 

109 Chapter IV. 
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for investors and regulatory authorities. It is impossible for the security holder 
to judge accurately the investment worth of his security; full disclosure of 
material facts with respect to proposed issues of securities becomes well-nigh 
impossible; and rigidities develop in the capital structure which make it in- 
creasingly difficult for the corporation to raise new capital, especially under 
unfavorable market conditions. Regulatory authorities find that capital costs 
are likely to be increased, that new capital may be virtually unobtainable 
when conditions in the investment market are not extremely favorable, that 
it is impossible to insist upon the observance of sound financial policies in the 
creation of new issues, and that it is impossible to discharge their responsibility 
to assure fair and equitable plans for mergers, consolidations, and reorgani- 
zations. Thus both the investor and the consumer have a stake in simplifying 
the capital structures of utility corporations. 

The desirability of simplified capital structures has been recognized in fed- 
eral legislation, which has sought to limit securities to common stocks and 
bonds, except under exceptional circumstances.^ While it has permitted 
companies to issue more than a single class of bonds, to resort to the use of 
preferred stock, and to use no-par stock, the Commission has continued to 
move in the direction of a simplified capital structure, preferring, where pos- 
sible, to consolidate outstanding bonds into a single issue and to eliminate any 
multiplication of different classes of preferred and common stocks.^ 

Toward an Investment Capitalization. The practice of writing-up asset ac- 
counts and issuing securities on that basis were among the serious evils of 
holding-company systems prior to 1935.^^“ Hence one of the avowed purposes 
of the Public Utility Act of 1935 was to eliminate the evils associated with the 
issuance of securities on the “basis of fictitious or unsound asset values having 
no fair relation to the sums invested” in the property.^ Not simply the 
preservation for the future of an equivalence between new security issues and 
new capital investments, but the far more difficult task of securing a recon- 
stitution of capital structures to reflect the investment in earning properties, 
is a fundamental objective in the regulation of registered holding companies 
and their subsidiaries. The reasons for preferring an investment standard for 
measuring the reasonableness of utility capital structures has already been 
developed.^^^ 

The Securities and Exchange Commission has sought the attainment of in- 
vestment capitalizations principally through requirements directed toward 
the amortization of outstanding securities, either through the use of serial 
bonds or the establishment of sinking funds, and the imposition of restric- 
tions upon dividend payments until an adequate surplus should be built up. 
And similar results have been obtained through the forgiveness by the hold- 
ing company of debts owed by the subsidiary and through capital contribu- 
tions by the holding company.^ The Commission has not taken a strong 

Ptihlic Utility Act of /pjj. Sec. 7 (c) (t). 

m Utilities Power & Light Carp., 5 S.E.C. 483, 487-492 (1939); Public Service Co. of Colo., 
5 S.E.C. 788, 810 (1939). 

1^2 Chapter IV. Sec. T (b) (i). Supra, p. 6 qj. 

115 North American Co., 4 S.E.C. 434, 438 (i 939 ); E/ Paso Electric Co., Holding Company 
Act Release No. 2535, pp. 4 and p. 10 (1941). 
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position in requiring, as a prerequisite to approval of further security issues, a 
downward revision in capital structures to eliminate write-ups in asset ac- 
couhtsd^® 

Earnings and capitalization. One serious obstacle to the attainment of an 
investment capitalization is the tendency to disregard investment figures 
where corporate earnings support security issues that could not be justified 
on an investment basis. From the point of view of investors, the capitalization 
of the company should be limited to the sum which can be supported by the 
prospective earning power; but from the point of view of consumers and rate- 
payers, the capitalization of the company should not exceed the net invest- 
ment in the property used in rendering service, or the sum justified by the 
prospective income of the company when it is charging no more than reason- 
able rates, whichever is less. While these principles apply chiefly to operating 
utilities, a failure to observe similar principles with respect to holding com- 
panies may result in increasing the cost of capital to holding and operating 
companies and in intensifying the pressure on operating companies to main- 
tain dividend payments to their holding company. 

The earnings test may be used in tw'o ways: (i) to require a reduction in 
the capitalization of a holding company or subsidiary where the capitaliza- 
tion, presumably on an investment basis, exceeds the sum justified by pros- 
pective earnings, or to support a commission reftrsal to permit an issue which 
would result in a capitalization that would be excessive when judged by the 
earnings standard; or (2) to support a larger security structure than could 
be justified by the net investment of the issuing corporation. It would appear 
that the Securities and Exchange Commission has employed the earnings test 
for both purposes. For example, the Central Illinois Electric & Gas Company 
case involved the issuance of first mortgage bonds and unsecured serial deben- 
tures by a subsidiary of a registered holding company, an exemption being 
grantecl on the ground that the issues were solely for the purpose of financing 
the business of the company as a public utility and had been expressly author- 
ized by a state commission.^ The company had a net inflation in its prop- 
erty accounts of more than $7,000,000, and it was stated that the ratio of debt 
to net property account less write-ups was 100.2 per cent. This situation w^as 
condemned by two members of the Commission,^ and the chairman of the 
Commission discussed the earnings standard as setting a lower total for cap- 
italization than would be justified if the rate base were assumed to measure 
the permissible capitalization.^^'-’ In the Utilities Power &• Light Corporation 

iiG Scyi’ice Co. of Colo., 5 S.E.C. 788, 820 (1939); Dayton Power & Light Co., 6 S.E.C. 

787.793(1940)- ... 

5 S.E.C. 115 (1939). Commis.sioners Healy and Eicher. 

Commissioner Frank stated in a concurring opinion: 

“i. In the concurring opinion of Commissioner Flealy, stress is laid on the fact that in Atlanta 
B. & C. R. Co. V. United States, 296 U.S. 33, the Supreme Court quoted with approval the state- 
ment that ‘the only pertinent value is that for purposes of sale or exchange.’ Whether or not that 
case is precisely pertinent, I fully agree that, in considering the issuance of new securities, ‘sale or 
exchange value’ is the proper criterion for this Commission. The courts have said that sale or 
exchange value is to be determined by the reasonably expected future earnings of the property; 
the courts have so held in condemnation cases, in cases involving- purchases by municipalities 
under contract, and in reorganization cases. [See cases cited /« the matter of Genesee Valley 
Company, Inc., 3 S.E.C. 104 at 112 (1938) (footnote 19).] Accordingly when we are consider- 
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case, a reorganization proceeding, the Commission also discussed the earnings 
standard, in this instance as a justification for a reduction in the capitali- 
zationd-^^ In a third case, the Public Service Company of Colorado, a majority 
of the Commission accepted the demonstrated earning power of the corpora- 
tion as a justification for a capitalization which could not be supported by the 
actual investment. There were write-ups of some $23,000,000 which, if elim- 
inated, would have left the adjusted net property account less than the ag- 
gregate of debt and preferred stock authorized by the Commission’s order. 
Commissioner Healy dissented vigorously from the opinion of the majority 
and insisted that the standards of the Act required adherence to an actual- 
investment standard in determining the propriety of security issues. 

These decisions and others, involving the use of earning capacity as a stand- 
ard which may justify a capitalization not supported by actual investment, 
are pregnant with danger to the consumer. The Commission has no jurisdic- 
tion over the rates charged by operating subsidiaries of registered holding com- 
panies and so is not in a position to act effectively to protect consumers from 
excessive capitalizations. Where capitalizations in excess of actual investment 
obtain even a semblance of official approval, there is a real danger that state 
authorities will be embarrassed in establishing a rate base less than the capi- 
talization having implied official approval. Increased emphasis on the pro- 
tection of consumer interests, especially a clarification of the significance of 
the earning standard, by the Commission is much to be desired. 

Toward a Balanced Capital Structure. The problem and its ifnportance. 
Balance in a capitalization refers to the proportions in which bonds, preferred 
stocks, and common stocks have contributed to the capital of the corporation. 
Pragmatically, a capital structure is balanced when all of the securities of the 
corporation find a ready investment market, so that the company is able to 
raise new capital through the issuance of either bonds or preferred or com- 
mon stocks as contemporary circumstances make desirable. Thus a balanced 
capital structure is one that will support an expansion in the capital invest- 
ment of the utility; it is a capital structure which will stand up under the im- 
pact of depression; and it is one which will assure the availability of adequate 
capital to meet all legitimate requirements of the corporation. While the im- 
portance of a balanced capital structure has been c]uite generally recognized 
by state regulatory authorities having jurisdiction over the security issues, 


ing the issuance of new securities the controlling factor is the reasonable expectation of the 
future earnings of the issuing company. 

“2. It follows, then, that the rate base is not the controlling factor in determining the propriety 
of the issuance of new securities. The rate base merely sets the upper limit to the potential 
future earnings and is pertinent merely to that extent: It can happen, and has happened, that a 
company is unable to earn a reasonable return on the amount which the courts fix as the rate 
base. ... 

“In other words, when considering the issuance of new securities, the proper rate base can, 
at most, have an effect only as a limiting factor; that is, it fixes an upper limit to the sum which 
the company will be permitted to earn.” {Ibid., 134.) 

120 5 S.E.C. 483, 500 (1939). See also Genesee Valley Gas Co., 3 S.E.C. 104, 112 (1938); 
West Ohio Gas Co., 3 S.E.C. 1014 (1938). 

Public Service Co. of Colo., 5 S.E.C. 788, 795, 849 (1939). Certain extenuating circum- 
stances have already been noted, 

122 852-853, 854. 
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much of the industry has been beyond the scope of state control and has de- 
veloped capital structures which were deficient in balance. 

The achievement of a balanced capital structure. The attainment of bal- 
anced capital structures may be possible through a proper administration of 
corporate income and through observing conservative standards with respect 
to new capital issues, or it may require a complete reorganization and re- 
capitalization of the company, for even a favorable investment market may 
not enable a corporation having a heavy bonded indebtedness (with perhaps 
some capital impairment through inadequate provisions for depreciation, or 
an accumulation of unpaid preferred-stock dividends) to raise new capital 
through the sale of junior securities. The Commission has sought to assure 
a substantial amount of common-stock equity in registered holding com- 
panies and their subsidiaries through encouraging the issuance of common 
stock where its sale on favorable terms has been possible, through requiring 
a reduction of the bonded debt by refunding bonds with junior securities,^ 
through provisions for sinking funds in the indenture for new bond issues,^ 
and through provision for the serial retirement of debentures and notes.^-*'* A 
balanced capital structure may also be attained, where the existing indebted- 
ness is disproportionate, through requiring the corporation to reinvest a por- 
tion of its current earnings until the common-stock equity shall reach a safe 
level. Forgiveness of debt and capital contributions by the holding company 
have also served to correct unbalanced capital structures.’--’^ Of course, capital 
structures which appear superficially to lack balance may contain hidden cap- 
ital investments arising from excessive provisions for depreciation or from 
charging capital expenditures to operating expenses, thus creating a margin 
or cushion of assets not represented by outstanding securities. 

Preservation of a balanced capital structure. A balanced capital structure 
may be protected and maintained by the same policies through which it is 
created. Restrictions on the issuance of bonds and provisions for a reduction 
in bonded indebtedness through sinking-fund and serial bonds have already 


Utilities Power & Light Corp., 5 S.E.C. 483, 516 (1939); Newport Electric Corp., 4 S.E.C. 
999, 1020 (1939); W ashington Gas Light Co., 5 S.E.C. 576, 585 (1939); Consumers Power Co., 

6 S.E.C. 444, 451-452 (1939); Indianapolis Power & Light Corp., 7 S.E.C. 36, 54 (1940); West 
Penn Power Co., 7 S.E.C. 69, 81-83 (1940). 

In the E/ Paso Electric Company case, tlolding Company Act Release No. 2535, the Com- 
mi.ssion remarked (p. 24): 

“To refuse to permit the issuance of obligations to refund outstanding issues, where the se- 
curity structure would not be .sound, is not at all to penalize the common stock. It is rather to 
prevent new public investors in .senior securities of utilities beirig brought in until such time 
as the controlling common stock interests, i.e., the holding companies, are willing and able to 
refinance in such a way as to bring about a sound capital structure." See also Consumers Power 
Co., 6 S.E.C. 444, 464-475 (1939). 

las Pfil>lic Sereicc Co. oj Colo., 5 S.E.C. 788, 816 (1939); Dayton Power & Light Co., 6 S.E.C. 
787 (1940); Southwestern Gas & Electric Co., 6 S.E.C. 806, 810 (1940); El Paso Electric Co., 
Holding Company Act Release No. 2535 (1941). » 

^ Northern Indiana Power Co., 6 S.E.C. 910, 914 (1940); South Carolina Electric & Gas Co., 

7 S.E.C. 345, 346 (1940); Northeastern Water dr Electric Corp., Holding Company Act Release 
No. 2314 (1940). 

Te.xas Utilities Co., i S.E.C. 944 (1936); Alabama Water Service Co., Holding Company 
Act Release No. 2323 (1940); National Gas & Electric Corp., Holding Company Act Relea.se 
No. 2385 (1940); Appalachian Electric Power Co., Holding Company Act Release No. 2430, 
p. 12 (1940) ; El Paso Electric Co., Holding Company Act Release No. 2535 (1941). 
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been described. Regulatory authorities may encourage or require utilities to 
make more extensive use of equity securities in raising new capital or in re- 
funding. Specifically, the availability of bond money at low interest rates 
should not be allowed to deflect the company from seeking to achieve a more 
conservative capital structure whenever conditions permit the issuance of 
common stocks.^-® Further attempts at the protection of a balanced capital 
structure are the imposing of conditions to reconstitute or to freeze a certain 
proportion of the surplus of the corporation,^^® the establishment of more 
ample depreciation provisions,^®® and restriction upon the payment of divi- 
dends.^®^ But the policy will be less than successful if an adequate portion 
of new capital does not come in the form of common-stock equity, either 
through the sale of new common stock or through the reinvestment of earn- 
ings. 

The cushion theory. In the cases which have come before the Securities and 
Exchange Commission, the discussion of the necessity for a balanced capital 
structure has been largely in terms of the so-called “cushion theory.” ^®^ Any 
reduction or impairment in the cushion should come to the attention of both 
senior security holders and regulatory authorities. It is not enough that the 
initial capitalization of the corporation should provide an adequate common- 
stock investment; ^®® it is also essential that the cushion shall be preserved, 
and if possible reinforced, through the accumulation of a surplus. 

A dissipation of the cushion may result from several circumstances. If divi- 
dends are paid in excess of the amount of the current earnings, that part of 
the cushion which has been represented by reinvested surplus and which may 
have been a substantial consideration in inducing some security holders to 
invest is dissipated. Such a policy should not be possible without adequate 
notice to all security holders that the company is paying dividends in part 
out of past earnings. A second and more serious infringement on the cushion 
follows the payment of dividends after the capital of the corporation has been 

Consumers Power Co., 6 S.E.C. 444, 471 (1939). See also Southwestern Gas Sr Electric 
Co., 6 S.E.C. 806, 822 (1940). 

^-^Philadelphia Co., 6 S.E.C. 752, 767 (1940); Columbia Gas Sr Electric Corpi, 4 S.E.C. 406, 
409-410 (1939); North American Co., 4 S.E.C. 434, 495 (1939): Kentucky Utilities Co., 6 
S.E.C. 937, 949 (1940); West Penn Power Co., 7 S.E.C. 69, 84 (1940). 

Central Illinois Electric Sr Gas Co., 5 S.E.C. 115, 1 23-1 24 (1939); PennsyUmnia Power Sr 
Light Co., 5 S.E.C. 684, 691 (1939); Public Service Co. of Colo., 5 S.E.C. 788, 8i6, 824, 849- 
850 (1939); Southwestern Gas Sr Electric Co., 6 S.E.C. 806, 817-818 (1940) ; El Paso Electric Co., 
Holding Company Act Release No. 2535 (1941), pp. 14-15. 

Columbia Gas & Electric Corp., 4 S.E.C. 406, 419-423 (1939); lVc.(t Penn Power Co., 

5 S.E.C. 376, 388 (1939): Public Service Co. of Colo., 5 S.E.C. 788, 824 (1939) ; Arkansas Western 
Gas Co., Holding Company Act Release No. 2434 (1940). 

The assets represented by the investment of junior securities are said to constitute a 
“cushion” with respect to income and assets for senior securities. Thus for the bonds, the equity 
represented by the preferred stock, the common .stock, and the corporate surplus together con- 
stitutes the cushion; whiyeas for preferred stock, the investment represented by the common-stock 
equity, including surplus, functions as a cushion. Discussions of the cushion theory are to be 
found in North American Co., 4 S.E.C. 434, particularly on pages 480-487 (Chairman Frank’s 
dissenting opinion) (1939); Columbia Gas Sr Electric Corp., 4 S.E.C. 406, 41S (1939); Phila- 
delphia Co., 6 S.E.C. 752, 765-766 (1940); El Paso Electric Co.. Holding Company Act Release 
No. 2535 (1941). 

may be said that the common-stock investment is less than adequate when senior se- 
curities are issued in such amounts that bondholders and preferred stockholders are subject to the 
risks that are ordinarily impiosed only upon common stock. 
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impaired: such a payment to common stock is impossible to justify; such a 
payment to preferred stock, while not prejudicial to the interests of that class 
of stockholders, injures bondholders. A more subtle and commonplace en- 
croachment on the capital cushion occurs whenever a corporation fails to 
make adequate provision for accruing depreciation. A fourth, and an often 
overlooked, impairment of the capital cushion occurs whenever a corporation 
writes down its capital stock in order to wipe out a deficit; if dividends are 
subsequently paid before a common-stock equity equivalent to the amount of 
the write-down has been reinvested -in the business, either by a new capital 
contribution or by the retention of earnings, there results a permanent reduc- 
tion in the cushion for all senior security holders.^^'^ 

A concern for the preservation of the capital cushion has taken the form 
of restrictions upon the payment of dividends, the freezing of surpluses, the 
requirement of more adequate provision for depreciation, and the inclusion 
(in covenants governing the issuance of preferred stock) of provisions to pre- 
vent payment of common dividends until any prior impairment of capital 
has been made good, even though such capital impairment has been ofiset by 
a formal reduction in the common-stock capitalization. 

Economy in the Raising of Capital. All the regulation of security issues 
heretofore described would be incomplete unless the utility were required to 
use the most economical possible methods in selling its securities to the in- 
vesting public. The assurance of due economy in the raising of capital begins 
with restrictions on the amount of securities, extends to considering whether 
the particular security is well adapted to the conditions of the investment mar- 
ket, and finally, examines into the reasonableness of the fees and charges paid 
to underwriters and distributors. The Securities and Exchange Commission 
is under a statutory injunction to withhold permission for the issue and sale 
of a security if it finds that the fees, commissions, or other remuneration are 
not reasonable or that the terms and conditions of sale are detrimental to the 
public interest or the interest of investors or consumers.^'^^ And the Commis- 
sion is generally instructed to assure the maintenance of competitive condi- 
tions, for the Act is directed against the evils which “result from an absence 
of arm’s-length bargaining or from restraint of free and independent com- 
petition,” and against a lack of economy in the raising of capital.’'^' 

Reasonableness oj fees and charges. A knotty problem with respect to econ- 
omy in the raising of capital has been the fees and other compensations paid 
to underwriters and distributors. The opinion has widely prevailed that there 
has been an absence of free and independent bargaining between utility com- 
panies and underwriters, not simply as a result of formal relations falling 
within the definition of an affiliate, but also as a result of the practice of plac- 

Chairman Frank dwells at length on the danger to preferred stocks and bonds whenever 
dividends are paid on common stock while an impairment of the common-stock investment still 
exists, even though there has been a reduction in common stock to offset the amount of the 
capital impairment, in North American Company. 4 S.E.C. 434, 482-490 (1939). The injury 
to senior security holders arises not from the reduction in the common stock but from the sub- 
sec^uent payment of dividends before there has been a restoration of the capital cushion. See also 
S.E.C., Report on the Study oj the Work oj Protective and Reorganization Committees, Part 7, 
99.487-488(1938). 

vsB pidltc Utility Act of jgss. Sec. 7 (d) (4). Ibid., Sec. i (b) (2) and (5). 
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ing securities by private negotiation. In an attempt to meet this situation, the 
Commission adopted a rule to control the payment of fees to underwriters 
and finders who were believed to be able, as a result of stock ownership or 
other relationship, to gain an unfair advantage in bargaining with the util- 
ity.^^’^ Under this rule no fee could be paid, except on the basis of competitive 
bidding, to underwriters and finders coming within the rule unless the jus- 
tification was clear, or unless such a person had a participation of not more 
than 5 per cent of the total underwriting and was receiving the same fee as 
that paid to nonaffiliated underwriters.^^® 

The cases involving underwriters’ fees where there was an absence of bar- 
gaining fell into two categories — those where the underwriter chose to avoid 
a proceeding to determine the question of affiliation by limiting itself to a 5 
per cent participation, and those where proceedings were instituted for a com- 
mission determination of the applicability of the rule to particular under- 
writers. There were few, if any, instances of an attempt to comply with the 
spirit of the rule by showing that competitive bidding was impracticable. In a 
substantial number of instances, underwriters falling within the rule or ap- 
pearing to come within its scope limited their participation to 5 per cent of 
the total issue and agreed to forego any management fee, thus avoiding the 
necessity of any inquiry into their relationship to the issuer.^®® The 5 per cent 
exemption clause of the rule was intended to relieve issuing companies and 
underwriters of the necessity of an examination into their historical relation- 
ship, but the tendency was for underwriters to use this clause as a loophole to 
continue their underwriting without having to submit to an inquiry with 
respect to their possible affiliation with issuing corporations. Furthermore, the 
rule did not achieve its objective, namely, that of encouraging competitive 
bidding or untrammelcd bargaining between issuing corporations and un- 
derwriters.^'^® 

A number of proceedings have required a determination of whether in fact 
an affiliation exists between the underwriter and the issuing utility. In most 
of these cases, the Commission has permitted the declaration with respect to 
the security issue to become effective, with the understanding that the under- 
writer would receive no underwriting or other fees in connection with the 
issue pending a final determination of the question of affiliation.^ 

137 Rule U-12F-2 applied to persons who fall within the definition of an affiliate [Section 2 
(A) (ii)]; that is, officers, directors, stockholders, and any person found by the Commission 
to stand in such a relation to the issuing corporation “that there is liable to be such an absence 
of arm’s-length bargaining in transactions between them as to make it necessary or appropriate 
in the public interest and for the protection of investors or consumers that such persons be 
subject to the obligations, duties, and liabilities imposed upon affiliates of a company.” 

138 This rule relating to underwriting fees applied, of course, to negotiated sales. In the period 
from March 22, 1935, to December 31, 1939, there were 173 issues of bonds by electric and gas 
corporations, of which 159 were negotiated sales. 

'Northern States Power Co., 4 S.E.C. 728 (1939); Gtdj States Utilities Co., 5 S.E.C. 170 
(1939); West Penn Power Co., 7 S.E.C. 6g, 81 (1940); Iowa Public Service Co., 5 S.E.C. 619 

(1939)- 

110 Consumers Power Co., 6 S.E.C. 444, 457 (1939). 

111 Northern Natural Gas Co., 5 S.E.C. 561 Halsey, Stuart & Co., 5 S.E.C. 865 (1939); 

Consumers Power Co., 6 S.E.C. 444, 453 (1939); Dayton Power & Light Co., 6 S.E.C. 787, 796 
(1940). In the fir-st case the underwriter, Dillon, Read & Co., waived its right to receive a fee, 



REGULATION OF SECURITY ISSUES 731 

In some investigations vt^hich it has completed, the Commission has found 
instances of affiliation that have required it to consider the reasonableness of 
fees! However, where an underwriter and a utility company had canceled a 
preferential option agreement binding the utility to give the investment bank- 
ing house first call on its financing, it was concluded that no affiliation within 
the meaning of the rule still existedfi^^ But continuous use of the same agent 
in placing the company’s private offerings of securities, so that the agent was 
characterized as “ ‘an essential arm’ of the utility business,” created a situation 
where it was thought necessary to inquire into the reasonableness of a fee 
amounting to % per cent on the principal of an issue of |i5,ooo,ooo or I75,- 
000. A consideration of the time spent in placing the bonds privately, together 
with the time spent in preliminary conferences with the utility as to the financ- 
ing program, led the Commission to conclude that the reasonable and adequate 
compensation for the services of the agent should not exceed $40,oood'^'^ 

The reasonable cost for the disposal of security issues depends upon many 
factors: the size of the proposed issue, the size and reputation of the issuing 
company, the condition of the investment market, the price at which the se- 
curity is offered to the investor, the type of security used, et cetera. The im- 
portance of the conditions of the investment market requires no elaboration; 
indeed, if conditions of the investment market are unfavorable, it may be 
impossible for the utility to float new securities at any cost which is not 
prohibitive. The size and reputation of the issuing corporation will not only 
largely determine the reception which investors will accord the new issue, 
but may also be significant with respect to the number of banking houses that 
will be interested in handling the securities. A large corporation, having a 
national reputation, finds a ready-made market for its securities; whereas the 
equally good securities of a small and relatively unknown corporation may 
be salable only after an intensive effort to accjuaint investors with the merits 
of the company and its issues. That “spread is a function of price” is a 
commonplace: the risks sustained by the underwriters are greater in propor- 
tion as the particular security is more highly priced.^'^" The cost of obtaining 
money depends upon the type of security used, bonds being more salable than 
preferred stock, and preferred stock being more readily salable than common 
stock; and upon the size of the issue, the cost decreasing with an increase in 
the amount to be distributed. An investigation by the -Commission revealed 
that the cost of flotation for bonds varies from 3.4 per cent for issues aggre- 
gating $5,000,000 to $10,000,000, to 2.5 per cent for issues of 125,000,000 or more. 
The average cost of flotation for preferred stock was 5.7 per cent, and for 
common stock, nearly 18 per cent. 


reserving the right to reassert its claim in the event that the rule should be held invalid or re- 
pealed retroactively. 

Halsey, Smart & Co., 5 S.E.C. 865 (1939). 

Connectictit Light & Power Co., 5 S.E.C. 706, 71 1 (1939). 

Consumers Power Co., 6 S.E.C. 444, 500 (1939). 

The higher the issue price, the greater the risk that the underwriters may not be able to 
dispose of the entire issue at that price, and tlrerefore the greater the price that must be paid to 
the underwriter. 
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A recent report of the Commission presented an analysis of the cost of flota- 
tion for registered securities for the years 1938 and 1939, based upon the esti- 
mates contained in the registration statements. For all industries and all classes 
of securities, there is a tendency for the proportional cost to decline as the size 
of the issue increases. Thus the cost of flotation for underwritten bond issues 
amounted to 7.5 per cent for issues of less than $1,000,000, 3,4 per cent for 
issues of from $1,000,000 to $5,000,000, 2.8 per cent for issues of from $5,000,000 
to $20,000,000, and 2.4 per cent for larger issues.^'^® For stock issues the costs 
were consistently lower where the issue was from |i,ooo,ooo to $5,000,000 than 
for issues of less than $1,000,000.^^'^ It should be noted that this analysis ap- 
plies to all registered securities, with the exception of investment companies, 
and not simply to the issues of utility corporations. 

The size of the company also has a significant influence upon the cost of 
financing, the cost becoming progressively smaller as the size of the issuing 
corporation increases. Thus the cost for underwritten bonds averaged 7.3 per 
cent for issues by companies having assets of less than |i, 000, 000; 3.1 per cent 
for companies having assets between $5,000,000 and $10,000,000; 2.3 per cent 
for companies having assets of $200,000,000 and over.^”^® 

The cost of financing depends principally upon the type of security used, 
it being easier to sell bonds than preferred stocks, and preferred stocks than 
common. The Commission reported that the cost of flotation amounted to 2.6 
per cent for underwritten bonds; 6.3 per cent for underwritten preferred 
stock; 16.0 per cent for non-underwritten preferred stocks; 16.9 per cent for 
underwritten common stocks, and 19.0 per cent for non-underwritten com- 
mon stocks. The largest element of expense was the compensation paid to dis- 
tributors; this compensation absorbed 77 per cent of the total cost of flotation 
for underwritten bonds, 81 per cent for underwritten preferred stocks, 93 per 
cent for non-underwritten preferred stocks, 89 per cent for underwritten 
common stocks, and 91 per cent for non-underwritten common stock.’'*” The 
other expenses of issuance embrace many items of cost of divergent character 
and importance. Some of these expenses are wholly independent of the pro- 
visions of the Securities Act; such expenses would be listing fees, federal taxes, 
state taxes and fees, and the compensation paid to trustees, transfer agents, et 
cetera. Other expense items may be considered partly attributable to registra- 
tion requirements— printing and engraving, legal fees, accounting fees, engi- 
neering fees, and other similar expenses. Finally, there are the registration 
fees which are wholly attributable to the requirements of Federal regulation. 
The aggregate of these expense items averaged 0.6 per cent for unde'rwritten 


i^®S.E.C., Trading and Exchange Division, Costs oj Flotation of Registered Securities, 1938- 

1939 (1941)- 

Most of the preferred and common-stock issues of this period were for less than |i, 000, 000, 
and the.se smaller issues showed little relationship between cost and size of issue. 

i*®For preferred and common stock, financing costs were appreciably lower for companies 
having assets of from $1,000,000 to $5,000,000 than for companies having assets of less than 
1 ) 1 , 000 , 000 . 

The average compensation paid to distributors was 2.0 per cent for underwritten bonds, 
5.1 per cent for underwritten preferred stock, 14.9 per cent for non-underwritten preferred 
stock, 15. 1 per cent for underwritten common stock, and 17.3 per cent for non-underwritten 
common stock. 
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bonds, 1.2 per cent for underwritten preferred stocks, i.i per cent for non- 
Linclerwritten preferred stocks, 1.8 per cent for underwritten common stocks, 
and 1.7 per cent for non-underwritten common stocksd'^® 

The method of sale has had some influence on the cost of financing: the 
non-underwritten issues have generally involved a somewhat higher cost of 
flotation, and where the new securities have been offered to existing security 
holders the costs of flotation have been relatively low, largely due to the smaller 
compensation paid to distributorsd^^ 

The variations in cost of financing for different industries are not absolutely 
clear-cut, although there are differences reflecting the investors' preferences 
for different industries. The Commission reported that cost variations between 
industry groups were slight for bond issues — 2.5 per cent for underwritten 
bonds of manufacturing corporations and 2.6 per cent for utilities. More 
marked variations in cost prevailed with respect to preferred stocks — 9.0 per 
cent for manufacturing companies and 4.1 per cent for utility companies, 
Competitive bidding. The determination that the fees and other costs in- 
cidental to the flotation of securities are only such as are reasonable and neces- 
sary has posed a difficult problem for the Securities and Exchange Commis- 
sion. For practical purposes, a reasonable and necessary fee may be defined as a 
competitive fee — that is, the issuing corporation should pay no more for the 
services of underwriting and distribution than the lowest sum at which re- 
sponsible investment bankers and dealers will undertake to market its securi- 
ties. If competition is really present and if the securities are sold to the lowest 
bidder, the Commission may safely assume that the costs are reasonable.^"^ 
There is no assurance that a competitive price will prevail for the services 
rendered by underwriters and security dealers in the absence of governmental 
action to assure the maintenance of competitive conditions. Indeed, it is gen- 
erally acknowledged that the connection between investment bankers and 
large corporate issuers of securities has historically been much closer than has 
customarily prevailed between buyers and sellers in the conventional competi- 
tive markets. This absence of competition in the placement of corporate se- 
curities has been particularly marked in the public utility and railroad fields. 

rr>0An analysis of the individual expense items indicated that the expenses not attributable 
to registration amounted to 0.227 P^r cent for bond issues (and the expenses partly attributable 
to registration to 0.331 per cent), 0.31 per cent for preferred stock issues (and 0.922 per cent 
for expenses partly attributable to registration), and 0.452 for common stock issues (with 
1.026 per cent for expenses partly attributable to registration). It was estimated that the 
maximum cost of registration was less than 1^4 of 1 per cent for bonds, Ei t per cent for 
preferred stock, and somewhat more than 14 of i per cent for common stock. 

^•'’1 In the latter case, the compensation paid to distributors would depend upon the pro- 
portion of the entire ofTcr that was taken up by security holders, and the compensation would 
be specified as a range of fees, the minimum payable if the entire offering should be taken 
by security holders, and the maximum, if none of the offering should be taken by security holders. 
This range of compensation was i.i to 3.1 per cent for underwritten bonds, 1.9 to 2.9 per cent 
for underwritten preferred stocks, and 2.4 to 3.3 per cent for underwritten common stocks. 

i''’- See also S.E.C., Trading and Exchange Division, Cost of Flotation for Small Issues, 
7925-/929 and 1935-1938 (1940). 

See Busby, “Competitive Bidding,” 50 Yale Law four. 1071 (1941). 

See Brandeis, Other People's Money (1914); Douglas, Democracy and Finance (1940), 
Chap. 3; Report of the Senate Committee on Interstate Commerce Pursuant to Senate Resolu- 
tion 71 (74 C.), 76 C., 3 s., Rep. No. 25, Pt. 7 (1940). 
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The “maintenance of competitive conditions” has proved most difficult in 
those situations where there is, or has been, a continuing relationship or an 
affiliation between the investment banker and the issuing corporation. To 
meet this situation, the Commission adopted, effective March i, 1939, a rule 
which provided that “no underwriter’s fee or finder’s fee shall be paid to any 
affiliate of an issuer or to any person whom the Commission finds stands in 
such relation to the issuer that there is liable to be or to have been an absence of 
arm’s-length bargaining.” The Commission’s experience with the rule 
did not prove satisfactory.^'^*’ The rule proved particularly troublesome in 
proceedings by the Commission to determine the relationship of an under- 
writer to an issuer, when a participation larger than 5 per cent was taken and 
when there had been no effort to obtain competitive bids. In all such cases the 
proceedings were long and costly, and the results, if unfavorable to the invest- 
ment banking house, were likely to be contested.’^*’’' Thus, under the rule, the 
practice of negotiated, rather than competitive, sales persisted and the banker- 
issuer relationships which were common prior to 1935 continued substantially 
unchanged. 

The Commission’s objections to the convention of the negotiated sales rested 
upon several years’ experience with this type of financing, (i) It had proved 
almost impossible for the Commission to judge the reasonableness of the fees 
paid to underwriters and dealers; even when extensive proceedings were un- 
dertaken the search for the reasonable fee was an attempt to discover the com- 
petitive cost of the service although there was no evidence with respect to 
competition before the Commission. (2) The regulation of fees and other 
payments when an affiliated relationship was thought to exist imposed a bur- 
densome administrative task upon the Commission and confronted the com- 
panies with a costly procedure. (3) The Commission was customarily under 
pressure to permit the financing to go through in substantially the form and 
on the terms proposed by the issuing corporation, for modifications with re- 
spect to the compensation to underwriters and dealers might involve critical 
changes in the whole program of financing. (4) There existed' an inherent 
reluctance on the part of investment bankers to compete. It was asserted that 
investment bankers had “proprietary rights” to certain accounts which were 
so firmly recognized that the banker could often decide who would take his 
place if he determined not to participate in a particular financing. (5) The in- 
vestment banking business had continued to be characterized by considerable 

Rule U-12F-2. See also S.E.C., Public Utilities Division, The Problem of Mahitaimng 
Arm’s-Length Bargaining and Competitive Conditions in the Sale and Distribution of Securities 
of Registered Public Utility Holding Companies and Their Subsidiaries, pp. 3-4 (Dec. 18, 1940). 

15 ® Supra, p. 730. 

The Problem of Maintaining Arm’s-Length Bargaining and Competitive Conditions, at 
page 8; quoted from Brief of Counsel for the Public Utilities Division, In the Matter of the 
Dayton Power & Light Co. and Morgan Stanley &■ Co.. Inc., File 65-3. 

The Commission’s decision in the Dayton Power & Light Co. and Morgan Stanley & Co. 
case, announced more than a year after the institution of proceedings, illustrates the tremen- 
dous scope of the inquiry necessary in a proceeding of this nature. Extensive investigation into 
the corporate history of the investment banker, the issuer, and its corporate parent, the circum- 
stances of issuance of each .security floated by the holding-company system in the past ten years, 
the shifts in boards of directors of a number of companies— -all this and more was necessary to 
establish the absence of arm’s-length bargaining in one transaction. (Holding Company Act Re- 
lease No. 2654 [■1941].) 
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concentration with respect to the management of the high-grade issues, a few 
leading New York City investment firms having the bulk of the businessd'"’® 
(6) 'The increasing tendency of utility corporations to resort to private offer- 
ings — that is, selling the securities directly to insurance companies and other 
institutional investors — was a source of concern. Such private offerings were 
usually completely outside the scope of competitive conditions. Moreover, the 
unequal position of the institutional investor was thought to threaten the 
availability of investment bankers and the markets the latter served, as sources 
of funds to registered holding companies and their subsidiaries, to the ultimate 
detriment not only of the investment bankers and security dealers but also 
of utility companies, their investors and consumers.’^'"'*'^ 

After study by the Public Utility Division of the Commission and confer- 
ences and public hearings, the Commission concluded that no satisfactory sub- 
stitute existed for competitive bidding as a means of assuring reasonable fees 
and compensation to underwriters and distributors of utility securities. It 
therefore adopted, effective May 7, 1941, a new rule requiring competitive 
bidding in the issuance and sale of securities by registered gas and electric 
public utility holding companies and their subsidiaries.^^’^* The rule provided 
that the Commission would not grant or permit any application or declaration 
to become effective unless the company, at least ten clays prior to concluding 
any contract or agreement, or the issuance or sale of securities, should have 
publicly invited sealed written proposals for the purchase or underwriting of 
the securities. The rule further required that the issuing or selling corporation 
should file with the Commission a statement of its compliance with respect to 
the public invitation of bids, a copy of each proposal received, and a statement 
of the action which it proposes to take with reference to the sale of the securi- 
ties. The rule applied to the issuance of new securities by registered public 
utility holding companies and their operating subsidiaries and to the sale of 
outstanding securities by these companies.^^'^ The rule neither required the 
acceptance of the highest bid nor precluded the possibility of rejecting all bids. 
It applied to the sale of junior securities as well as to the sale of senior securi- 
ties, and it is significant that no exemption was granted with respect to the 
private placement of securities. Several categories of transactions were ex- 
cluded from the operation of the rule: securities issued pro rata to existing se- 
curity holders in accordance with a pre-emptive right or privilege or in any 
liquidation or reorganization; loans having a maturity of ten years or less, 

It appeared that .some six New York firms enjoyed a virtual monopoly over the orig- 
ination of desirable quality bond issues, and that most of the investment bankers lived from 
“whatever crumbs may fall from the table of the few dominant investment banking houses.” 
(T/ie Problem of Maintuinhig Arm's-Length Bargaining, pp. lo, 23.) 

159 strategic position of the institutional investors arises primarily from the fact that 
they do not purchase securities for resale; hence, they are often able to agree upon a specific 
price at a much earlier stage in the course of the negotiations than are investment bankers; 
and also the institutional investors need not gauge their offers so as to permit the realization of 
a profit upon an immediate resale of the .security. 

tfio Rule U-50, Holding Company Act Release No. 2676. 

Public Utility Act of 1935, Sec. 6, 7, 12 (d). 

162 difficulties in determining the reasonableness of the spread and the adequacy of the 
price for junior securities are, in the absence of the evidence supplied by competitive bidding, 
even more serious than those arising with respect to bonds. 
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where the lender was a financial institution, the debt tvas not for resale to the 
public, and no finder’s fee or other charge w^as paid; transactions whereby se- 
curities were acquired by a registered holding company or a subsidiary pur- 
suant to an order of the Commission; and transactions in which the issuer 
or vendor would realize less than $i,ooo,oood*^'* 

The rule prescribing competitive bidding was adopted over the strenuous 
objections of investment bankers^®" (i) It was urged that competitive bidding 
would lead to overpricing of security issues to the immediate injury of the in- 
vestor, and to the ultimate injury of consumers if overpricing should result 
in a swing away from utility securities by investors. Similarly it was argued 
that competitive bidding would force distributors paying high prices for se- 
curities to adopt high-pressure selling methods, seeking primarily the avoid- 
ance of loss to themselves rather than service to investors. In reply to this 
objection, the Commission noted that any tendency to overbid would be self- 
correcting, since the financial losses incurred by investment bankers from over- 
bidding would promptly curb the practice. Furthermore, the Commission 
would still have a responsibility to investors to consider the appropriateness 
of the proposed price, and in the discharge of this function it would have the 
benefit of the informed consensus of investment bankers as to what the price 
should be.^*^*® 

(2) The Commission admitted, first, that the traditional relationship be- 
tween the investment banker and the issuer would probably not survive the 
competitive-bidding requirement, but it questioned whether any serious dis- 
advantage would follow. The rule would still permit investment bankers to 
act in a professional capacity in advising companies with respect to the con- 
ditions of the investment market and the selection of an appropriate type of 
security, and such professional service could be compensated on a fee basis. 
Secondly, the claim that the investment banker in continuous underwriting 
relationship to the corporation would be available to supply funds under ad- 
verse market conditions was asserted not to have been sustained by the facts, 
for since investment bankers do not invest their own funds they are in turn 
dependent upon their ability to sell the security to investors. Thirdly, the con- 
tention that continuity of underwriting relations would assure a thorough 
investigation of proposed issues by qualified financial experts intimately ac- 
quainted with the affairs of the issuing corporation, and hence would guaran- 
tee the soundness of the security to the investing public, was likewise found 

Public Utility Act of 1935, Sec. 10. This exemption was intended to facilitate the re- 
grouping of utility properties. 

It was thought that such sm.-ill issues might not create suflicient interest to attract 
informed bids. 

Opposition to the competitive bidding rule came almost exclusively from investment 
bankers. No individuals actively associated with the management of any holding-company 
system made a personal appearance. 

Objections to competitive bidding are found in Examination of the Proposal of the 
S.E.C. Staff for Compulsory Competitive Bidding, Investment Bankers Association, January 18, 
1941; Report on Competitive Bidding, Special Committee of the National Association of 
Security Dealers, January 15, I94i; Reply of Morgan Stanley & Co., Incorporated, January 27, 
1941; Stanley, Competitive Bidding for New Issues of Corporate Securities (1939), 

Experience had demonstrated that the advice given by investment bankers who ex- 
pected to underwrite a proposed issue of securities was sometimes conditioned more by the 
prospect of the bankers’ profit chan by the issuer’s needs and interests. 
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to be of little practical significance; indeed, investment bankers often under- 
write and distribute securities issued contrary to their advice. Also, such inti- 
mate familiarity with the affairs of the issuing corporation had become less 
significant, for the Commission had accumulated a vast volume of pertinent 
information with respect to utility holding companies and their subsidiaries, 
and the registration statements under the Securities Act of 1933 and the ap- 
plications under the Public Utility Act of 1935 made available most of the 
pertinent data. Finally, regarding the contention that the self-interest of the 
investment banker impelled him to require that securities contain terms and 
conditions designed to protect the investor, the Commission noted that the 
general inadequacy of these safeguards for investors had been a primary fac- 
tor in the passage of Federal legislation and the establishment of the Com- 
mission. 

(3) Competitive bidding was condemned as an interference with free en- 
terprise. The logic of this argument is hard to follow, as a system of free enter- 
prise is indissolubly founded upon the existence of competitive conditions, 
and regulations designed to preserve competitive conditions are not normally 
thought to constitute an interference with freedom. 

(4) Further concentration in the underwriting and distribution of securi- 
ties would, it was alleged, follow the adoption of competitive bidding. This 
condition would, it was said, result from inadequate investigations, due to an 
insufficient acc|uaintanceship of the underwriter with the issuer; the result 
would be the offer of excessive prices for issues, with consequent losses to 
underwriters; ultimately the failure of many underwriters would produce a 
concentration of their business in the hands of a few large firms. It was also 
stated that the small dealer would tend to be eliminated, as underwriters 
•would find it advantageous to retain the distributing function themselves in 
an elfort to cut their costs.^*’® The Commission reached just the opposite con- 
clusion with respect to the effect of its competitive-bidding rule; namely, that 
the rule would tend to prevent concentrating the underwriting of high-grade 
bonds in a few large investment banking firms, and that it would also tend to 
eliminate the private placement of security issues, both of which tend to ex- 
clude the small dealer. It was also noted that the adoption of competitive bid- 
ding would in no way lessen the underwriter’s need for the services of the small 
dealer in effecting the quick turnover essential to successful underwriting, 
and that if the large investment banking firms could profitably perform the 
function of the small dealers, they would have taken that step years ago. On 
the other hand, competitive bidding would presumably make it possible for 
smaller independent bankers and dealers to organize syndicates and bid for 
the underwriting business. 

In adopting the competitive rule, the Securities and Exchange Commission 
described many positive advantages which might be expected to attach to this 

their arguments against competitive bidding, investment banking representatives 
pointed out that concentration in underwriting is not the same as concentration in selling, 
and that concentration in the management of underwriting .syndicates is less important than 
concentration with respect to the underwriting commitment, and that the latter is, in turn, 
less important than concentration with respect to selling and distribution. The .selling function 
had always been performed by a relatively large number of dealers. 
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change in the machinery of security distribution: (i) Competitive bidding 
would provide a semi-automatic method of establishing the proper compensa- 
tion for underwriting and selling securities, not only assuring the reasonable- 

TABLE 46 

Gross Underwriting Spreads for Utility Bonds 

March 22, 1935-December 31, 1939 


Underwriting 
Spread in 
Points 

No. of 
Negotiated 
Sales t 

Per 

Cent 

No. of 
Competi- 
tive Sales 

Per 

Cent 

Total 

Per 

Cent 

Below 1. 00 

— 

— 

2 i 

14-3 

2 

1.2 

i.oo - 1.24 

I 

0.6 

4 

28.7 

5 

2.9 

1.25 - 1.49 

— 

— 

3 

21.4 

3 

1.7 

1.50 - 1.74 

— 

__ 

I 

7-1 

I 

0.6 

1.75 - 1.99 

3 

1.9 

3 

21.4 

6 

3-5 

2.00 - 2,24 

83 

52.2 

I 

7.1 

84 

48-5 

2.25 - 2.49 

U 

10.7 

— 

— 

17 

9-8 

2.50 - 2.74 

21 

13.2 

— 

__ 

21 

12. 1 

2.75 - 2.99 

2 

1-3 

— 

— 

2 

1.2 

3.00 - 3.24 

12 

7.6 

__ 

__ 

12 

6.9 

3.25 - 2.49 

I 

0.6 

— 

__ 

I 

0.6 

3-50 - 3-74 

5 

3-1 

— 

__ 

5 

2.9 

3-75 “ 3-99 

— 

— 

— 

“ 

— 

— 

4.00 - 4.24 

7 

4-4 

— 

“ 

7 

4.0 

4.25 - 4.49 

— 

— 

— 

— 

— 

— 

4.50 - 4.74 

I 

0.6 

— 

— 

1 

0.6 

Over 4.75 

6 

3-8 

— 

— 

6 

3-5 ■ 






Total 

Private 

159 

100.0 

14 

100.0 

173 

100.0 

Placements 

46 

_ 

2 

~ 

48 

— 


Unweighted average spread of 159 negotiated sales 2.49 points 

Median spread of 159 negotiated sales 2.00 points 

Unweighted average spread of 14 competitive sales X i-33 points 
Median spread of 14 competitive sales t 1.24 points 

Unweighted average spread of 173 underwritten issues 2.39 points 
Total private placements — ^48 


t The underwriting spread for substantially all negotiated sales was the low figure in each 
bracket. 

t If special fee paid to underwriters of Lowell Gas Light Co. bonds were included the median 
spread would be 1.28 points and the unweighted arithmetic mean would be 1.40 points. 

* Source: Securities and Exchange Commission, Public Utilities Division, The Problem of Main- 
taining Arm’s-Length Bargaining and Competitive Conditions in the Sale and Distribution of Se- 
curities of Registered Public Utility Holding Companies and Their Subsidiaries, p. C-22 (1940). 
From Security Issues of Electric and Gas Utilities, 1935-1939. 

ness of such payments but also relieving both the Commission and the com- 
pany of the burdensome and often disappointing proceedings involved in de- 
termining questions of affiliation and the reasonableness of payments to affili- 
ates. (2) Competitive bidding, on the basis of experience, promised to effect 
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the raising o£ capital at substantially lower costs than might be expected from 
noncompetitive placements. (See Table 46.) (3) Competitive bidding would 
tend to eliminate the existing concentration in the underwriting and sale of 
utility securities and afford equality of opportunity with respect to such busi- 
ness, both between large and small investment bankers and dealers and 
between investment bankers and institutional investors. (4) Competitive bid- 
ding might be expected to dissolve the continuing relations between invest- 
ment banking houses and large corporations, which had often resulted in 
so-called “banker domination” and resulted in the imposition of unsatisfactory 
and costly terms upon issuing corporations. (5) As a collateral advantage, the 
Commission noted that competitive bidding might be expected to eliminate 
the last-minute tendering of unexpected offers by investment bankers who had 
had no prior connection with the transaction, a practice having a disorganizing 
influence both on the investment bankers and the issuing corporation,^*^*’ for 
if the new offer should be accepted the first investment banker would be un- 
compensated for the time expended in arranging the terms of the sale, and if 
the offer should be rejected, the officers of the corporation would risk being 
charged with negligence. (6) Finally, the Commission called attention to the 
fact that competitive bidding is a practical program, which has worked satis- 
factorily with respect to the security issues of public utility companies and 
railroads.^'^® 

In conclusion, it may be said that the requirement of competitive bidding 
by the Securities and Exchange Commission is less an instance of governmen- 
tal control than one of fostering free enterprise. The Commission’s attempt to 
enforce competition in the investment banking field is comparable to that of 
the Antitrust Division and the Federal Trade Commission with respect to 
trade and industry generally. The policy of maintaining competition with 
respect to the financial relations between public utility holding companies and 
their subsidiaries on the one hand and investment banking houses on the 
other has been prescribed by Congress; competitive bidding is simply the 
means by which the Commission seeks to give effect to that statutory policy. 

1 “'’ For an example of such influence, see Report on the jg40 Financing of San Antonio 
Public Service Company and Columbus and Southern Ohio Electric Company. (Holding Com- 
pany Act Release No. 2612 [1941].) 

^ Since 1870, Massachusetts has required, with certain exceptions, that the stock of gas 
and electric companies not taken by stockholders under their pre-emptive right should be 
sold at public auction, and since 1919, gas and electric utilities have been required to invite 
competitive bids when issuing bonds. In 1918 and in 1928, the Indiana Commission required 
certain public utility companies to sell their securities tliereafter at public auction. In 1935, 
the commissions of New Flampshire and the District of Columbia adopted standing orders 
requiring competitive bidding. Since 1926 the Interstate Commerce Commission has required 
competitive bidding for equipment-trust obligations, and in 1939 the Federal Power Com- 
mission adopted a regulation requiring competitive bidding. (Holding Company Act Release 
No. 2676 [1941].) 



CHAPTER XXI 


REGULATION OF SERVICE 

I. SCOPE AND CONTENT OF SERVICE REGULATION 

The regulation of service rests upon the cardinal obligations of utility com- 
panies to render safe, adequate, and continuous service without discrimina- 
tion. It begins with the establishment of the public utility enterprise, in the 
requirement of a franchise or a certificate of convenience and necessity, and is 
operative with respect to all extensions of service and all withdrawals or 
abandonments of service. Regulatory authorities have quite generally adopted 
“standards” to which the utility’s service must conform. 

As in other fields of regulation, the keeping of accurate and adequate records 
is of primary importance and is usually prescribed in commission regulations. 
Utilities are commonly required to furnish certain types of information to 
consumers: they must maintain on file a schedule of their rates and charges 
and their rules and regulations; certain information must be available with 
respect to the reading of meters and the calculation of bills. Regulatory super- 
vision extends to the provisions with respect to the charges, deposits, and re- 
funds that are, or may be, required. And finally, the authorities require com- 
plete information with respect to accidents and the measures adopted to 
prevent their recurrence. 

2. CARDINAL OBLIGATIONS 

Duty to Serve. The duty to serve is a cardinal obligation imposed upon all 
public utilities. Unlike other businesses whose responsibilities to their cus- 
tomers are based upon contractual relations, public utilities are under a legal 
obligation to serve without respect to any prior relation with the consumer.^ 
The duty to serve, originally a common-law obligation but now incorporated 
in most utility statutes and in commissions’ rules and regulations, rests upon 
the fact that the consumer is peculiarly dependent upon a particular utility to 
satisfy his requirements with respect to an essential service. 

The extent of the utility’s duty to serve is ordinarily defined in its charter 
or franchise and becomes operative when the utility actually exercises its 
charter rights.- Where the utility has made no profession of service, it would 
appear to be under no duty to serve." However, if the utility has actually gone 
beyond its franchise or charter, and professed to render a more extended serv- 
ice, it may be required to serve beyond the terms of the franchise as strictly 
interpreted.^ 

The obligation to serve is not an obligation to which no exceptions exist. 

^Alabama Water Service Co. v. Wakefield, 231 Ala. 112, 163 So. 626 (1935). 

'^Rowland v. Saline River R. Co., rig Ark. 239, 177 S.W. 896 (1915). 

®/.G.C. V. Oregon-W ashington R. & Nav. Co., 288 U.S. 14, 35 et seq. (1933). 

Hatch V. Consumers Co., 17 Idaho 204, 104 Pac. 670 (1909); Ozar/( Power & Water 
Co. V. Comm. 287 Mo. 522, 229 S.W. 782 (1921). 

740 
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The inability of the company to perform the service demanded by the public 
is normally an adequate excuse for a failure to serve. “ Ordinarily, the lack of a 
valicl franchise or charter authorization will be deemed sufficient evidence 
that the company is unable to perform the service.'^ Whether a utility may 
plead labor difficulties in extenuation of its inability to serve depends upon 
whether the company has made reasonable effort to settle the difficulty or to 
provide substitute tvorkers.'^ But the inadequacy of present plant and facilities 
to meet the demands for service does not normally relieve the company of its 
obligation; it must make the necessary enlargements.® Similarly, a shortage of 
supply (commonly of natural gas or water) will not excuse the company from 
fully supplying its territory if it is able to add to its supply.® Where a duty to 
serve exists, a utility is not exempt from the full performance of that duty 
merely because its earnings from that service are inadequate, or even because 
its overall return is insufficient.^® 

Other circumstances may justify a utility’s failure to render service. Where 
the customer, actual or prospective, has been at fault — through a violation of 
law, through a failure to observe the company’s rules, by tampering with 
meters and other equipment, or by using defective equipment — the utility 
may be relieved of its obligation.^^ A utility will not ordinarily be compelled 
to supply service to its competitor,^- and utilities have been permitted to re- 
fuse service to a submetering company.’^® However, a wholesale company was 
not allowed to refuse to sell to one distributing company in order to protect 

^ Wcnikesha Gas & E. Co. v. Waukesha Motor Co., 190 Wis. 462, 209 N.W. 590 (1926); 
Coliitnhia R. Gas &• E. Co. v. S.C., 27 F. (2cl) 52 (C.C.A., 4th, 1928). 

^Murray v. Comm., 27 Idaho 603, 150 Pac. 47 (1915). But where the company has al- 
ready been performing the service without a franchise, the lack of franchise or charter powers 
will not be accepted as an excuse for not performing the same service for all on like terms. 
{Chicago, B. & Q. R. Co. v, Reed, 114 Kan. 190, 217 Pac. 322 [1923].) 

"• Comm. V. International R. Co., 224 N.Y. 631, 120 N.E. 727 (1918). 

^Railroad Co. v. Brown, 84 U.S. 445 (1873); Bnrr v. Seaboard Air Line R. Co., 92 Fla. 
1139, III So. 281 {1927); Comm. v. Lehighton Water Supply Co., P.U.R. 1929E, 118 
(Pa., 1929); Wisconsi 7 i State Rural Electrification Co-ordination Committee v. Wisconsin Gas 
& E. Co., 17 P.U.R. (N.S.) 31 (Wis., 1936). 

^Bassett v. Eranccstown Water Co., P.U.R. 1916B, 815 (N.FI., 1916); Comm. v. Iroquois 
Natural Gas Co., 189 App. Div. 5.’t5, 179 N.Y. Supp. 230 (1919); foyner v. Gaffey, P.U.R. 
1919E, 357 (Cal., 1919); Mathias v, Pennsylvania Gas Co., 6 Pa. P.S.C. 530 (1923). 

Hocking Valley R. Co. v. Comm., 92 Ohio St. 9, no N.E. 521 (1915); State v. Great 
Northern R. Co., 130 Minn. 57, 153 N.W. 247 (1915); Rowland v. Saline River R. Co., 
1 19 Ark. 239, 177 S.W. 896 {1915); Puget Sound Traction, Light & P. Co. v. Comm., 
100 Wash. 329, 170 Pac. 1014, (1918); Conimcrcial Club v. Chicago, M. & St. P. R. Co., 
41 S.D. 314, 170 N.W. 149 (1918); Boettcher v. Comm., 73 Colo. 46, 213 Pac. 114 (1923); 
Colorado v. U.S. 271 U.S. 153 (1926). 

But where the additional service is requested merely for the added convenience of the 
public rather than for the public nece.s.sity, the questions of expense and relative benefit to 
the public may be of decisive importance. (Kurn v. State, 179 Okla. 440, 66 P. [2d] 52 

[1937].) 

Smith v. Western Union Telegraph Co., 84 Ky. 664, 2 S.W. 483 (1887); Madregano 
v.Wisconsin Gas &■ E. Co., 181 Wis. 611, 195 N.W. 86 t (1923); Hawkins v. Vermont 
Hydro-Electric Carp., 98 Vt. 176, 126 Atl. 517 (1924); Wiegand v. Alabama Power Co., 
220 Ala. 620, 127 So. 206 (1930). But the mere fact that the company itself did- not make 
the installation does not warrant a refusal to supply service. {Hotels Statler Co v. N.E. Tel. 
&■ Tel. Co., P.U.R. 1927B, 579 [Mass., 1926].) 

Salisbury & S. Ry. Co. v. Southern Power Co., 179 N.C. 330, 102 S.E. 625 (1920). 

Lewis V. Potomac Electric Power Co., 62 App. D.C. 63, 64 F. (2d) 701 (1933); Florida 
Power & Light Co. v. Malcolm, 107 Fla. 317, 144 So. 657 (1932), 
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from competition a subsidiary distributing companyd^ and a private company 
was ordered against its will to supply a wholesale service to rural electric co- 
operative associationsd'* 

Adequacy of Service. What constitutes adequate service depends upon the 
requirements of consumers and the position of the company. It might better 
be said that the company is obliged to render “reasonably adequate” service. 
This does not contemplate the highest quality of service that is technically 
available, but only such service as is reasonable in consideration of the de- 
mands of the public, the cost of the service, and the financial position of the 
utility. Indeed, adequacy of service— like safety, continuity, and nondiscrimi- 
nation, as well as efficiency — depends upon many circumstances. It is related 
to the state of the industrial arts and a service once adequate may become in- 
adequate through the availability of superior service. Likewise, the same serv- 
ice may be adequate and reasonable in one community but inadequate and 
unsatisfactory in another community.^® 

The requirement that service be continuous and free from avoidable inter- 
ruptions is a part of the obligation to render an adequate service. The utility is 
expected to exercise reasonable diligence and foresight in maintaining its 
property to avoid unnecessary breakdowns and to efiect speedy repairs. An 
unduly large number of even “unavoidable” interruptions will normally be in- 
terpreted as evidence that the utility has failed in its duty to afford adequate 
service. 

Safe, Efficient, and Nondiscriminatory Service. The duty of the utility 
to provide a safe service is in the nature of an absolute obligation; no deficiency 
in demand nor insufficiency in income excuses a failure to conform strictly to 
the prevailing standards of safety. A service which is not characterized by 
efficiency in conception and performance is not a satisfactory service. 

Finally, the service which the utility performs must be free from discrimina- 
tory features. Discriminations which arise either from differences in charges 
or from differences in the quantity and quality of the service are alike for- 
bidden. Most state statutes are quite explicit both in defining and prohibiting 
all types of unreasonable discrimination. 

3. REGULATORY JURISDICTION 

The Need for Regulation. Regulation of service is as essential to the con- 
suming public as the control of rates and charges. Indeed, the regulation of 
service may be more important, for consumers are generally more concerned 
with obtaining an adequate and satisfactory service than with the charge. All 
would agree that pure, wholesome water is more important than any differ- 
ence in rates that might be necessary to make pure and healthful water avail- 

i^iv. Car. Public Serv. Co. v. Southei'n P. Co., 282 Fed. 837 (C.C.A., 4th, 1922). 

r® Wisconsin State Rural Electrification Co-ordination Committee v. Wisconsin Gas & E. Co., 
17 P.U.R. (N.S.) 31 (Wis., 1936). 

r® Kansas City So. Ry. Co. v. State, 72 Okla. 38, 178 Pac. 662 (1919) ; Chicago R.I. &• P. Ry. Co. 
V. State, iiy Okla. 175, 245 Pac. 656 (1926); Canton-East Liverpool Coach Co. v. Comm., 123 
Ohio St. 127, 174 N.E. 244 (1930); A. & T. Motor Freight v. Comm., 125 Ohio St. 617, X84 
N.E. II (.1932). 
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able. An electric service that is subject to frequent interruptions and to fluc- 
tuating voltages makes the service unsatisfactory for lighting services or the 
operation of motors. A transportation or a communication utility which is 
unable to handle urgent demands for service is unsatisfactory and intolerable 
whatever the rates charged. 

Regulation of service is an essential counterpart to the regulation of rates. 
Consumers are ncjt benehted if rate reductions are accompanied by deteriora- 
tion in the quality of service. Unless the commission specifies both the quantity 
and the quality of service which shall be afforded at the prescribed rates, the 
fixing of rates may become a mere gesture. Hence, jurisdiction over service is 
always coupled with jurisdiction over rates. 

Commission jurisdiction over service is also requisite because c]uestions of 
service regulation raise issues in which the public interest must take prece- 
dence over the interest of the private parties, either the company or its con- 
sumers, and such issues require the expert judgment of a specialized tribunal 
like the public service commission. Finally, commission regulation provides 
an inexpensive remedy for the consumer who is unable to obtain satisfaction 
from the utility wdth respect to the service which the company performs. 

The General Character of Regulatory Supervision with Respect to 
Service. The preceding discussion of the jurisdiction of the public service 
commission has indicated sufficiently the scope of its powers with respect to 
service.^’’’ The most notable gap in commission jurisdiction with respect to 
service concerns municipal enterprises. There appears to be no sufficient reason 
why publicly owned utilities should not be subject to the same degree of regu- 
lation with respect to service as private companies. 

Commission supervision of service falls into three divisions. First, the com- 
mission is charged with responsibility for establishing service standards for 
each class of utility. Secondly, the commission is responsible for the enforce- 
ment of the companies’ service obligations. And thirdly, the commission is 
concerned with certain special problems connected with service, of which the 
most controversial are those having to do with the extension or abandonment 
of service, and the rules and regulations adopted by the company. Except for 
the third category, the regulation of service involves little controversy and is 
only infrequently a source of litigation. Managements are anxious to render 
an adequate and satisfactory service, and the standards prescribed by com- 
mission authority are normally regarded as minimal. 

The same limitations that apply to other commission regulations are op- 
erative with respect to service. A commission must conform to due process of 
law in its procedure; orders may not be issued without affording the company 
an opportunity to present its case. As in other phases of regulation, the com- 
pany is protected against those orders which would work a confiscation of 
its property. But the mere fact that a utility is unable to earn an adequate re- 
turn is not in itself an excuse for a failure to provide an adequate service.^® 
Chapter VI. See particularly Chart 4. 

A utility must first conform to the commission's order with respect to the service standards; 
if, after the exercise of due economy and after such rate increases as the commission may be 
willing to grant, it is unable to recover the cost of the service, the utility may appeal to tlie 
commission for an order modifying the requirements with respect to the unprofitable service. 



744 


ECONOMICS OF PUBLIC UTILITY REGULATION 


4. SERVICE STANDARDS 

The standards for service have been developed jointly by the commissions, 
the companies, the engineering and technical associations, and the Bureau of 
Standards. Standards with respect to different utilities have been promulgated 
by a majority of the state commissions, and model standards have been drawn 
up by the Bureau of Standards. 

The determination of what service standards shall be established presents 
both engineering and economic questions. It also requires a consideration of 
the relations which have prevailed between the public and its utilities. The 
typical “standards” for utility companies normally cover at least six groups of 
related problems: (i) the provision, operation, and maintenance of plant and 
equipment; (2) the measurement of the service and the accuracy of meters; 
(3) the voltage constancy and standard frequency for electric companies, the 
pressure and heating content of gas, the pressure and purity of water, the speed 
and accuracy of communications, and the frequency and regularity of trans- 
portation service; (4) the records to be maintained by the utility; (5) the in- 
formation which the company must furnish to consumers; and (6) the han- 
dling of complaints. 

Standards for Electric Service. The adequacy and efficiency of electric 
service are very largely determined by the company’s central station opera- 
tion, the transmission and distribution system, the energy measuring and 
utilization devices, and the general relations of the utility with consumers. All 
of these matters must be covered in the prescription of standards. 

General provisions. Bureau of Standards recommendations begin with cer- 
tain general observations.^*'’ The commission’s power, either upon complaint 
or upon its own motion, is reserved to alter or amend any of the company’s 
rules and regulations or any of the standards promulgated. It is noted that the 
rules and regulations approved do not relieve the company from its duties 
under the laws of the state. 

Operations and maintenance. Each utility is required to have and maintain 
its entire plant and system “in such condition as will enable it to furnish safe, 
adequate, and continuous service within its hours of operation.” All parts of 
the plant are required to be constructed, installed, operated and maintained 
in accordance with “accepted good practice.” Provision must be made for in- 
spection of its properties by the utility with “reasonable frequency.” The util- 
ity is charged with complying with safety code rules. And the company is 
required to make certain reports to the commission with respect to its plant 
and equipment, their condition, and the inspections that have been made.-® 

Measurement of service and accuracy of meters. The standards with respect 
to the measurement of service are extremely important. Every utility furnish- 
ing metered electric service is required, unless excused by the commission, to 
“provide for and have available such meter laboratory, standard meters, in- 
struments, and other equipment and facilities as may be necessary to make 

Bureau of Standards, Standards for Electric Service, Circular No. 56 (1923). 

Ii>id., pp. 221-222. 
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the tests required by these rules. ’ And if the utility establishes and maintains 
a standardizing laboratory, periodic inspection must be made by the commis- 
sion of the instruments and methods in use, and provision is made whereby 
the laboratory, under commission supervision, may certify meters and instru- 
ments. 

Accuracy requirements are specified for all meters and measuring instru- 
ments. It is recommended that no meter that registers with no load (“creeps”), 
and that no watt-hour meter that has an error in registration of more than plus 
2 or minus 4 per cent at light load, or plus 2 or minus 2 per cent at heavy load, 
be placed in service or allowed to remain in service.-^ 

Elaborate stipulations govern the testing of meters. Ail tests provided by the 
rules must be made with the meter in its permanent location on the customer’s 
premises under actual local conditions of operation. It is commonly provided 
that all meters shall be tested and adjusted to register accurately within the 
specified limits at the time of installation. Periodic tests of watt-hour and de- 
mand meters are also required, the frequency of testing depending upon the 
type and capacity of the meter, varying from every six months for large meters 
to four years for smaller meters. Each utility must make a test of the accuracy 
of a meter upon request without charge to the customer, provided the cus- 
tomer does not request such a test more frequently than once a year.^^ Each 
utility is required to keep a full record of all its meters, of the dates of installa- 
tion and removal, and of all tests performed.-'^ 

Voltage and frequency. The regulation of voltage to maintain a reasonable 
degree of uniformity is the principal criterion by which the public judges the 
general excellence of electric service. A failure to maintain a proper regulation 
of voltage affects directly the quality of service and may significantly reduce 
its commercial value. The candlepower of incandescent lamps varies widely 
with voltage fluctuations, and where variations are large, undue lamp break- 
age may result. Voltage fluctuations also affect the speed, capacity, tempera- 
ture, and starting torque of motors.^'^ 

The recommended standards specify that each utility shall adopt a standard 
nominal voltage, or standard nominal voltages, as may be required by its 
distribution system and the character of the service which it renders. For light- 
ing service, it is recommended that variations in voltage shall be not more 
than 5 per cent above or below the nominal voltage adopted; and that for 
power service, the voltage variation shall not exceed 10 per cent above or be- 
low the standard nominal voltage. Each utility should be required to make a 
sufficient number of voltage surveys to indicate the character of the service 

A light load is defined as approximately 5 to 10 per cent of the greatest c.apacity of the 
meter; a heavy load, as not less than 60 per cent or more than 100 per cent of the rated capacity 
of the meter. 

Two methods of determining the average error of a meter are recommended: Method A, one- 
fifth the algebraic sum of (i) the error at light load, (2) three times the error at normal, and 
(3) the error at full-rated capacity; or Method B, one-half the algebraic sum of the error at 
light load and the error at heavy load. {Ibid., pp. 222-225.) 

It is provided also that a customer may, on payment of the fee, obtain a test of his meter 
by an inspector employed by the commission, and if the meter is found to be more than 4 per 
cent fast the amount of the fee must be refunded to the customer and collected from the utility 
company. A utility may also request that the commission test its meters. 

23 pp. 225-228. Ibid,, lo-ix. 
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furnished to each part of its distribution system and to satisfy the commission 
upon request of its compliance with the voltage requirements.^'^ 

Information to customers. Each utility should provide some method of in- 
forming its customers as to how meters are read, and how the bills are cal- 
culated. The bills should show the dates on which meter readings were taken, 
the meter readings, and the methods by which the charge is calculated. It is 
recommended that each utility be prepared to render its customers reasonable 
assistance in securing the proper electric-consuming instruments and that 
fullest information be available as to the various kinds of service which the 
utility is prepared to render. And of course, the utility should be recjuirecl to 
keep on file a schedule of its rates, its rules and regulations, and other provi- 
sions governing its relations with consumers.-'^ 

Rules and regulations. The approved standards also cover the rules and 
regulations governing charges, deposits, and refunds. It is provided that when 
a meter is tested at the request of a customer and found to be more than 4 per 
cent fast, the company shall refund to the customer an amount equal to the 
excess charged incorrectly for a period equal to one-half of the time elapsed 
since the last previous test but not to exceed six months. And when a meter is 
tested at the request of the customer and found to be more than 4 per cent 
slow the company may make a similar charge to the customer for the kilowatt- 
hours incorrectly metered. The charges for testing of meters are also stipulated. 
Utilities are commonly permitted to require any customer or prospective cus- 
tomer to make a cash deposit as an assurance that the utilities’ bills for service 
shall be promptly paid, the deposit to be returned with interest to the con- 
sumer when his relations with the utility terminate.^’^ 

Accidetits. The service standards also provide that the utility shall keep full 
records with respect to all accidents and all complaints, and it shall have station 
records of the operation of its equipment, the characteristics of its load, and 
all interruptions to service.-® 

Standards for Gas Service.^® Introduction. The establishment of standards 
for gas service, as for other utilities, is not merely a matter of regulation by 
public authority; it is in reality a business arrangement between the utility and 
its customers. It is the purpose of the rules to define good practice which can 
normally be expected, to insure adequate service, to prevent unfair charges 
to the public, to protect the utilities from unreasonable demands, and to em- 
body the results of co-operation by the utilities and the regulatory authority in 
defining the conditions under which service shall be rendered.®® 

General service provisions. The Bureau of Standards’ recommendations 
with respect to general service provisions cover such matters as the maintenance 
of plant and equipment, interruptions of service, accidents, complaints, infor- 
mation for customers, meter readings and bill forms, and changes in the char- 
acter of service. Other standards are concerned with the accuracy of meters 
and their testing, customer relations, and the rules and regulations adopted by 

pp. 229-231. pp 228-229. 

Ibid., pp. 231-232. ^^Ibid.. pp. 231, 232. 

2 ° Bureau of Standards, Standards for Gas Service, Circular No. 405 (1934), p. i. 

30 Ibid,, p. 123. 
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the companies. These so closely parallel the specifications respecting electric 
service that no further discussion is necessary. 

Qualitative standards for ^ajr. (i) Volumetric versus heating-value standards. 
The consumption of gas is measured by a meter which records the volume of 
gas used in terms of cubic feet. In the early years of the industry’s development, 
gas was used almost exclusively for illumination and its quality was judged by 
its candlepowcr. At present, gas has almost completely lost its lighting market, 
and gas is judged qualitatively by its heating content.'’^ The heating value of 
gas is designated in terms of British thermal units or therms,'"- and when gas 
is sold at a certain rate per unit of volume, the specification of its heating value, 
has exactly the same significance as the determination of price. Although the 
standards of heating value at volumetric rate are so intimately associated that 
a discussion of one necessarily involves the other, regulatory authorities and 
utility companies have often dealt with questions of price and standards of 
heating value as though these were independent questions. 

Since the divorce of the question of standards of heating value and the ap- 
propriate volumetric rate creates a source of confusion for consumers and 
regulatory authorities and a possible source of unfairness for the utility or its 
consumers, the Bureau of Standards has recommended that gas be sold at 
definite rates per heat unit. There is much to recommend this method of pric- 
ing. First, the complex problem of standards for heating value and rates is 
resolved into two quite simple ones: “. . . the engineering problem of how to 
deliver energy (B.T.U.) to the customer at a minimum total cost to the gas 
company and the rate-making problem of equitably charging for the energy 
(B.T.U.) delivered without confusing the public or discarding the volumetric 
meter.” Secondly, the identity of interest of the utility and the public in the 
most economical delivery of gas is brought to the fore. Thirdly, necessary 
changes in the heating value of gas can be efl'ected without confusion and 
without the delays incident to rate changes. Fourthly, the justification for 
changes in heating value and rates can be more readily judged by both the 
regulatory authorities and the consumers. And finally, rate comparisons be- 
tween dilTerent utility companies may be more accurate. 

(2) Testing equipment. Each utility selling gas must provide and maintain 
calometric equipment installed in a testing station, located preferably nor less 
than one mile from any gas manufacturing plant, as selected by the utility 
and approved by the commission. The utility must also maintain appropriate 
equipment for testing the purity of the gas which it sells and the {pressure at 
which it is distributed.'®'^ 

(3) Heating-value requirements. The Bureau of Standards recommemls 
that the authorized standard for each community shall be the standau! of the 
heating value in effect when the existing schedule of rates was cstaMish.etl, bin 

"1 Other m:ittcr.s that are si.i’nificant in iudging the qualitv of g;i.s service ituhule i!ic pniitv 
of tlie IMS. the uniformity of its composition, and the uniformity of tlte pre.ssure iit which it 
is delivered. 

A Biilish thermal unit (B.T.U.) repre.scnts the quantity of heat necessary to rinse the tem- 
perature of I pound of water i degree Fahrenheit at or near its point of rnaMmum density 
F,). A therm is equal to 100,000 B.T.U. 

Ibid., -p. 16. pp. 13 1-135. 
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that the authorized standards shall be subject to change at the option of the 
utility, subject to commission approval. In petitioning for a change in the 
heating-value standards the utility should present to the commission a com- 
plete statement of the reasons for making the change and appropriate data 
with regard to the cost and character of any alterations in its own plant and 
equipment and in the equipment of its consumers. The utility should also 
submit a new schedule of rates and charges of such a character “that the cost 
of service per heat unit delivered shall not be increased to consumers of any 
class, and that the relative cost of service to the customers of any two classes 
shall not be altered by more than 2 per cent.” It is recommended that the utility 
be required, without charge to its customers, to make such adjustments and 
replacements of appliances and parts as may be necessary to insure that all 
consumers shall have safe, efficient, and satisfactory service. And it is stipulated 
that the heating value shall be maintained with as little deviation as practicable 
and that the average total heating value on any day should not vary by more 
than 5 per cent above or below the authorized standard.”’'^’’ It is recommended 
that the utility be required to make heating-value tests at regular intervals of 
not less than forty-eight hours in the case of natural gas and at least once daily 
in the case of manufactured gas. If a thirty-day average of heating value is 
found to be less than the authorized standard by 2 per cent or more, the utility 
should be required to make a proportionate adjustment in the rates charged to 
consumers.'^ 

(4) Purity requirements. The specifications with respect to purity of gas 
are concerned with the presence of hydrogen sulphide, sulphur, and ammonia. 
It is recommended that all gas be required to be free from hydrogen sulphide. 
The total permissible amount of sulphur should not exceed 20 grains in each 
100 cubic feet. It is stated that manufactured gas should not contain more than 
5 grains of ammonia in each 100 cubic feet.^'^ 

(5) Gas-pressure requirements. Each utility should be required to divide 
its territory into pressure districts and to specify for each district the maximum 
pressure which will be maintained. The pressure at the outlet of any custom- 
er’s service meter should never be less than one-half of the maximum pressure 
specified for the district.*^® 

Standards for Telephone Service.^*^ Such are the technical complexities in 
telephone service and in the plant and equipment with which the service is 
supplied, and such are the variations in the service requirements of different 
communities, that it is difficult, if not impossible, to establish precise standards 
for telephone service. However, many communities are supplied with tele- 
phone service from relatively small companies and the need for service stand- 
ards here is quite as urgent as in other utility industries. The larger communi- 
ties and the more populous sections of the country are served by large operat- 
ing companies that are members of the Bell system, and in general their service 

The heating value of gas depends upon its composition and it is usually not practicable 
to require absolute uniformity of composition. The composition of gas also determines its density, 
the volume of air required for complete combustion, and so-called “ignition velocity,” all of 
which are important in the satisfactory adjustment of appliances. 

pp. 131-133. Ibid., pp, IS3-IS4, Ibid., p. 1^4. 

Bureau of Standards, Telephone Service, Circular No. 1 12 (1921), 
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standards are in excess of any minimums that might be specified by regulatory 
authorities. 

The elements of telephone service. It is easier to specify the principal ele- 
ments of telephone service than to indicate precisely how these elements are 
to be measured or what standards should be required with respect to each. 

Adequacy of service development is a primary criterion of good telephone 
service. Each locality should be able to obtain such classes of service as will 
reasonably cover its needs. Each locality normally reciuires both local and 
toll service. Public telephone service is usually rec|uired in addition to sub- 
scriber service, and occasionally public convenience will require that public 
stations be located at points where the financial returns are less than the cost. 
As communities increase in size, corresponding increases in the volume of 
business bring increases in costs, and there are commonly also improvements 
in the grade of service through reducing the number of stations per line, the 
introduction of selective ringing, and other changes. Adequacy of service 
development is definitely dependent upon the adequacy of plant facilities, 
which must normally be provided in advance of the demand for service. As 
applied to operators, adequacy implies that there must be a sufficient number 
of operators and that they must be competently trained to handle the traffic.'^® 

The quality of speech transmission is critical in judging the c]uality of tele- 
phone service. The quality of speech transmission depends upon the degree 
of loudness with which speech is transmitted, the accuracy noth which the 
speech is reproduced, the naturalness and intelligibility of the speech, and upon 
the degree of uniformity with respect to these three characteristics. Good 
quality of speech transmission is primarily dependent upon the quality and 
condition of the physical plant and facilities, and the care that has been taken 
to prevent disturbances and noises which would interfere with speech trans- 
mission.*^^ 

Dependability of speech transmission and dependability of operation are 
indispensable to good service. Plant design, plant construction and installation, 
and plant maintenance, as well as the relialhlity of the operating force, are the 
determinants of dependability. The problem is not merely an engineering one, 
but like other attributes of good service, involves economic elements; the de- 
pendability of the service can be increased, but each improvement brings in- 
creases in costs, and the economic problem is to balance the importance of 
enhanced dependability against the increases in costs.‘^“ 

The quality of operation is judged in terms of the speed, accuracy, and se- 
crecy of the telephone service. The speed of service is determined by plant 
design, plant conditions, the number and training of operators, the develop- 
ment of economical routines for handling calls, including the designation of 
special operators to handle special types of calls.**'’ Within limits, increased 
speed of service can be supplied where subscribers arc willing to p.sy the cost. 
Accuracy of operation is dependent upon the accuracy of the telephone direc- 
tory, the accuracy of the operators, the accuracy of plant records, the condition 

pp. 159-163. -11 //W., pp. 163-168. pp. 169-170, 180. 

Information calls, call.s regarding repairs, complaints with respect to operations, and other 
irregular calls .should be handled by special operators. 
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of plant equipment, and perhaps chiefly, on the care exercised by the calling 
party. Secrecy is important in telephone service and can be assured by operat- 
ing rules which forbid listening except when absolutely necessary and by mak- 
ing it illegal for those who overhear a telephone conversation to divulge any 
information so obtained.''^^ 

Satisfactory telephone service requires safety for subscribers, for employees, 
and for the public generally. From the standpoint of safety alone, special de- 
sign, construction, construction methods, and additional facilities may be re- 
quired to meet special conditions.’^'* 

Good relations with the public are more important for telephone utilities 
than for other utility enterprises. Telephone service involves intimate con- 
tacts between the company’s employees and those who use the service. The 
telephone company’s property occupies not only the public ways and streets 
but also private property. Telephone users frequently require instruction in 
the use of the service and assistance in locating parties and completing their 
calls. And the telephone company should recognize its obligation to protect 
subscribers from those sources of annoyance which are peculiar to the tele- 
phone, whether arising from operating conditions, or from the abuses of other 
subscribers."^^* 

Service standards. The service standards which may be laid down for tele- 
phone companies may be briefly, if somewhat indefinitely, summarized. For 
the most part, commissions have been somewhat chary in fixing service stand- 
ards, but those which have fixed such standards have adopted the following 
specifications : 

(1) Standards of construction. The National Electric Safety Code of the 
Bureau of Standards has usually been adopted to govern construction stand- 
ards. These have been drafted to reduce the hazards to life and property, to 
emphasize the necessity of guarding communication wires from contact with 
power lines, and to protect company employees. 

(2) Maintenance of plant. Telephone companies are required to make pro- 
vision for the proper upkeep and repair of plants, with such inspections and 
tests as are necessary to assure the public of a reasonably uniform grade of 
service, and the employees and subscribers a reasonable protection from 
ha-zard. 

(3) Adequacy of service. The company is under obligation to provide suf- 
ficient switchboard capacity and an adequate operating force to handle the 
traffic at all times without unreasonable delay, to place reasonable limits upon 
the number of subscribers served by a single line, and to hold toll lines avail- 
able for toll purposes. 

(4) Dependability of service. The company is expected to make such pro- 
vision against damages by fire and storm and other emergencies, increases in 
traffic, et cetera, as will avoid any serious impairment in service. 

(5) Speed of service. The size of the exchange, the character of the equip- 
ment, and the operating force should be planned to afford reasonable speed 
ill the answering and completion of all calls. The development of standard 
operating practices, including uniform phraseology and methods, should be 

pp. 169-180. pp. i8i, 182. Ibid., i%2. 
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employed both to facilitate the handling of traffic and to avoid errors, 

(^1) Other standards. The company should be required to maintain appro- 
priate records with respect to complaints and irregularities in service, and of 
course, the company is expected to publish and periodically revise directories 
which will enable the subscribing public to make the most efficient use of the 
service. 

Standards for Water Service. State commissions have been less active in 
the establishment of standards for water service than for other categories of 
utilities, presumably because the water-supply systems are usually publicly 
owned.^'’^ Where standards have been established, they parallel those for elec- 
tric and gas utilities in most respects. 

Two important standards. The two standards which are of primary im- 
portance with respect to the quality of water service are the purity of the water 
supply and the maintenance of pressure. Purity of water supply for domestic 
purposes is of such critical importance that not only the commissions, but the 
health officials of municipality and state make frequent and periodic tests 
of the water supply. Closely allied to the purity of the water supply, is the 
palatability of the water, and where standards have been established this has 
received attention. In many states, water utilities are required to follow definite 
routines for the flushing of hydrants and the dead ends of mains. 

The maintenance of proper pressure is not only of significance to domestic 
and industrial consumers of water, but it is the determining factor in judging 
the adequacy of the water system for purposes of fire protection. Utilities are 
commonly rec|uirecl to maintain not only a sufficient storage capacity and a 
sufficient capacity in the distribution system, but they are also required to 
maintain, where necessary, such pumping equipment as will enable the utility 
to make immediately available the high pressures which are necessary for 
adequate fire protection. 

Standards for Street Railway Service. Because of the wide variation in 
the financial resources of street railway companies and in the transportatiim 
needs of difl'erent communities, regulatory authorities have been hesitant to 
establish broad general standards of service with respect to urban and inter- 
urban transportation. The character of local transit service is such that it would 
be relatively easy for a commission to draw up the standards of good service 
that might be required of any given company, and even the riding public is 
quite competent to judge whether the service is satisfactory or not. 

Those commissions which have drafted standards have properly placed em- 
phasis upon the quality and character of the equipment with which the service 
is performed. Much of the regulation has been concerned with safety; the 
motive power and braking equipment, protecting rails and doors, licadlights, 
the number of operators on each car, protection against collisions, cmcrgciicy 
exits, and fire-protection measures. Other specifications with respect to equip- 
ment are concerned with the comfort of the riding public: at least one seat for 
every passenger carried during non-rush periods and sufficient floor sjxicc to 
avoid overcrowTling during the rush hours, sanitation rules and restrictions 
on smoking, and the temperature to be maintained in dosed cars. The hours 

See Tabic 1, p. 25. 
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during which service shall be rendered, and the frequency of service may also 
be readily specified with respect to each phase of the company’s operations. 
The location of stops, proper signs, the requirement that stops be announced 
by name, and the rule that cars shall stop on signal are commonly part of the 
rules and regulations. There are the usual requirements with respect to records 
and reports — of the number of passengers carried on each route, of traffic 
surveys, of accidents and their causes and the preventive measures that have 
been adopted, and of complaints and their disposition. 


5. ENFORCEMENT OF SERVICE REGULATIONS 


Service regulations and service standards are of little significance unless 
there is adequate enforcement. In general, enforcement of service regulations 
has rested upon two procedures, the requirement of periodic and special re- 
ports from the companies to the commissions, and provision for inspections by 
members of the commission’s staff. Chief assurance with respect to the main- 
tenance of satisfactory service standards must rest upon the latter procedure, 
and is, therefore, directly dependent upon the adequacy of the commission’s 
appropriations and the competence of its staff. 

The grading of utility companies on their performance and on their con- 
formity to service rules and standards has proved a helpful means of stimulat- 
ing managements to maintain the highest possible standards. This technic^ue 
seems to have been developed in Wisconsin and Illinois, In the beginning, 
grading standards were utilized confidentially by the commission to facilitate 
comparisons between companies and to interpret more readily the significance 
of the reports which the commission’s inspectors filed. Subsequently the grades 
were released to managements and met with such gratifying attempts to im- 
prove service that the practice developed of making the service grades public. 
The utility’s conformance to each rule and standard was graded by the in- 
spector, and the different grades were weighted according to the importance 
of that rule or standard in terms of the overall character of the service ren- 
dered by the company. Table 47 indicates the weighting system used by the 
Wisconsin commission in grading gas and electric service.*^® In order to en- 


The following items formed tlie basis for the 
Commission: 

"Electric Utilities: 

1. Continuity of service 

2. Voltage regulation 

3. Handling of complaints 

4. Accuracy of meter registration 

5. Construction and maintenance 

6. Adequacy of capacity 

7. Provisions for emergency 

8. Adjustment of bills 

9. Billing 

10. Extension policy 

11. Promptness in furnishing new service 

12. Courtesy of utility representatives 

13. Testing of service and keeping of records 

(Bureau of Standards, Technical Conference 
laneous publications. No. 58, pp. 19-20 [1923] 


grading system utilized by the Illinois Commerce 
Gas Utilities: 

1. Pre.ssure (including continuity) 

2. Heating value 

3. Handling of complaints 

4. Purity 

5. Adjustment of appliances 

6. Construction and maintenance 

7. Adequacy of capacity 

8 . Provisions for emergency 

9. Adjustment of bills 

10. Billing 

11. Extension policy 

12. Promptnc.ss in furnishing new service 

13. Courtesy of utility representatives 

14. Testing of service and keeping of records.” 
of State Utility Commission Engineers, Miscel- 
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hance the friendly spirit of emulation which the grading system developed, 
the Illinois Commission classified electric and gas companies into four groups, 
A, fi, C, and D, according to the size of the community and the character of 
the service rendered, thus encouraging each utility in competition with other 
companies in its own class to achieve a high ranking position. 

TABLE 47 =*= 

Rules and Grading W eights for Gas and Electric Service 


Rule 
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Gas 

Elec- 

trie- 

Subject 

Gas 

■ Ranfi 

Elec- 
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14 

Creeping meters 
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cent 


Per 

cent 

4 

6 

I 

15 

Accuracy of meters 

7 

4 

7 

3 


16 

Installation tests 



5 

5 

2 

17 

Periodic tests 

14 

3 

M 

2 

3 

18 

Meter-testing records 

5 

6 1 

5 

5 

4 

19 

Meter-testing equipment 

5 

6 j 

5 

5 

5 

20 

Request tests 

4 

7 

4 

6 

6 

21 

Referee tests 





7 

22 

Meter readings on bills 

4 

7 

4 

"6 ' 

8 


Heating value 

21 

I 



9 


Calorimeter equipment 

7 

4 




23 

Interruptions 



1 8 ' 

I 


24 

Station records 



6 

4 

10 

25 

Pressure and voltage variation .... 

18 

2 

18 

I 

II 1 

26 

Pressure and voltage surveys 

6 

5 

6 

4 

12 


Purity 

4 




13 


Complaint records 

5 

6 




27 

Information ■ . . . . 



4 

"e ' 



Total 

100 


IOC) 



* Source: Bureau of Standards, Technical Conference of State Utility Commission Engineers, 
Miscellaneous publications, No. 58, p. 8 (1923). 


6. SOME PROBLEMS OF SERVICE REGULATION 

The Establishment of Service. No new utility undertaking may be in- 
augurated without the grant of franchise powers by the appropriate public 
authority. At the present time authorization to engage in a utility undertaking 
is conferred by the certificate of convenience and necessity, which is granted 
by the commission only after an investigation and finding that there exists a 
demand for utility service justifying the establishment of the enterprise and 
that those petitioning for the certificate are “qualified to undertake the service. 
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All important extensions or changes in the character of service similarly re- 
quire the prior approval of the commission.'^*’ 

Rules and Regulations. It is customary for utilities to prepare rules and 
regulations governing the rights and duties of both the company and its 
patrons. These rules and regulations, when filed with, and accepted by, the 
commission, acquire the status of a commission rule or order, and there- 
after govern the relations between the utility and its patrons.^’^’ The rules and 
regulations are enforceable by the utility, even to the extent of declining to 
supply service to any customer, or prospective customer, who refuses to 
comply with their terms.**^ Of course, no utility may include in its rules and 
regulations any provisions seeking to release itself from any of the duties or 
liabilities imposed by statute, commission order, or its public utility status.*"’^ 
Extensions of Service. The circumstances and conditions under which utili- 
ties will extend their service are frequent sources of controversy between the 
company and consumers. Commissions usually have statutory power to order 
companies to make extensions.**^ And the constitutionality of commission 
jurisdiction over extensions has been affirmed.**'* It would appear that a utility 
is under an obligation to extend its service only if the extension comes within 
its. charter or franchise obligation or within its profession of service.*’*’ 
Extensions fall into three classes: the extension of service to new consumers 
within the territory already served, the extension of the service into new areas, 

See Chapter VII. 

Re Napa Valley Elec. Co., P.U.R. 1925A, 724 (Cal., 1924); Collins v. The Union Elec. 
L. &• P. Co., P.U.R. 1930D, 446 (Mo., 1930); Re Alabama Power Co.. 4 P.U.R. (N.S.) 233 
(Ala., 1934); He 7 ]ry v. Pennsylvajiia Edison Co., 27 P.U.R. (N.S.) 60 (Pa., 1939). 

Alabama Water Co. v. Knowles, 220 Ala. 61, 124 So. 96 (1929); Harpcy v. Corporation 
Commission, 102 Okla. 266, 229 Pac. 428 (1924); Hawl{ins v. Vermont Hydro-Electric Carp., 
98 Vt. 176, 126 Ad. 517 (1925); Lewis v. Potornac Electric Power Co., 62 App. D.C. 63, 64 F. 
(2d) 701 (1933); Vanderbilt v. Hackensack Water Co., 113 N.J. Eq. 166, 166 Atl. 298 (1933); 
Leitner v. New York Tel. Co., 277 N.Y. 180, 13 N.E. (2d) 763 (1938). 

Re Liability Clauses in Rate Schedules 0/ Gas and Electric Corporations, 26 P.U.R. (N.S.) 
373 (N.Y., 1938). 

BUtefield Water Works & hnprov. Co. v. Public Service Commission, 89 W.Va. 736, no 
S.E. 205 (ig2i); Commerce Comm. v. Chicago R. Co., 362 III. 559, i N.E. (acl) 65 (1936). 

Woodhaven Gas Light Co. v. Comm., 269 U.S. 244 (1925). The company had challenged 
the comniission’.s order requiring certain extensions on the ground that the return was inadequate 
and that the extensions would result in a confiscation of its property. 'While noting tliat the state 
could not compel a company to make large expenditures for extensions into new territory u'hci'e 
the result would be to compel the company to use its property for the public convenience without 
just compensation — Atlantic Coast Line R. v. N.C. Corp. Comm., 206 U.S. i, 20, 23 ct seq. 
(1907); Missouri Pacific Ry. Co. v. Kansas, 216 U.S. 262, 276 (1910); Chicago &• Northwestern 
Ry. Co. V. Ochs, 249 U.S. 416, 421 (1919); Norfolk Ry. v. Comm., 365 U.S. 70, 74 (1924) 
— the Court held that in the absence of clear proof that the additional territory could not be 
served except at a confiscatory return, the company was under an obligation to make the exten- 
sions as ordered and then to seek from the commission such adjustment of rates as should atlord 
it a compensatory return. 

Atchison, T. & S. F. R. Co. v. Comm., 173 Cal. 577, 160 Pac. 828 (1916); Oklahoma 
Natural Gas Co. v. Corp. Comm., 88 Okla. 51, 211 Pac. 401 (1922); Re Vance, 115 Okla. 8, 
241 Pac, 164 (1925). 

If the company has a.ssumed a charter obligation to afford service but has not actually offered 
the service in the territory, it may still be required to make the extension. (Root v. New Britain 
Gas Light Co., 91 Conn. 134, 99 Atl, 559 [1916).) 

There are cases which have held that the utility’s obligation to extend service was not limited 
by its profession of service — Schantz v. Madison Gas & Elec. Co., 19 P.U.R. (N.S.) 139 (Wis„ 
1937) — or by its tanchise— Comm, v. Georgia Power Co„ 182 Ga. 706, 186 S.E. 839 (1936). 
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presumably those adjacent to the territory already served, and the perform- 
ance of a different type of utility service. Cases involving the third type of ex- 
tension are very rare, and it may be said that only under the most exceptional 
circumstances will regulatory authorities suggest that a utility undertake a 
different service from that which it has professed to perform. Extensions of 
the first type — that is, to' new consumers within the territory served — seldom 
raise serious problems since the added cost to the utility is seldom large enough 
to make any significant difference in the adequacy of its return or in the rates 
which it may charge. 

The most difficult problems are concerned with the second category of ex- 
tensions, that is, those into new territory. In all such cases, the commission’s 
judgment should be guided by a consideration of the public interest involved. 
The utility service should be made as widely available as possible, reaching 
the maximum number of prospective consumers. Clearly an extension should 
be required whenever it is possible for the utility to make it without imposing 
any additional burden on either its present consumers or on its investors. If 
the extension cannot be made without incurring costs which would impair 
the company’s ability to serve existing consumers at present rates, then it may 
be proper to require the prospective consumers to share the costs of bringing 
the service to them. This is the program which has been quite generally fol- 
lowed with respect to the extension of service, particularly electric service, 
into sparsely populated rural areas. In a few instances, the commission may 
feel justified in ordering an extension which will result in imposing a part 
of the cost of the extension on those consumers who are already taking the 
service, usually in the form of a postponement of a rate reduction. If the ad- 
vantage to the community at large arising from the extension of service to 
the new area is significant and if the possible or probable burden is relatively 
insignificant, the commission may feel justified in asking the company to 
bear the entire expense. 

Abandonments and Withdrawals of Service. The abandonment of serv- 
ice by a utility or a withdrawal from a part of its service may normally take 
place only with the permission of the regulatory authorities.*'® Indeed, if the 
service has been unlawfully abandoned the commission may recjuire its restora- 
tion if the public interest so requires.''"’’^ Even the provision of a substitute 
service, such as the replacement of streetcars by motor buses, requires the 
sanction of the appropriate regulatory authorities."® 

The decision whether a utility shall be permitted to abandon a service must 
rest on the full consideration of the public interests involved. There is always 
a presumption against requiring the continuance of a service which fails to 
pay its way. Presumably the continuance of unprofitable services, whether it 

r,o Uocfiing Valley R. Co. v. Comm., 92 Ohio St. 9, ixo N.E. 521 (1915); Norfolk & W. R. Co. 
V, Comm., gi W.Va. 414, 113 S.E. 247 (1922); Western &r Atlantic R. v. Comm., 267 U.S. 
493 (19^5)- 

Even in the absence of statutory provisions, it has been held that the conimissionts permission 
is a prerequisite to the ab.indonment of a service. {Kansas City S. R. Co. v. Comm., 175 Ark. 
425, 299 S.W. 761 [1927!.) 

Thompson v. Boston & Maine R., 86 N.H. 204, 166 Atl. 249 (1933). 

Columbia v. Tatum, 174 S.C, 366, 177 S.E. 541 (1934); Columbia v. Peetrman, i 0 o S.C. 

296, 185 S.E. 747 (1936)- 



756 ECONOMICS OF PUBLIC UTILITY REGULATION 

be service to a particular part o£ the territory served or an unprofitable form 
of service (such as the continuance of street railway operations by an electric 
power company), must impose a burden upon consumers of other categories 
of service, raising the question whether the continuance of the unprofitable 
service is not a discrimination against those who are thereby required to pay 
more than the full cost of the particular service which they receive. In ac- 
cordance with previously noted principles, public policy may require the con- 
tinuance of a service which appears to be of significance to the community 
where the burden thereby imposed upon other categories of service is of in- 
significant proportion. 

A commission’s authority to require a utility to continue a service which 
the company wishes to abandon is not without limit. No company can be re- 
quired to continue operations if it is sustaining, and presumably will continue 
to sustain, a net loss from operations; to require a continuance under such 
circumstances would effect a taking of property contrary to the Fourteenth 
Amendment.'’® And presumably a utility which is rendering two different 
and distinct utility services may abandon a losing service even though the 
other service continues to be profitable.®® However, a utility may not with- 
out the permission of the commission, abandon an unprofitable portion of its 
service while continuing to enjoy the benefits of its franchise or its charter.®^ 
Nor may a utility withdraw its service because it is dissatisfied with the rates 
which it is permitted to charge or the rules and regulations under which it is 
compelled to operate. The following pronouncement by the Supreme Court 
indicates the sweep of regulatory authority in this respect : 

• , If a state may require a public service company subject to its control 
to make reasonable extensions of its service in order to satisfy a new or in- 
creased demand, present or anticipated, . . . obviously the latter may be 
compelled to continue to use present facilities to supply an existing need so 
long as it continues to do business in the state. 

“The primary duty of a public utility is to serve on reasonable terms all 
those who desire the service it renders. This duty does not permit it to pick 
and choose and to serve only those portions of the territory which it finds most 
profitable, leaving the remainder to get along without the service which it 
alone is in a position to give. An important purpose of state supervision is to 
prevent such discrimination; . . . and if a public service company may not 
refuse to serve a territory where the return is reasonable, or even in some 
circumstances where the return is inadequate but that on its total related 
business is sufficient, ... it goes without saying that it may not use its 
privileged position, in conjunction with the demand which it has created, as 


Brooks-Scanlon Co. v. Comm., 251 U.S. 396, 399 (1920); Bnllocl{ v. Comm., 254 U.S. 513, 
520-521 (1921); Railroad Comm. v. Eastern Texas R. R., 264 U.S. 79, 85 (1924). 

Northern Illinois Light & Traction Co. v. Commerce Comm,, 302 111 . ii (1922). But where 
a single franchise covers the operation of both utilities service.s, the utility may not be allowed 
to abandon the unprofitable service. {Broad River Power Co. v. S.C., 281 U.S. 537 [1030].) 

Missouri Pacific Ry. Co. v. Kansas, 216 U.S. 262, 279 (1910); Chesapeal{e' & 0 . Ry. Co. v. 
Comm., 242 U.S. 603, 607 (1917); Puget Sound Traction Co. v. Reynolds, 244 U.S. 574 (1917); 
Fort Smith Traction Co. v. Bomiand, 267 U.S. 330 (1925). 
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a weapon to control rates by threatening to discontinue that part of its service 
if it, does not receive the rate demanded.” 

Discrimination. Discrimination in service is quite as objectionable as dis- 
crimination in rates and is equally forbidden to the utility. The obligation to 
render nondiscriminatory service applies to all the categories and attributes 
of service — extensions, preferences during a shortage of supplies, preferences 
with respect to particular classes of persons, abandonments, et cetera.*^’'^ 

In conclusion, the supervision of service — despite the fundamental im- 
portance of safe, adecyuate, continuous, and nondiscriminatory service — has 
never taken the center of the regulatory stage. Utility managements have 
quite generally sought to maintain service standards substantially in excess of 
those required by commission prescription. The commission’s activities are 
commonly confined to routine inspections and test. ’WTen customers do sub- 
mit complaints, the commission has rarely been required to do more than 
bring the matter to the attention of the company to obtain a prompt and 
satisfactory settlement. Formal commission proceedings and court litigation 
have been confined almost wholly to questions of extensions and abandon- 
ments. 

^•United Fuel Gas Co, v. Railroad Commission of Kentiicl{y, 278 U.S. 300, 308-309 (1929). 

Industrial Gas Co. v. Comm., 135 Ohio St. 408, 21 N.E. (2d) 166, 168 (1939). 

See also rllabama Water Co. v. Knowles, 220 Ala. 6f, 124 So. 96 (.1929): May Department 
Stores Co. v. Union Electric Light & Power Co., 341 Mo. 299, 107 S.W. (2d) 41 (1937); Rail- 
way Exchange Bldg. v. Light &■ Derelopment Co., 341 Mo. 334, 107 S.\V. (2d) 59 (1937); 
Salisbury & S. Ry. Co. v. Southern Power Co., 179 N.C. 18, loi S.E. 593 (1919). 
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FEDERAL POWER COMMISSION 

I. DEVELOPMENT OF A FEDERAL POWER PROGRAM 

The present power program is a result of a long process of growth. It is a 
part of the federal activities pertaining to projects for navigation improvement 
and for the reclamation and irrigation of land. It has also been motivated 
by a desire to assure adequate control over hydroelectric developments and to 
protect the public interest by making electric power widely available at the 
lowest possible cost. The federal power program is represented by a variety 
of hydroelectric developments that have been undertaken directly by the 
national government and by the development of an extensive scheme of regu- 
latory control over the development of hydroelectric projects by private cor- 
porations. 

An outstanding characteristic of the projects undertaken by the Federal 
Government has been the fact that they have been multiple-purpose projects, 
that is, projects which have sought the economies potential in an integration 
of flood control, navigation improvement, irrigation, and power develop- 
ment in a common undertaking. Full economic exploitation of the by-product 
power available at federal hydro-projects was first practiced by the Bureau of 
Reclamation, the power being marketed to enable water for irrigation pur- 
poses to be sold more cheaply. Navigation improvements and, more recently, 
flood-control projects, have also created opportunities for the profitable de- 
velopment of hydroelectric power. And certain federal projects have been 
planned on a broad and comprehensive basis for the development of an entire 
region, the programs in the Tennessee Valley and along the Columbia River 
being outstanding examples of broadly conceived multiple-purpose undertak- 
ings. The present urgent necessity for industrial power for the defense indus- 
tries has led to an enlargement in, and to an acceleration in the installation of, 
generating capacity at various federal undertakings. 

The Federal power program as it has concerned the development of hydro- 
electric resources by private corporations has had three objectives. First, no 
hydroelectric developments may be undertaken or dams constructed without 
the prior approval of the War Department, the purpose being to avoid in- 
terference with navigation or with the navigable capacity of any waters sub- 
ject to the jurisdiction of the United States. Secondly, federal control has 
sought to assure that each project shall conform to a rational plan for the 
development of all of the potential power resources of a river and that it shall 
further, and not handicap, other federal objectives such as flood control and 
navigation improvements. Thirdly, federal regulation has been instituted and 
broadened for the purpose of protecting the consumer’s interest, to make 
electric energy available as widely as possible at the lowest feasible cost. 
Hence, even when hydroelectric developments have been undertaken by pri- 
vate companies, there has been provision for the assertion of Federal regu- 
latory j tirisdiction where state regulation is lacking. 
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, 2. THE ORGANIZATION OF THE FEDERAL POWER 
COMMISSION 

The Ex Officio Commission. The Federal Water Power Act of 1920 pro- 
vided for the establishment of a Federal Power Commission composed of the 
Secretaries of War, Interior, and Agriculture.^ It was the purpose of Congress 
in establishing the Commission to “place upon it responsibility for all the 
water-power activities of the Federal Government in order to provide for a 
common policy in investigation and administration, to avoid duplication of 
work, and to secure a co-ordinated plan of investigative work.” - 

The statute made provision for only one employee of the Commission, 
namely, an executive secretary. Otherwise the work of the Commission was 
to be performed by and through the Departments of War, Interior, and Ag- 
riculture; a headquarters stall was to be established by loaning to the new 
Commission engineering, technical, clerical, and other personnel.'* This situa- 
tion remained unchanged until 1928, when the civilian employees previously 
assigned to the Commission’s work from various bureaus and other depart- 
ments were formally transferred to the Commission’s rolls.** 

The ex officio commission failed to function as Congress had contemplated. 
The members of the Commission, carrying the full responsibilities of Cabinet 
posts and being fully occupied with the supervision of their own departments, 
had little time for the discharge of their responsibilities under the Federal 
Water Power Act. Infrequent meetings were held for the purpose of determin- 
ing matters of policy and approving license applications that were presented 
by the staff. Flowever, the principal weaknesses in the functioning of the 
Commission were associated with the inadequacy of its stafif. Long delays 
were encountered in approving applications for licenses, and very often 
applications were approved without the thorough and painstaking investiga- 
tion which the law contemplated. The very important accounting work, espe- 
cially that leading to the determination of the net investment cost of hydro- 
electric projects, could not be carried on by the small staff. Thus throughout 
the ten years that the ex officio Commission functioned, virtually all regula- 
tory functions other than the granting of licenses went unexercised. The re- 
sponsibility for this nonperformance rests squarely with the Congress, for de- 
spite requests beginning in the Commission’s first annual report, Congress 
failed to make adequate appropriations, although under the Federal Water 
Power Act provision was made for assessing the costs of administration against 
the companies holding licenses.” 

A Full-Time Commission. Under an Act approved June 23, 1930, the Fed- 
eral Power Commission was reorganized as an independent commission com- 
posed of five full-time commissioners appointed by the President for five- 

1 Prior to the p.nssage of the Act, the administration of the various federal haws governing 
water-power developments had been intrusted respectively to the Departments of War, Interior, 
and Agriculture, depending upon the location of the water-power site. 

23 Ann. Rep. F.P.C. 3 (1923). ^Federal Water Power Act, 41 Stat. 1063, Sec. 2. 

^9 Ann. Rep. F.P.C. 13 (1929)- Ann. Rep. F.P.C. 15-16 (1921). ' 
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year terms/’ Furthermore, provision was made for the appointment of its own 
staff by the Commission, although the assignment of engineers from the army 
or from the Department of Interior or Agriculture for field work is still per- 
mitted. As thus reorganized, it has been possible for the Commission to dis- 
charge effectively its responsibilities under the Federal Water Power Act and 
to assume new and broad duties under other legislation. 

The present Commission has many duties under a number of federal 
statutes. Its first responsibility has been the licensing and supervision of power 
projects and water-power developments under the Federal Water Power Act 
of 1920. The Federal Power Act of 1935 conferred jurisdiction over interstate 
commerce in electric energy and over utility companies engaged in such inter- 
state commerce. The Natural Gas Act of 1938 established federal regulation 
over the transportation and sale of natural gas in interstate commerce. The 
Flood Control Act of 1938 instructed the Commission to investigate the pos- 
sibilities with respect to the generation of power at flood-control dams. The 
Commission also has various responsibilities with respect to contracts, rate 
schedules, et cetera, under the Tennessee Valley Authority Act and the Bonne- 
ville Act. 

3. WATER-POWER DEVELOPMENT AND POWER PROJECTS 

Antecedents of the Federal Water Power Act of 1920. Prior to 1920 
the federal laws with respect to hydroelectric developments were unsuited to 
prevailing conditions, and gave little encouragement to the development of 
water-power resources. The first act was passed in 1901, amended in 1906, and 
superseded by another act in 1910. But under all of these acts the rights 
granted were so insecure and the liabilities imposed so uncertain that diffi- 
culties were experienced in financing developments under federal jurisdiction. 
There were further practical difficulties in the way of securing federal ap- 
proval, since grants for the development of navigable streams rec|uired in 
each instance a special act of the Congress.'^ Though these earlier acts were 
admitted failures, it required more than ten years of discussion before Con- 
gress finally passed the Water Power Act of 1920. During these years, the 
power interests were anxious to have a bill approved which would permit 
private companies to develop power sites; other groups advocated the develop- 
ment of the water-power resources by the government itself. The bill as it 
finally passed was a compromise that involved elements of both plans. 

Jurisdiction. The federal government’s control over hydroelectric develop- 
ments rests upon two foundations — the ownership of land having hydro- 
electric resources, and control over the navigable waters of the United States 
under the commerce clause of the Constitution. 

There can be little question about the government’s jurisdiction where it 

® 46 Stat. 797, Sec. 1 . 

The acts referred to simply fixed the general conditions under which special grants were 
to be made. From igoi to 1906 thirty-eight .special acts of Congres.s were passed but in only 
fifteen instances were the projects constructed; from 1906 to 1910, five projects were actually 
constructed although twenty-nine special acts passed Congress; and sub,sequent to 1910, twenty- 
three special acts were pa.ssed. but only five projects were constructed. 
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has the outright ownership of the lands upon which hydroelectric develop- 
ments are erected. Under the Act, such developments must not be incon- 
sistent with the purposes for which the public lands are held. 

The federal government’s paramount right to maintain navigable waters 
free and unobstructed has long been established.® Whether rivers are naviga- 
ble and whether hydroelectric developments on the non-navigable tributaries 
of navigable waters will affect the navigable capacity of those waters are ques- 
tions of fact on the interpretation of which rests the jurisdiction of the federal 
government and the Federal Power Commission over proposed hydroelectric 
developments. 

The legal concept of navigability, the test applied to determine whether 
federal jurisdiction exists, involve many diverse elements which are not lack- 
ing in ambiguities. Navigation assumes many forms, from oceangoing vessels 
to the floating of logs in spring freshets.^ Navigability must be considered in 
the light of reasonable improvements; if the river can be made available for 
navigation it is presumably within federal jurisdiction.^*^ And when a river 
has once been found to be navigable, it remains navigable for purposes of 
federal control.^ ^ The use of a waterway for commerce need not be continu- 
ous, and even the absence of any use for a number of years does not cause the 
river to cease to be a “navigable waterway”; and still less is a lack of com- 
mercial traffic conclusive in establishing that the river is non-navigable.^" 

In conferring jurisdiction upon the Federal Power Commission, the Water 
Power Act defined navigable waters in extremely broad terms to comprehend 
the full scope of federal authority : 

“. . . ‘Navigable waters’ means those parts of streams or other bodies of 
water over which Congress has jurisdiction under its authority to regulate 
commerce with foreign nations and among the several States, and which 
either in their natural or improved condition, notwithstanding interruptions 
between the navigable parts of such streams or waters by falls, shallows, or 
rapids compelling land carriage, are used or suitable for use for the transporta- 
tion of persons or property in interstate or foreign commerce, including 
therein all such interrupting falls, shallows, or rapids, together with such 
other parts of streams as shall have been authorized by Congress for improve- 
ment by the United States or shall have been recommended to Congress for 
such improvement after investigation under its authority.” 

Licenses. The license provisions are the heart of the Federal Water Power 

^Gibbons v. Ogden, 22 U.S. (9 Wheat.) i, 1S9 (1824); Willson v. The Bhtcb Bird Creel{ 
Marsh Co., 27 U.S. (2 Pet.) 245, 250 (1S29); United States v. Coombs, 37 U.S. (la Pet.) 72, 
78 (1839); Gilman v. Philadelphia, 70 U.S. (3 Wall.) 713, 724-725 (iSoo); United States v. 
Rio Grande Dam & brigatiun Co., 174 U.S. 690, 703 (iSyy); Leory v. United States, ijj U.S. 
621, 632 (1900); United States v. Rirer Rouge Co., 269 U.S. 411, 419 (1926). 

The Montello, 87 U.S. (20 Wall.) 430, 431 (1874); United States v. Utah, 283 U.S, 64, 

83 (1931). 

United States v. Appalachian Electric Power Co., 311 U.S. 377, 407 (1940). 

Economy Light Co. v. U.S., 256 U.S. 113(1921). 

United States v. Appalachian Electric Power Co., 311 U.S. 377, 407-410 (1940). See also 
The Montello, 87 U.S. (20 Whall.) 430, 442-443 (1874); Economy Light Co. v. U.S., 256 U.S. 
113, 122 (1921); U.S. V. Utah, 2S3 U.S. 6.1, 86 (1931); Arizona v. California, 283 U.S. 423, 
454 (1931); Ashwander V. T.V.A., \J.S. 52g 

41 Stat. 1063, See. 3. 
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Act. Through the issuance of licenses and the stipulation of conditions therein, 
the Commission is expected to supervise the development of water-powej re- 
sources under federal jurisdiction and to exercise a measure of control over 
companies obtaining licenses. The Commission issues three types of licenses 
— the preliminary permit, the standard license, the minor-part license and in 
addition accepts the filing of declarations of intention. 

The preliminary permit. The Commission is authorized to issue preliminary 
permits which allow the applicant to retain priority with respect to a pro- 
posed development while doing the preliminary work necessary to file an ap- 
plication for a license.^'^ Preliminary permits are nontransferable. They may 
be granted for a term not exceeding three years, the actual duration being 
specified by the Commission, presumably with due regard for the time neces- 
sary for making examinations and surveys, preparing maps, plans, specifica- 
tions and estimates, and making financial arrangements.^’’ 

Tht standard license. Licenses are granted for a term not in excess of fifty 
years.^° Where the project may affect the navigable capacity of any navigable 
waters, the plans must be submitted to and approved by the Chief of Engi- 
neers and the Secretary of War before the Commission may issue the license. 
Where the development involves the use of public lands, the Commission 
must find that the project will not interfere or be inconsistent with the pur- 
pose for which the public lands or reservation exists.^^ In the granting of li- 
censes, the Commission must give preference to the applications of states and 
municipalities, provided their plans are equally well adapted to conserve and 
utilize the water-power resources of the region, and as between other appli- 
cants, preference must be given to those whose plans are best adapted to “de- 
velop, conserve and utilize in the public interest the water resources of the 
region.” And before the Commission may grant a license, the applicant 
must submit maps, plans, specifications, and estimates of cost for the project, 
and must show that there has been compliance with the requirements of any 
applicable state law's.^“ 

As of June 30, 1940, there were outstanding 128 major licenses for hydro- 
electric developments having a total present installation of more than 4,000,- 
000 horsepower and designed for an ultimate installation of nearly 7,000,000 
horsepower. The total cost of these projects was estimated to be approxi- 
mately 1740,000,000.^" 

The Federal Water Power Act specifies in some detail the conditions which 
the applicant must accept as a part of his license. There must be no substantial 
alteration in the plans as approved by the Commission without its approval. 
The licensee must maintain the project works in efficient operating condition, 
accumulate adequate depreciation reserves, and operate the works in such a 
way as not to impair navigation. 

After the first twenty years of operation, the licensee must establish and 
maintain amortization reserves, accumulating such proportion of the sur- 

Federal Water Power Act, Sec. 4 (e). Sec. 5. Ibid., Sec. 6. 

Ibid., Sec. 4 (d). Wherever the Commission finds that a development should be under- 
taken by the government itself, the Commission is in.structed not to issue a license but to submit 
its findings and recommendations to Congress. {Ibid., Sec. 7.) 

Ibid., Sec. 7. Ibid., Sec. g. 20 20th Ann. Rep, F,P.C. 15 (1940). 
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plus earnings above the rate of return specified in the license as the Com- 
mission shall stipulate, and the amortization reserves must be either held 
until the termination of the license or applied to the reduction of the net invest- 
ment. From 1921 until January i, 1937, the rules and regulations of the Com- 
mission provided that the “specified rate of return” upon the actual legitimate 
investment in any licensed project should he “one and one-half (1/2) times 
the w'eighted average annual interest rate payable on the par value of the 
bona fide interest-bearing debt of the licensee actually outstanding, in whole 
or in part, on account of the project property at the beginning of the period 
of amortization and of each calendar year thereafter,” unless the interest- 
bearing debt should be less than 25 per cent of the actual legitimate invest- 
ment in the project, in which event the specified rate of return should be two 
(2) times the legal rate of interest in the state in which the project is located.-’^ 
Since January i, 1937, the rules and regulations have contained no provision 
with respect to the “specified rate of return,” which has therefore become a 
matter for Commission decision. The first licenses issued under the Federal 
Water Power Act reach age twenty in 1941, so that Commission designation 
of the specified rate of return for the purpose of determining surplus income 
and the net investment of the licensee for purposes of recapture by the govern- 
ment at the end of the license period may be expected to become a more con- 
spicuous aspect of regulation. A return of 6 per cent has been specified in re- 
cent determinations.”^ 

The licensee must agree to pay to the United States reasonable annual 
charges to reimburse the government for the costs of administering the Fed- 
eral Water Power Act, to recompense for the use of government lands and 
other property, and to expropriate to the government “excessive profits until 
the respective states shall make provision for preventing excessive profits or 
for the expropriation thereof to themselves, or until the period of amortization 
as herein provided is reached.” -"• And the licensee may be required to reim- 
burse the operators of other projects to the extent that such other projects 
benefit the licensee.”’* 

As a condition of the license, every public utility licensee must agree to 
abide by such reasonable regulations as may be prescribed by the state in which 
it operates. Where the state has failed to provide regulation, the Federal Power 
Commission is authorized to regulate the rates, securities, and services of the 
licensee, until such time as state regulation shall be established.”"’ Where the 

Rc>;u!:itiun 17, See. 3. of the Ruh's arid Regulattons of the Fcderat Potver ('(unvnssioii, 

issue, ad.iptei! b\ Order No. 9, February 28, 1921, as amended by Order No. 11, June 6, 1921. 

--It sliouKI be noted ih.it the determination of the .specified rate of return fur rlie purimse' of 
Sectiuii 10 (d) of tlie i'Vileral Water Power Act, relatin'; to the identification of surplus income 
and the accnmul.ition of amortization re.scrves, is distinct from the deternnn.ition of the fair 
rate of leturn for i.ue reirulation, in accordance with Section 20 of the Federal W-iur I’owei .Vet 
and Section jiiu of tlie IV-deral Power Act. 

The regul.uions issued under orders No. 9 and No. ii contained a clause to the eiTect that the 
fivmu of a “speciiied late of return” should not be construed as limitiiii; the autliority of the 
Ooiiindssion or any other public agency in determining the rate of return in any riUe-m.ihing 

proceeding. 

-■■In fixing such charges, the Commission is instructed to avoid increasing rates to con.sumer.s. 
No charge for a license is made to .states or municipalities to the extent that the power is sold 
to the public without profit or used for state or municipal purpo.ses. 

/;W.. Sec. 10 (f). Ibid., See. 19. 
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project is constructed in navigable waters, the Commission may impose cer- 
tain requirements with respect to the improvement of navigation, such as,the 
construction of locks, booms, et cetera, and the licensee must provide free 
power for the operating of such facilities.-*^ 

The license must specifically reserve to the United States the right to take 
over and operate any project at the expiration of the license period, upon not 
less than two years’ notice. In taking over the project, the government must 
pay the net investment cost, not to exceed the fair value of the property taken 
plus reasonable severance damages. The net investment of the licensee and 
the amount of the severance damages are determinable by the Commission.-'^ 
The provision for government acquisition and operation at the expiration of 
the license does not exclude the right of the federal or state government or 
of any municipality to take over such projects at any time by condemnation 
proceedings, upon payment of just compensation. For military or similar pur- 
poses, the government may assume temporary possession of any project, pay- 
ing fair compensation on the basis of the reasonable profits in time of peace, 
plus the cost of restoring properties to good condition when returned to the 
licensee."® At the expiration of the license, assuming the United States does 
not take over the project, the Commission may issue a new license to the orig- 
inal licensee or to a new licensee, but before the latter may take possession of 
the property it must make payment equivalent to the net investment cost of 
the project, not exceeding its fair value, plus reasonable severance damages.-*’ 

The constitutionality of the license provisions of the Federal Water Power 
Act has been challenged on three grounds: that federal jurisdiction over rivers 
and waters is limited to control for purposes of navigation, that certain license 
conditions take the licensee’s property without due process, and that the as- 
serted right to acquire the project at the expiration of the license and to regu- 
late its financing, accounting, and other aspects are invasions of the rights 
of the states in violation of the Tenth Amendment. In the Appalachian Elec- 
tric Power Company case the majority of the Supreme Court upheld in 
every respect the license provisions of the Federal Water Power Act. On the 
critical point that the power of the federal government over hydroelectric de- 
velopments should be limited to control for navigation, the Court remarked : 

“. . . The point is that navigable waters are subject to national planning 
and control in the broad regulation of commerce granted the Federal Gov- 
ernment. The license conditions to which objection is made have an obvious 
relation to the exercise of the commerce power. Even if there were no such 
relationship the plenary power of Congress over navigable waters would em- 

If the United States decides to construct the navigation facilities, tlie licensee must convey 
free of cost such lands and rights of way as are required to complete the navigation facilities. 
{Ibid., Sec. 1 1.) 

Ibid., Sec. 14. Ibid., Sec. 16. Ibid., Sec. 15. 

30 United Stales v. Appalachian Electric Power Co., 311 U.S. 377 (1940). It is significant that 
forty-one states intervened as amici in support of the company’s argument against federal juris- 
diction. The position of the states Was that the federaf government's power over navigable 
waters does not comprehend a power to impose conditions unrelated to navigation; and that 
to permit the federal government to take over water-power projects at the expiration of the 
license period would cause a state to lose control of its resources and property and contravene 
the Tenth Amendment. 
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power it to deny the privilege of constructing an obstruction in those waters, 
it may likewise grant the privilege on terms. It is no objection to the terms 
and" to the exertion of that power that ‘its exercise is attended by the same 
incidents which attend the exercise of the police power of the states.’ The 
Congressional authority under the commerce clause is complete unless limited 
by the Fifth Amendment.” To the criticism that the license condition per- 
mitting the acquisition of the property by the government at net-investment 
cost might result in an unconstitutional taking of property if the price fixed 
were less than the fair value, in the eminent-domain sense, the Court replied 
that the license provisions with respect to acquisitions were a part of the price 
which the licensee must pay to secure the right to maintain its dam under 
Federal jurisdiction.-^- Nor could the Court find either in an option to acquire 
such hydroelectric projects or in their actual acquisition any invasion of the 
sovereignty of the state, since the federal government would be acting under its 
authority to regulate commerce among the states.-^^ 

The minor-part license. Much of the controversy over the administration of 
the Federal Water Power Act has centered in the provision with respect to 
the minor-part license. The statute permits the Commission to issue limited 
licenses for a minor part only of a complete project or for a complete project 
having not more than one hundred horsepower of installed capacity. In issu- 
ing the minor-part license the Commission may, in its discretion, waive such 
conditions as the statute incorporated in the major license, except that the 
minor-part license may not have a term of more than fifty years.-^'^ The minor- 
part license is thus suited to small developments and to such parts of projects 
as transmission lines. Despite the fact that the minor-part license does not 
protect the company from a withdrawal of the license at the termination of 
the license period, whereas the major license would require the payment of 
the net-investment cost or present fair value if the property should be recap- 
tured by the government, the industry has exhibited a preference for the minor- 
part license. This preference arises from the distinctive features of the mi- 
nor-part licenses that have been issued, namely, that such licenses have not 
included provisions with respect to amortization, recapture, accounting super- 
vision, and the regulation of rates and securities. To escape these regulations, 
the industry has sought to compel the Commission to issue minor-part licenses, 
especially for projects on the non-navigable portions of navigable rivers, seek- 
ing to restrict the license provisions to those involved in the protection of 
navigation.'^'"’ However, to issue a minor-part license for anything other than 
small projects or parts of a complete project would involve a surrender of 
federal control over hydroelectric developments and would clearly be con- 
trary to the Congressional intent in the enactment of the Water Power Act. 

The declaration of intention. The Federal Water Power .Act seeks to pro- 

■'51 Ihid., pp. 426-427. 

Ibid., pp. 427-428. See also United States v. Chandler-Dunhat Co., 229 U.S. 53, 66, 76 
(1913); Fox Rit/cr Paper Co. v. Railroad Comm., -2^4 U.S. 651 (1927); Arizona v. California, 
283 U.S. 423 (1931): Ashwander v. T.V.A., 297 U.S. 288 {1936). 

Ibid., p. 428. Sec. 10 (i). 

This was the b.'i.sic issue in United States v. Appalachian Electric Power Co., 31 1 U.S. 
377 (i940)> cii.scussed above. See al.so Hearings Before the Senate Committee on Interstate Com- 
pierce, 71 C., i s., Sen. Res. 80, Pt. 2, p. 354, et seq. 
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vide a simple means by which any person planning to construct a dam or 
other project in a non-navigable stream may discover whether the project will 
affect the interests of interstate commerce. On the filing of a declaration of in- 
tention, the Federal Power Commission will investigate the p'oposed con- 
struction to determine whether the interests of interstate or foreign commerce 
will be affected, and if the Commission finds that the project will affect inter- 
state commerce the proposed construction may not proceed until a license 
has been procured. The declaration of intention has been used chiefly with re- 
spect to projects planned for the non-navigable portions or tributaries of navi- 
gable waters. While the filing of a declaration of intention is not mandatory, 
a failure to take advantage of this procedure may result in a government suit 
to enjoin the construction of a project or to cause its removal if erected. If it 
finds that no public lands or reservations are affected and that the project will 
not affect interstate commerce, the Commission must grant permission for 
the construction of the dam, subject, of course, to compliance with any state 
laws. 

A number of hydroelectric developments antedate the passage of the Water 
Power Act of 1920. As to these projects, the Act provided that the Commission 
should issue licenses on application and that thereafter the provisions of the 
Act should apply. Such projects would not, of course, have kept their accounts 
in accordance with the system subsequently prescribed by the Commission and 
there would, therefore, be no net-investment cost determinable from its books. 
To meet this contingency, the Commission was authorized to determine the 
fair value of such projects (the statute does not stipulate an original-cost basis, 
though only that base would be logically consistent with the standards of the 
Act), the fair value so determined to be deemed the net investment of the 
applicant as of the date of the license, or if no license has been issued, as of 
the date of the determination.'^® 

Net-Investment Cost and Accounting Control. The determination of the 
net-investment cost of projects is the very foundation of the supervision ex- 
ercised under the Federal Water Power Act. The Commission is under a 
specific statutory injunction “to determine the actual legitimate original cost 
of and the net investment in” licensed projects.®'^ The Commission has inter- 
preted the statutory instructions strictly to mean that the costs must be “(i) 
actual, that is, real and bona fide, as distinguished from fictitious or fabri- 
cated, whether by intercorporate dealings or otherwise; and (2) legitimate, 
meaning not coerced, collusive, fraudulent, or unreasonable; and (3) original, 
as excluding elements of subsequent enhancement, profit, or accretion.” 
The statute itself has explicitly stated that “net investment” in a project means 
the actual legitimate original cost as defined and interpreted in the “classifica- 
tion of investment in road and equipment of steam roads, issue of 1914, Inter- 
state Commerce Commission,” plus similar costs of additions and better- 
ments, minus the sum of the following items, to the extent that such items 
have been accumulated from earnings in excess of a fair return on the invest- 
ment: {a) unappropriated surplus, (i^) aggregate credit balances of current 

See. 23. Federal Water Power Act, as atiaended, 49 Stat. 838, Sec. 64 (b). 

Re Lommlle Plydro-Electric Co., i F.P.C. 130, 12,9 (1933)- 
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depreciation accounts, and (0) aggregate appropriations of surplus or income 
held in amortization, sinking fund, or similar reserves, or expended for addi- 
tions or betterments or used for the purposes for which such reserves were 
created. The term “cost” must not include expenditures from funds obtained 
through donations by states, municipalities, individuals, or others.''^^^ 

The procedure for the determination of the actual legitimate original cost 
and the net investment in licensed projects rests upon two requirements — the 
system of accounts prescribed for licensees by the Commission and the li- 
censee’s statement of the actual legitimate original cost. The licensee is under 
obligation to file with the Commission the data with respect to original costs 
and the Commission has free access to the project and to all pertinent books 
and records."^'* The Commission makes field inspections while the project is 
under construction and audits of the reports which the licensee submits. The 
customary procedure is for the Commission, through its accounting officers, 
to indicate what cost items claimed by the licensee are disallowed. The licensee 
is then given an opportunity to establish the propriety of the disallowed items, 
and the Commission’s own determination is made only after full hearings. 

The Commission has encountered much opposition to the enforcement of 
accounting regulations and to its determinations of net-investment cost. Ad- 
judication has finally established that the Commission may enforce the statu- 
tory requirement that licensees file data with respect to the cost of the project 
and that the net investment is to be determined by the Commission imme- 
diately, not when the license terminates at the end of fifty years nor when 
the amortization period begins at the end of twenty years.'^’ 

In all of the determinations of the net-investment costs of projects under 
federal license, the Federal Power Commission has adhered strictly to original- 
cost principles. In all except the rare instance, the Commission has eschewed 
estimates; it has insisted that a finding unsupported by evidence is beyond 
its power. In all instances, costs must be measured by the actual consideration 
paid, not by the par value of securities delivered. Where an absence of arm’s- 
length bargaining is found — that is, in all dealings between affiliated interests 
(whether the affiliated interests are corporations or individuals) — the Commis- 
sion has insisted that the licensee must prove the actual cost to the affiliated 
company and that that cost establishes the maximum which may be recog- 
nized. The cost is a net cost; allowance is made for all income derived from 
operations during the construction period and for all sums received from the 
sale of equipment, unused supplies, and unnecessary property. In the deter- 
mination of construction costs, consideration is limited to those costs which 
are essential to the project, and all collateral expenses are excluded. The de- 
termination of the actual investment in land has presented knotty problems, 
since many parcels of land were acquired prior to the establishment of federal 
supervision. In so far as it is possible without being unfair to the licensee, 
the Commission insists that claims for land values and construction costs shall 
be fully supported by records duly itemized. It is particularly noteworthy that 

Federal Water Power Act, Sec, 3. ^^Ibid., Sec. 4 (a). 

Clartofi Rtver Power Co. v. Smith. 59 F. {2d) 861, (D.C.C.A., 1932). Certiorari denied, 
2870.8.639(1932). 
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rights to develop water power are not included in the original-cost determina- 
tion at any value in excess of the actual cost to the licensee. Allowances for in- 
tangibles have been a smaller proportion of total valuations than is custoriiary 
in the normal valuation for rate making. For example, interest during con- 
struction has been allowed only for the construction period, at 6 per cent 
simple interest, and the construction period has been held to end when the 
project is available for use rather than when commercial operation begins.'^“ 
As of June 30, 1940, the Commission had made final determination of the 
net-investment cost for 54 projects, with an approved original cost of $128,389,- 
719. This represented a reduction of $10,567,455, or 7.6 per cent, from the 
claimed costs of $138,957,174. The Commission had completed the accounting 
and engineering work on projects having claimed costs aggregating $522,- 
000,000, or approximately 70 per cent of the total claimed for all projects under 
major licenses. The status of the projects whose actual legitimate costs remain 


to be determined were: 

Claimed 

Accounts audited, hearings held, opinions and orders is- 
sued, and cases partially settled $ 28,363,871 

Accounts audited, hearings held, opinions and orders to 

be issued 147,885,304 

Accounts audited, reports prepared, cases awaiting hear- 
ing or other action 216,953,366 

Accounting work in progress 73,280,064 

Awaiting assignment for field audit 24,782,249 

Awaiting filing of cost statements 8,545,002 

Construction work in progress 104,276,063 

Uncompleted, inactive, dormant 8,847,100 


Receipts from Licensees. The Federal Power Act provides that licensees 
shall make payments to the United States for a number of purposes — for the 
cost of administration of the Federal Water Power Act, for the use and occu- 
pancy of government lands, for the use of Indian lands, and for the expropria- 
tion of the excess profits from the project. Save for payments due in recom- 
pense for the use of Indian lands or government dams, no fees are assessed 
against states and municipalities developing hydroelectric power on a non- 
profit basis or by the operators of small projects (those having a capacity of 
less than 100 horsepower) that are developing power for industrial use.’^*^ 

The Water Power Act provides that the proceeds collected by the Commis- 
sion shall be allocated to certain designated purposes. All receipts from the use 
of Indian lands are credited to the Indians of that reservation. All sums re- 

Alabama Power Co., i F.P.C., 25, 36 (1932); Chelan Electric Co., i F.P.C. 91, 95 (1933); 
Re Louisville Hydro-Electric Co., i F.P.C. 133 (1933); Portland General Electric Co., i F.P.C. 
161, 185 (1934); Safe Harbor Water Power Corp., i F.P.C. 230, 237 (1935); Clarion River 
Power Co., 1 F.P.C. 269, 286 (1935); Kanawha Valley Power Co., i F.P.C. 322, 327 (1936); 
Northern States Power Co., i F.P.C. 329, 345 (1936); Florida Power Corp., i F.P.C. 390, 396 
(1937); Lexington^ Water Power Co., 1 F.P.C. 430, 472 (1937). 

The determination of pre-license costs has presented difficulties because of deficiencies in 
evidence. (8 Ann. Rep. F.P.C. 6-7 [1928].) 

^3 20 Ann. Rep. F.P.C. 50 (1940). Federal Water Power Act, Sec. 10 (e). 
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ceived as reimbursement for the costs of administration are payable to the 
Treasury. For all other receipts from licensees, the following applications are 
controlling: 12.5 per cent is paid to the Treasury and credited to miscellane- 
ous receipts; 50 per cent of the receipts from the use of public lands and na- 
tional forests are payable to the reclamation fund ; while 37,5 per cent are pay- 
able to the states in which the public lands or national forests are located; and 
50 per cent of the receipts from all other licenses are payable to the Treasury 
for the maintenance of dams and other navigation improvements.'^^’ 

The Federal Power Commission collected $4,848,950.60 from licensees un- 
der the Federal Water Power Act for the fourteen years 1922 to 1935/^*’ And 
for the five years 1936 through 1940, receipts totaled $3,558,633.02.'^'’^ 
Regulation of Rates, Services, and Securities. As a condition of its license, 
each licensee which is a public utility is required to accept regulation of rates 
and services by any duly constituted state authority. The Commission is given 
jurisdiction to regulate rates and services on transactions in interstate com- 
merce, which would be beyond the jurisdiction of any state body, and to ex- 
ercise similar control in the event that no state commission exists in a particular 
state or that the states having jurisdiction are unable to agree with respect 
to service, rates, or security issues of the licensee.'^® The statute is explicit in 
prescribing the method by which the property of a licensee shall be valued for 
rate-making purposes. It is stipulated that no value shall be claimed or allowed 
in excess of the value prescribed by the statute for the purpose of establishing 
the purchase price at which the United States might recapture the project.’^''^ 
The first rate proceeding to arise under the Federal Water Power Act was 
the Safe Harbor Water Power Corporatio 7 i case, the Commission’s opinion 
being handed down June ii, 1940.'"’^’ The Commission fixed as the rate base 
the net-investment cost, less the depreciation reserve, plus an allowance for 
working capital, and stipulated that the company was entitled to a fair rate 
of return of 6 per cent on this base. All of the power generated by the cor- 
poration was sold under contract to its two parent companies, the Consoli- 
dated Gas, Electric Light and Power Company of Baltimore and the Penn- 
sylvania Water and Power Company. The Commission’s order required an 
annual calculation of the fair return and an annual adjustment of the charges. 

4. FEDERAL REGULATION OF ELECTRIC AND 
NATURAL-GAS UTILITIES 

The Character of Federal Regulation. Two gaps have existed in the 
American scheme of utility control: in a number of states, regulation has 

Sec. 17. ‘^^'19 Ann. Rep. F.P.C. 80 

The collccdon-s were m.ide up of the foilowintt charsje.s: administnnivt- ites. 52 pei cfnt; 
charges for the use of government dam.s, 38 per cent; fees from the use of public land.s and 
national forests, 6 per cent; and from the use of Intlian lands, 4 per cent. The icctipts wue dis- 
tributed thus: to the Treasury as its reimbursement for the cost of administratmn ot the I''edc:.d 
Power Act, 52 per cent; to the Treasury for the use of lands and governnunt d.uns, 2u [ler 
cent; to the War Department for the maintenance and operation of dams, 19 per cent; to the 
Reclamation Fund, 3 per cent; and to the Indian funds, 4 per cent. (20 Ann. Rep. F.P.C. 

143 [1940J-) 

Federal Water Power Act, Sec. 19. Ibid., Sec. 20. 

Opinion No. 47 (Docket No. It-5494), 
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been nonexistent or quite inadequate; and furthermore, the state commissions 
have been without jurisdiction over the interstate operations of utility com- 
panies. 

The growing importance of interstate movements of electric energy and 
natural gas has made it imperative that some supervision be exercised over 
wholesale transactions in interstate commerce. For many local operating com- 
panies, the price paid for the wholesale purchase of power or natural gas is 
the most important element in their operating expenses. These movements 
are already of large significance, and with growth of the industry and the in- 
crease in interconnections, such interstate transactions must become of in- 
creasing importance. In 1929, the outward movement of electric energy 
amounted to 15.18 per cent of the total amount of electric energy generated, 
and the imports of electric energy amounted to 19.65 per cent of the amount 
consumed.*'- By 1933, the electric energy sent from the states amounted to 18.2 
per cent of the amount generated and the amount brought in from other states 
accounted for 18.5 per cent of the energy available for consumption. However, 
if from these figures there be excluded those states having only an insignificant 
amount of electric energy moving across their borders, the corresponding 
figures become 22.8 per cent and 23.2 per cent. (See Table 48.) Average figures 
conceal the importance of the problem, for many communities are almost 
completely dependent upon out-of-state sources of supply for their electric 
energy. In ten states, more than 50 per cent of the energy available for con- 
sumption is brought in from without the state.*"**^ And a number of states ex- 
port a very substantial proportion of the power generated within their bor- 
ders.^^ 

To meet the problems created by the existing gap in regulatory control, 
the Federal Power Act and the Natural Gas Act were passed giving the Fed- 
eral Power Commission jurisdiction over the transmission and sale of electric 
energy and natural gas in interstate commerce.^"’' Each statute is carefully 
drafted to preserve to the state commissions their existing jurisdiction over 
utilities and the local distribution of electric energy and natural gas. In addi- 
tion, the Federal Power Act specifically excludes from its scope the activities 
of the United States, a state, any political subdivision of a state, and any pub- 
lic agency or instrumentality."® 

The Federal Power Act and the Natural Gas Act establish a comprehensive 
system of utility regulation. In this respect, they contrast with the Water Power 
Act, which established a quite limited supervision over particular utility activi- 
ties, and the Public Utility Act of 1935, which confers upon the Securities and 
Exchange Commission quite extensive powers to deal with problems created 

Chapter V. 

“^Federal Trade Commission, Interstate Movement of Electric Energy. 71 C., 3 s., Sen. doc., 
No. 238, p. 5. 

Delaware, 103; Nevada, 100; Maryland, 96; Mississippi, 88; Arkansas, 75; Tennessee, 67; 
Virginia, 64; Kentucky, 58; Utah, 54; and Idaho, 52. 

Seven states deliver outside of the state more than half of the power generated within the 
state; Maryland, 98; Virginia, 74; Vermont, 71; Idaho, 64; New Hampshire, 61; West Vir- 
ginia, 58; and Tennessee, 58. 

55 Federal Power Act. 49 Stat. 838, Sec. 201 (August 36. 1935). Natural Gas Act. 52 Stat. 
821, Sec. I (June 21, 1938). 

Federal Power Act. Sec. 2Qi (f). 
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by the holding company. The program of regulation entrusted to the Federal 
Pow,er Commission contemplates the Commission acting along lines parallel 
to those which are characteristic of regulation in the more progressive states, 
dealing with problems beyond the jurisdiction of the individual state and 
providing a mechanism for co-operation between the federal government and 
the states in coping with problems common to two or more states. 

Joint Boards and Co-operation with State Commissions. The joint board 
to meet regulatory problems common to two or more states represents a new 
development in the machinery of control. Whether any matter shall be referred 
to a joint board rests in the discretion of the Federal Power Commission. If 
the Commission decides to refer any matter to a joint board, the board is con- 
stituted of one or more members, as determined by the Commission, from 
each of the states having an interest in the problem. Although composed of 
representatives of the states, these joint boards are federal instrumentalities 
and are appointed by the Commission from persons nominated by the state 
commission of each state affected, or by the governor of the state if no state 
commission exists. The procedure of the joint board, and the force and effect 
which shall be given to its actions are determined by the regulations of the 
Commission. The joint board is “vested with the same power” and “subject to 
the same duties and liabilities as in the case of a member of the Commission 
when designated by the Commission to hold hearings.” If for any reason the 
work of the joint board fails to progress satisfactorily, the Commission may 
revoke its reference of any matter to the board. 

The Federal Power Commission is further permitted to confer with any 
state commission regarding any common regulatory problem. It may hold 
joint hearings with any state commission in respect to any matter over which 
it has jurisdiction, and is permitted to avail itself of such co-operation as any 
state commission may afford. It is required to make available to the several 
state commissions such information and reports as may be helpful; and upon 
the request of any state, the Commission may make available “as witnesses any 
of its trained rate, valuation, or other experts,” subject to reimbursement for 
the expenses thereby imposed upon the Commission. 

The Federal Power Commission, following the spirit of the statutes under 
which it operates, has sought to develop full co-operation bctv’ccn itself and 
the states. Whenever any proceeding is instituted before the Federal Power 
Commission, immediate notice is given to the commissions of all states alTccted 
thereby, and each state commission is requested, if it deems it in the {niblic 
interest, to “notify the Federal Power Commission as to the nature of its 
interest in said matter, and to request a conference, the creation of a board, or 
a joint hearing, if desired, indicating its preference and the reas{.ms therefor.” 
Similarly, the Commission asks to be notified of any proceedings before state 
commissions in which there appears to be a federal interest l'ret]uent con- 
ferences liave been held on matters of common interest, and in a number of 
cases joint hearings have been held by the Federal Power Commission and 

Fcthral Power Act, Sec. 209 (a). The Commission may reject any nominee from any 
state and invite new nominations. See also Natural Gas Act, Sec. 17. 

16 Ann. Rep. F.P.C. 12-14 (1936). 
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TABLE 48* 

Interstate Movement of Electric Energy: 1933 

(Data taken from reports of 215 systems) 



Thousands of kilowatt-hours 








Received 




Region and 
State 

Generated 
within State 

Energy ^ avail - 
able for systerr 
within the Sta 

Received from 
outside of Stat 

As per cent 
of generation 
As per cent of 
energy avail - 
able 

Delivered 
outside of 
State 

Delivered as 
per cent of 
generation 


Northeast: 


Maine 759,000 

New Hampshire 548,000 

756.000 

185.000 

39 

33.848 

6.2 

18.3 

335.641 

6V.1 

Vermont 

:?8g,ooo 

136,000 

26,036 

6.7 

19.2 

288,757 

70.8 

Massachusetts . 

2,274,000 

2,708,000 

872,238 

38-4 

32.2 

390,679 

17.2 

Rhode Island . . 

442,000 

565,000 

270,064 

61.3 

48.0 

16:^,604 

37-1 

Connecticut . . . 

1,032,000 

1,116,000 

136,150^ 
669,672 ' 

13.2 

12.2 

49,224 

4.8 

New York .... 

10,189,000 

11,100,000 

6.6 

6.0 

252,650 

2.5 

Pennsylvania . , 

6,672,000 

7,989,000 

2,691,161 

40-3 

33-8 

1,388,301 

20.8 

New Jersey . . . 

3,083,000 

2,484,000 

296,544 

9.6 

II. I 

832,190 

27.0 

Delaware 


129,000 

132,026 


103.0 

4.370 


Maryland .... 

1,726,000 

1,136,000 

1,093,077 

63-3 

96.3 

1,687,306 

97.7 

District of Co- 
lumbia 

420,000 

496,000 

166,409 

39.6 

33-6 

95,586 

22.8 

Middle West: 
Michigan .... 

3,041,000 

3,107,000 

71.674 

2.4 

2-3 

98,002 

3-2 

Ohio 

5,618,000 

4,781,000 

572,625 

10.2 

12.0 

760,326 

13-5 

West Virginia . 

1,557,000 

1,609,000 

527,713 

33-9 

32.8 

901,353 

57.8 

Indiana 

2,404,000 

1,775,000 

421,729 

17.5 

23-7 

1,040,362 

43.2 

Wisconsin .... 

1,804,000 

1,750,000 

166,725 

9.2 

9-5 

254,275 

14.0 

Illinois 

5,955,000 

6,096,000 

1,086,761 

18.2 

17.8 

975,897 

16.4 

Minnesota .... 

849,000 

1,047,000 

241,775 

28.5 

23.0 

92,385 

10.9 

Iowa 

621,000 

780,000 

223,404 

36.0 

28.6 

83.613 

13-5 

Missouri 

1,126,000 

1,927,000 

863,798 

76.7 

44.8 

33,290 

.03 

Southeast: 

Virginia 

563,000 

648,000 

417.143 

74.0 

64.3 

420,259 

74-5 

North Carolina 

1,691,000 

1,727,000 

482,036 

28.5 

27.9 

512,140 

30.2 

South Carolina . 

1,346,000 

1,065,000 

49,967 

3-7 

4.7 

342,641 

25-5 

Kentucky 

593,000 

522,000 

302,200 

51.0 

57.9 

169,518 

28.6 

Tennessee .... 

640,000 

853,000 

577,700 

90.2 

67.7 

373.252 

58-3 

Mississippi .... 

23,000 

237,000 

210,546 015.4 

88.8 

218 

I.O 

Alabama 

1,413,000 

1,284,000 

137.463 

9.7 

10.7 

551,780 

38-9 

Georgia 

1,130,000 

1,332,000 

412,949 

36.6 

30.9 

215,269 

19.0 

Florida 

551,000 

561,000 

21,924 

4.0 

3-9 

17.134 

3-1 

Mountain and Plain : 

North Dakota . 102,000 

75,000 

2,491 

2-4 

3-3 

28,993 ® 

28.4 

South Dakota . 

44,000 

68,000 

26,393 

59-9 

39.0 

3,609 

8.1 

Nebraska .... 

428,000 

386,000 

1.477 

•4 

.4 

46,231 

10.8 
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TABLE 48 {Continued) 

Interstate Movement of Electric Energy: 1933 
(Data taken from reports of 215 systems) 

Thousands of kilowatt-hours 
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S 1 

Receil 

led 



« 2 to 




'S 


0 





• 2 "Q 





Enei 

able 

with 

^ S 
Gi 0 


7 ! s ^ 

Deli 

outsi 

State 

Deli 

per 

gene 

641,000 

34 > 7 ii 

4-7 

5.2 

133,888 

18. 1 

880,000 

31 



20,100 

2.2 


1,492 





321,000 

465 

.1 

.1 



315,000 

235,190 

1837 

74.6 

30,420 

23.8 

613,000 

35.950 

4.1 

5-9 

377.950 

43.0 

699,000 

85,762 

137 

12.4 

40,058 

6.4 

2,211,000 

61,365 

2.8 

2-7 

58,860'* 

2.7 


4,102 





2,198,000 

84,726''’ 

’ 37 

3-8 

310,230 

L 3-3 

866,000 

149,800 

16.4 

17-3 

208,954 

22.9 

382,000 

197.835 

43-5 

51.8 

290,557 

63-9 

8,421,000 

166,889 

2.1 

2.0 

78,348''’ 

r.o 

59,000 

59,267 


100.0 



438,000 

237,506 

1 18.9 

54-2 

4.653 

2.3 

228,000 

6,81 1 

3-1 

3.0 

5,908' 

2.7 

i 78,700,000 14,569,466® 

‘ 19.0 

18.5 1 

3.968,792 

18.2 

61,040,000 14,175,407 

23.6 

23.2 I 

3,690,440 

22.8 


Mountain and Plain; 

Kansas 

Montana .... 
Wyoming . . 
Colorado . . . 
Southwest: 

Arkansas . . . 
Louisiana . . . 
Oklahoma . . 

Texas 

New Mexico 
Pacific Northwest: 
Washington 
Oregon . . . 

Idaho 

Pacific Southwest; 
California 
Nevada .... 

Utah 

Arizona . . . 


Total . . . 
Total, exclud- 
ing States hav- 
ing interchange 
to a minor ex- 
tent only “ 


739.000 

902.000 

340.000 

128.000 

878.000 

635.000 
,195,000 


,323,000 

911.000 

455.000 


200.000 

220.000 


1 A.S tlie data included in this tabulation are for the 215 large systems only, and as tliey involve 
transactions with smaller systems not included in the tabulation, it is impossible to reconcile figures 
of Generated, Received, Delivered, and .Available for Systems within State. 

-617,905,000 kilowatt-hours included to Canada. 

•’ 28,000 kilowatt-hours included to Canada. 

^ 5,056,000 kilowatt-hours included to Mc.xico. 

® 140,000 kilowatt-hours included from Canada. 

12.270.000 kilowatt-hours included to Mexico. 

17.000 kilowatt-hours included to Mexico. 

® Net balance received over international boundaries 600,674,000 kilowatt-hours. 

® States excluded: Maine, Michigan, Florida, Montana, Colorado, Wyoming, Texas, New Mexico, 
California, Nevada, Arizona. 

* Source; Federal Power Commission, National Power Survey, Interim Report, Power Series 
No. I (i9S5), P- 46. 
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interested state commissions. There is no reason to contemplate any en- 
croachment of federal authority in matters of state regulation; regulation from 
Washington will not displace local supervision by state commissions; but the 
co-operation of federal and state authorities may be expected to produce more 
efficient and effective regulation than could be exercised by either the federal 
or the state government acting alone. 

Certificates and Permits. All natural-gas companies are recjuired to obtain 
a certificate of public convenience and necessity before they may construct and 
operate facilities for the transportation or sale of natural gas to markets in 
which natural gas is already being served by another natural-gas company. 
The limitation on the Commission’s jurisdiction, to extensions that involve a 
duplication of facilities in the same market, indicates a Congressional intent to 
avoid wasteful duplication of capital facilities, with their concomitant in- 
creases in costs and the possibility of deterioration of service. Indeed, for the 
guidance of the Commission, the statute expresses “the intention of Congress 
that natural gas shall be sold ... at the lowest possible reasonable rate con- 
sistent with the maintenance of adequate, service in the public interest.” In 
the first year, the Commission had received six applications for certificates of 
convenience and necessity involving the construction of more than two thou- 
sand miles of natural-gas pipeline.*^*^ 

The Federal Power Commission, in passing upon applications for certificates 
of convenience and necessity, has sought to protect and further the interests 
of the natural-gas consuming public in satisfactory service and low rates. Be- 
fore granting a certificate, the Commission has required the applicant to com- 
ply with certain standards: the applicant must have adequate sources of natu- 
ral gas available; it must have a potential market in the area to be served; it 
must have adequate financial resources to insure the construction and satis- 
factory maintenance of the proposed transmission line and other facilities; and 
the rates proposed must be both reasonable for the consumer and adequate for 
the company.®^ 

Applications for the extension of natural-gas pipelines have met with strong 
opposition, particularly from interests that regard the natural-gas company as 
a potential competitor. The statute has instructed the Commission to deal 
only with competition from a like service. Although it has permitted protest- 
ing coal, railroad, and labor interests to participate to a limited extent in hear- 
ings on applications for certificates, the Commission has not recognized in 
the objections of these interests any valid basis for refusing the certificate. 
The award of certificates is frequently accompanied by the imposition of con- 
ditions designed to safeguard the interests of consumers, a not uncommon re- 
quirement being that the company will extend its facilities or service to ad- 
jacent communities if directed by the Commission. 

Natural Gas Act, Sec. 7 (c). 

The applications involved the transportation of gas from Louisiana into Arkansa.s, Kansas 
into Minne.sota, Montana into North Dakota and Minnesota, Kentucky into Indiana, and Illinois 
into Indiana, (ig Ann. Rep. F.P.C. 21 [1939].) 

Kansas Pipe Line & Gas Co., F.P.C., Opinion No. 39 (1939). 
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The movement o£ electric power and natural gas across the national bounda- 
ries is also subjected to Commission supervision.®^ 

Accounting Supervision. The Federal Power Commission may require 
both electric and natural-gas utilities to adhere to a prescribed system of ac- 
counts. The Commission may determine the specific accounts in which par- 
ticular transactions shall be recorded, and the utility must justify any account- 
ing entry which is questioned. The Commission has access to all accounts and 
records, not only of electric and gas utilities subject to its jurisdiction, but also 
of any person who controls any company subject to its supervision. The statute 
provides specifically for control of depreciation accounting, permitting the 
Commission to fix the depreciation rates for the several classes of property. 
Since the statute does not relieve any public utility of complying with any 
state order with respect to its accounting system, it is imperative that there 
should be a maximum of co-operation between the Federal Power Commission 
and the state commissions in working out and adopting accounting systems 
that are mutually consistent, if not identical.®® 

The Commission has now prescribed two uniform systems of accounts: 
a uniform system for electric utilities and licensees became effective on January 
1, 1937, and the uniform system for natural-gas companies, on January i, 1940. 
The accounting systems were evolved in collaboration with the National As- 
sociation of Railroad and Utility Commissioners and have sought to meet 
the requirements of both federal and state regulation. Since many states have 
adopted the new classification, there has been a desirable increase in uniformity 
of accounting. A significant aspect of the new accounting systems is the re- 
quirement that plant and property accounts be adjusted to show their original 
cost.®'^ After the adjustment of the accounts to the cost basis, the book figures 
in excess of the original cost must appear in adjustment accounts, which will 
either be reduced as retirements of property are made or amortized as author- 
ized by the Commission. 

The change in accounting systems applies to a very large part of the entire 
electric industry and to a substantial proportion of the natural-gas industry. 
The task of verifying the original-cost statements will presumably involve 
some years of work, particularly since field studies will be required if the 
accuracy of the accounts is to be established beyond cjiiestion. It is the policy 
of the Commission to conduct the field examinations in co-operation with 
representatives of the state commissions, and this co-operative endeavor will 
go far to bring uniformity in accounting supervision. It may be expected that 
the change in accounting requirements will have a profound influence upon 
rate regulation. 

Regulation of Rates. The Federal Power Commission has been given 
supervision over the rates and charges of electric and natural-gas companies 
subject to its jurisdiction, the Commission’s powers being in most respects 

Federal Power Act, See. 202 (e) ; Natural Gas Act, Sec. 3. 

Federal Power Act, Secs. 301 and 302; Natural Gas Act, Secs. 8 and 9. 

The Natural Gas Act also authorized the Commission to investigate and ascertain the 
actual legitimate cost of the property of natural-gas companies. (Sec. 6.) 
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comparable to those exercised by the commissions of the more progressive 
states. The utilities are under obligation to exact only just and reasonable 
charges for the transmission and sale of electric energy and natural gas m in- 
terstate commerce, and both preferences and discriminations in either rates 
or service between different localities or classes of service are forbidden.^-’^ 

No change in rates may become effective except after thirty days’ notice 
to the Commission; and pending an investigation of its reasonableness, the 
Commission may suspend the operation of any new schedule of rates for a 
period of five months beyond the time when it would otherwise have gone 
into effect.®® The Commission may act either on its own initiative or on com- 
plaint— -complaints have been received from municipalities, state regulatory 
bodies, and local distributing companies— to investigate any existing rates, 
and if such are found to be unjust or unreasonable, to determine “the just 
and reasonable rate, charge, classification, rule, regulation, practice, or con- 
tract, to be thereafter observed.” It is indicative of a new attitude toward 
rate regulation, an attitude which recognizes that rates are not necessarily 
reasonable simply because the company’s earnings are not excessive, that the 
Natural Gas Act directs the Commission to order a decrease “where existing 
rates are unjust, unduly discriminatory, preferential, otherwise unlawful, or 
are not the lowest reasonable rateC 

The Commission’s jurisdiction over rates is limited to interstate transac- 
tions; it has no authority to remove unjust discrimination or to correct unrea- 
sonableness in the rates charged in intrastate commerce,®® The Commission 
functions to supplement the control exercised by the state authorities; its 
sphere of usefulness lies in the control of those wholesale interstate rates be- 
yond the reach of the states. Thus, the Commission is specifically instructed 
to investigate and determine the cost of production or transmission of electric 
energy or natural gas in interstate commerce, even though it is without power 
to establish a rate governing the sale of such energy, because such sale is in 
intrastate commerce or is otherwise subject to state regulation.’^® 

In its regulation of rates, the Commission has shown a disposition to adhere 
to the principles developed under the Water Power Act. It has shown a pref- 
erence for original cost as the rate base, rather than present fair value, and has 
been disposed to be more precise than the present-value procedure in adjust- 
ing the rate of return to a cost basis,^^ Instances when the Commission has 
joined in interventions before the Supreme Court as amicus curiae have in- 
dicated that it supports a prudent-investment rate base.'^^ The deduction of 

Federal Power Act, Sec. 205; Natural Gas Act, Sec. 4. 

And if the Commis.sion’s investigation is not completed within the six-month period, the 
proposed rates become effective, although the Commission may require the utility to keep de- 
tailed accounts of all sums received by reason of the increase, and upon completion of the in- 
vestigation the utility may be required to refund, with interest, any portion of the increased 
rates which are found not to be justified. 

Federal Power Act, Sec. 206. 68 Natural Gas Act, Sec. 5 (a). Italics supplied. 

Jaspan w. Philadelphia Electric Co., 1 F.P.C. 561, 565 (1938). 

Federal Power Act, Sec. 206 (b); Natural Gas Act, Sec. 5 (b). 

Albany v. Albany Lighting Co., i F.P.C. 732 (1938). 

Railroad Comm. v. Pacific Gas & Electric Co., 302 U.S. 388 (1938); Driscoll v. Edison Co 
307 U.S. 104 (1939). 
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an adequate depreciation reserve from the cost of the property is a fixed part 
of the Commission’s policy of rate control. 

Certain procedures developed by the Commission in its regulation of rates 
are distinctive and significant. Rate reductions are ordered immediately where 
a preliminary investigation reveals that existing rates are unjustifiably high; 
the company is advised of the tentative findings which the Commission pro- 
poses to adopt in a final order unless the company is able to “show cause” why 
the findings should not be made final. A similar “show-cause” procedure has 
been used successfully to effect an immediate removal of discrimination by 
requiring that consumers of a given class be accorded the lowest rate applica- 
ble to any consumer of that class. To simplify the task of passing upon applica- 
tions for increases in natural-gas rates, the proposal must be accompanied by a 
cost analysis, including (i) a description of the facilities used, (ii) a state- 
ment (or estimate) of the original cost, depreciated and undepreciated, of the 
facilities, (iii) an estimate of the annual fixed charges, including taxes, de- 
preciation and return on cost, and (iv) an estimate of operating expenses.^^' 

The regulation of the wholesale price of natural gas transported in inter- 
state commerce had long been required to supplement the control which the 
states exercised over local companies. In the absence of federal control, the 
states were seriously handicapped both in ascertaining the facts with respect 
to the costs applicable to wholesale service and in coping wfith exorbitant 
charges by transmission companies. The extent of the Commission’s activities 
is indicated by its file of approximately i,ooo contracts pertaining to whole- 
sale interstate electric rates and 3,000 such contracts covering natural-gas 
sales.’^'^ In the first year following the enactment of the Natural Gas Act, the 
Commission reported that some twenty-eight proceedings involving the rates 
charged for the transportation and sale of natural gas in interstate commerce 
for resale had been instituted.’^^ The cases had been initiated on the Commis- 
sion’s own motion, on complaint from state commissions, and at the request 
of municipalities.'^'^ The frequency of the orders .directing decreases or for- 
bidding increases in rates suggests that the previous unregulated rates were 
unnecessarily high and prejudicial to the interests of consumers. 

Adequacy of Facilities and Services. The jurisdiction of the Commission 
extends to inquiries into the adec]uacy and sufficiency of any interstate service 
by an electric or natural-gas utility, together with the authority to determine 
and prescribe the proper, adequate and sufficient service to be furnished.'^'^ 
But the Commission has no authority to compel an enlargement in the ca- 
pacity of the utility, or to require it to sell electric energy or natural gas when 
to do so would impair its ability to afford adequate service to its own cus- 
tomers. 

"^20 Ann. Rep. F.P.C. 71 (1940). 

"■^20 Ann. Rep. F.P.C. 6i (1940). The complexity of the.sc contracts is sui'ge.steil by their 
size, .some exceeding 200 pages in length. The Commission has sought to simplify the regulatory 
problem by securing the substitution of rate schedules for contracts wherever fea.sible. 

19 .Ann. Rep. F.P.C. 8 (1939). 

Easl Ohio Gas Co., i F.P.C. 780 (1939); Mississippi River Fuel Carp., F.P.C. Opinion 
No. 46 (1940); Illinois Commerce Comm., v. Natural Gas Pipeline Co., F.P.C. Opinion No. 49 

(1940). 

Federal Power Act, Sec. 207; Natural Gas Act, Sec. 7 (a). 
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In the Federal Power Act’s provisions with respect to the interconnection 
and co-ordination of electric facilities, the first halting steps are taken in the 
direction of a rationalization of the industry. The Commission is instructed 
to divide the country into regional districts and to prepare plans for the volun- 
tary interconnection and co-ordination of facilities.’’’® Upon application by any 
state commission or by any person engaged in the transmission and sale of 
electric energy, the Commission, after adequate notice and full hearing, may 
order a public utility to establish physical connection with other, electric utili- 
ties for the sale or exchange of energy.'^’’ In periods of emergency, the Com- 
mission is given broader authority to require temporary connection of trans- 
mission facilities and such generation, delivery, and interchange of power as 
will meet the emergency.®*^ The requirements of defense industries in 1941 
were partially met by the establishment of “power pools,” effecting inter- 
changes of power over broad geographic areas. And in the absence of agree- 
ment, the Commission may prescribe the just and reasonable compensation or 
reimbursement for the delivery or interchange of power. 

Mergers and Transfers of Facilities. The Commission has supervision 
over all utilities subject to its jurisdiction with respect to all dispositions of 
property whether by sale, lease, or otherwise. All purchases of facilities or of 
securities of any other public utility may take place only with the Commis- 
sion’s approval. And all mergers and consolidations likewise require its prior 
authorization.®^ Provision is made for proper notice to state authorities, and 
the Commission is permitted to grant its approval only if it finds the transac- 
tion consistent with the public interest. The Commission has found in the 
Public Utility Act of 1935, of which the Federal Power Act is an integral part, 
the criteria by which consistency with the public interest is judged — “the se- 
curing of reasonable wholesale rates in interstate commerce, the prevention of 
unfair discrimination in wholesale rates and services in interstate commerce; 
the free flow of electric energy in interstate commerce; the honest and ad- 
vantageous financing of public utilities; the protection of such public utilities 
from improper depletion of their assets by holding companies; the appropriate 
co-ordination of facilities in the interests of consumers and investors; the 
maintenance of adequate service; and the conservation of public utility assets 
so as to provide necessary additions and extensions of facilities to meet the 
expanding needs of the public for electric energy, and thus accomplish the 
most effective use of the assets of operating companies for the public benefit.” ®- 

Common Officers and Directors. The statute makes it unlawful for any 
person, unless authorized by the Commission, to hold interlocking positions 
in corporations with which an electric utility has transactions.®® And the 
Commission may give its approval only upon a showing by the applicant that 
neither the public interest nor the private interest will be adversely affected by 
the interlocking relationships. This provision has been enforced by the Com- 
mission in the light of the evils which the Federal Power Act of 1935 sought 
to eliminate; namely, control by a small group of individuals with a mini- 

Federal Power Act, Sec. 202 (a). Ibid., Sec. 202 (b). 

Sec. 202 (c) and (d). Federal Power Act, Sec. 203 (a). 

Northern Pennsylvania Power Co., i F.P.C. 350, 354 (1936). Sec. 305 (b). 
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mum o£ investment, the evasion by means o£ common control of competi- 
tion, with resulting higher costs and poorer service to consumers; the absence 
of arm’s-length dealing between public utilities and other organizations; the 
employment of dummy directors, and violations of laws, ethics, and good 
business practices by those holding such interlocking positions to the detri- 
ment of the companies, their securities holders or the public interest.*^‘‘ 

Issuance of Securities. The Commission supervises the security issues of 
all electric utilities subject to its jurisdiction. Three exceptions to its jurisdic- 
tion exist: persons and companies subject to both the Federal Power Act and 
the Public Utility Holding Company Act of 1935 are instructed to proceed 
under the latter act; regulation does not extend to any public utility organized 
and operating in a state where its securities are regulated by a state commis- 
sion; and the issuance of short-term notes, those having a maturity of not more 
than a year, to an amount not in excess of 5 per cent of the par value of other 
outstanding securities, is exempt from Commission supervision. The Commis- 
sion is e.xplicitly forbidden to authorize the capitalization of any franchise, 
contract, or other right in an amount in excess of the sum actually paid there- 
for, another indication of the Congressional intent to adhere to the cost 
standard in utility regulation.®'’* 

5. SURVEYS AND INVESTIGATIONS 

The Federal Power Commission has been active in making surveys and in- 
vestigations, and in publishing statistical and other data. 

The Commission has surveyed the power rec|uirements of the country and 
has strongly urged the installation of additional capacity where prospective 
shortages were indicated. The power requirements for various industries have 
been studied. The costs of electric service have been investigated, with par- 
ticular attention to distribution costs. 

Studies of electric rates have been among the most influential publications 
of the Commission. The National Rate Book, a loose-leaf series, presents by 
states the residential, commercial, and industrial schedules of all publicly and 
privately owned utilities serving communities of 1,000 or more population. 
There are published annually rate series giving the typical bills for electric 
service in effect on January i, a separate report being issued for each state; 
typical bills are pre.sented for residential service in all communities of 250 
population or more, for commercial light and power in all communities of 
2,500 or over, and for industrial service in all communities of 10,000 or over. 
Special compilations of typical net monthly bills for electric service in the 
larger cities are also published. Significant comparisons have been made of 
publicly and privately owned electric utilities, showing both the rates charged 
for electric service and the sums paid in taxes or other contributions to mu- 
nicipalities and other governmental units. 

The rate studies have been credited with important improvements in regu- 
lation and management. More progressive rate policies on the part of the com- 

Re John Edward Aldred, F.P.C., Opinion No. 51 (1940), 

Federal Power Act, Secs, 204 and 318. 
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progress with respect to other utilities. With the prescription of more ade- 
quate and uniform accounting and reporting systems, and with the assem- 
bling of more complete statistical data, both on an industry-wide basis and on 
a historical basis, the opportunity will exist for the extension of this promising 
technique to all classes of regulated enterprises. 



CHAPTER XXIII 


PUBLIC RELATIONS AND PROPAGANDA 

I. THE PROBLEM OF PUBLIC RELATIONS AND 
PROPAGANDA 

Good public relations are of vital importance to the public utility industries. 
Since these companies are commonly monopolies, consumers and the general 
public have often been critical of their prices and service almost as a matter 
of principle. The utilities are also a favorite target for political attacks. In al- 
most all jurisdictions, public utilities are subject to regulation, the character 
and severity of which depend very largely upon the insistence with which 
consumers challenge the reasonableness of the utility’s rates and upon the 
severity of the regulatory standards which are adopted by legislatures, mu- 
nicipal councils, and other public agencies. 

It is not surprising, therefore, that utilities have taken advantage of every 
opportunity to present themselves in a favorable light. This campaign reached 
its peak of intensity in the decade following 1919 when utility companies, espe- 
cially the electric and gas utilities, conducted the “greatest peacetime propa- 
ganda campaign ever conducted by private interests in this country.” ^ 

2. THE INVESTIGATION 

The revelation of the utility propaganda efforts came as a by-product of an 
investigation into the “power trust” forced by certain liberal senators. An 
earlier investigation by the Federal Trade Commission, directed chiefly at the 
alleged monopolistic control of electric utilities by the General Electric Com- 
pany, resulted in a report that in 1924 “neither the General Electric Company 
nor any other single power interest, or group of allied power interests, sub- 
stantially monopolized or controlled the generation, transmission and sale of 
electricity in the United States.” ^ However, the report raised almost as many 
questions as it answered, particularly with respect to the conduct of holding 
companies, and on February 28, 1927, Senator Walsh of Montana, following 
a speech on the capitalization of public utilities, introduced a resolution for 

r The word “propaganda” is used advisedly. The mere attempt to influence public opinion 
by special interests to their own advantage is not here designated propaganda; it may be called 
legitimate publicity. The term "propaganda” as herein used .signifies an attempt to influence 
public opinion by methods which involve the concealment or misrepresentation of essentia! 
and materia! facts, the misleading presentation of facts or opinions, and usually a failure to dis- 
close the special interests of those who speak and write in behalf of the objectives of the propa- 
ganda campaign. 

In their correspondence and discussion, representatives of the utility interests were frank in 
recognizing the propaganda character of their publicity efforts. See Federal Trade Commission, 
Utility Corporations, 'Ho. 71-A, p. 3. 

, Hereafter in this chapter all references not otherwise identified are to the various parts, or 
numbers, of the Federal Trade Commission's reports appearing under the general title, Utility 
Corporations. (“Exs" refers to the accompanying volumes of Exhibits.) 

2 Federal Trade Commission, Control oj Power Companies, 69 C., 2 s., Sen. doc. No. 213, p. 50. 
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a Senate investigation. The investigation was to be directed at the growth 
of the light and power industry, the volume and character of its security issues, 
and the operations of holding companies. Almost as an afterthought, the reso- 
lution called for an investigation of the extent to which the industry was at- 
tempting to influence opinion against municipal or public ownership. Strong 
opposition, both within and without the Senate, immediately developed to 
die resolution, and on the motion of Senator Moses of New Hampshire the 
resolution was referred to the Committee on Interstate Commerce, where it 
was considered buried. In less than two months the Committee reported the 
resolution with an unanimous recommendation for its adoption; at that point, 
the opponents of the investigation introduced an amendment to have the in- 
vestigation conducted by the Federal Trade Commission, apparently on the 
assumption that the Commission’s investigation would be perfLinctory and 
superficial. Neither the hopes of the opponents of the resolution nor the fears 
of its friends were supported by the outcome. 

The following description of the efforts of the utilities to influence public 
opinion has been taken from the reports of the Federal Trade Commission 
and from the testimony given before the Commission. It should be recog- 
nized that all of the facts have been established from the utilities’ own records; 
they have not been developed from adverse or conflicting testimony, but from 
the correspondence, testimony, and other documents of the utility corpora- 
tions, their associations, and their representatives. 

3. THE OBJECTIVES OF UTILITY PROPAGANDA 

The beginnings of the utility publicity activities are reasonably clear. The 
organized propaganda efforts date from 1919. If the idea did not originate 
with Mr. Samuel Insull, at least it appears that he was the first prominent 
utility official to devote himself extensively and actively to the organization 
of the public-relations work."’ 

Better Public Relations. The underlying objective of the campaign was 
to create a more favorable public opinion with respect to utility companies and 
their activities. In its inception it may have been concerned primarily with 
meeting and countering misinformation and biased attacks upon utility com- 
panies,* but it soon pas.sed beyond the defense of the industry to a more 
positive attempt to secure approval for particular aspects of the utilities’ ac- 
tivities and to oppose and to undermine those developments in regulation and 
elseivhere which were not favored by utility companies.*" 

Opposition to Public Ownership. Public ownership of utilities in all its 
forms was constantly under attack.** The utility organizations not only fought 

li.vs., Kit. 1 , p. 120. ■* Exs., No. i, p. loo. 

Such n ciuHige of emphasis is certainly apparent in the remarks of the president o£ the 
Colorado Public .Service Association to a meeting of a women’s committee on Sept. 29, 1925: 
“Whv should we talk on public relations? Because nothing else in American business is so 
impdiiant. The American Inisincss has captured the government and no other government 
in the worlil has been put to the .service of bu.sine.ss as ours.” (No. 41, pp. 422, 424.) 

'*Thu!i lise -National Electric Light Association in convention in 1927 was told; “If we get a 
real Insmsi-io-tKid government ownership sentiment created in this country, if we get on our 
hands ,ui tJntario tievelufiment to cope with, we are just a plain bunch of easy marks, because 
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to prevent the expansion of public ownership, whether by the nation, the 
state, or the municipality, but they sought also to eliminate existing publicly 
owned and operated projects. Thus the director of the Missouri committee 
on Public Utility Information wrote that it was his great ambition to rid 
Missouri of all municipal plants.^ As the president of one operating company 
expressed it: “There is not a single known instance where Government own- 
ership— National, State, municipal or other— has been beneficial. It is known 
that the system cannot continue in a democracy. Either the democracy or the 
system must go. The evidence is complete. VVe need no more experiments. 
Let us tell the plain facts. The system is wicked.” ® 

Defense of the Holding Company. The prevalence of public antagonism 
to the holding company and the necessity of devoting serious efiorts to justi- 
fying the holding company in the eyes of the public were widely recognized 
within the industry.*^ Indeed, an attempt was made to do away with the desig- 
nation “holding company” and to have such organizations referred to as “in- 
vestment companies.” In the defense of the holding company, extravagant 
claims were made with respect to its importance to the industry and its con- 
tribution to the program of integration, its significance in financing operating 
companies, and its success in improving management.^’ 

The complete unification of the electric power industry may also be said 
to have been an objective underlying the publicity campaign. In the course of 
the Commission’s investigations the thought recurs that it was the “intention 
of the leaders of the electrical industry to eventually erect in the power field a 
company which will occupy the same position in that field that is now oc- 
cupied by the American Telephone and Telegraph Company in the telephone 
field.” ’2 

A Market for Securities. An indirect but ever-present objective was to 
promote a wider market for utility securities. The normal growth and ex- 
pansion of operating companies required a continuing flow of capital, and 
the growth of holding-company systems further multiplied the issue of se- 
curities. Also, the widespread ownership of utility securities among all classes 
of the public was recognized as a protective barrier against “harmful” po- 
litical developments. Much publicity was concerned with stressing the in- 
vestment character of utility issues. In this effort, publicity not directly asso- 
ciated with the offer of utility securities was considered quite advantageous.’'* 


the sentiment of this country will not lend itself to that sort of development if we will just 
nip it in the bud.” (Evr., Nos. ro-i6, p. 132.) 

^ Exs., Nos, 5-6, p. 409. 8 Exs., Nos. 7-9, p. 306. 

Exs., No. I, pp. 308, 315: Exs., No. 3, pp. 766, 1087. Exs., No. i, p. 324. 

E.W., No. 3, p. 853. See also Exs., No. 3, p. 1166. i- Nos. 18-19, p. 135. 

18 In an address before the 1924 National Electric Light Association convention, the following 
description of publicity associated with customer-ownership drive occurred: 

‘‘ ‘A great deal of publicity’ was used ‘aside from advertising. Whenever there was any article 
anywhere which we thought would help this movement through our publicity department we 
secured its publication in one of the newspapers throughout our territory,’ which ‘hclited tre- 
mendously.’ , 

“ ‘We didn’t ask them to subscribe for stock, but we were telling our story. That was before 
all sorts of bodies—Rotary, Lions, Kiwanis, and what not,’ ‘One thing’ which he stated was 
‘found particularly effective was giving lectures to classes in the schools and colleges.’ ” (No. 
71-A, p. 304.) , 
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A Defense of Existing Capitalizations and Rates. The industry was 
singularly sensitive to the charge that it had “watered” its stock and that rates 
j were correspondingly increased by extravagance in the issue of securities. The 

I counter-barrage of the utilities concentrated on two points: first, that there 

I had been no watered stock, or, as one speaker expressed it, “there is not 

I ’ enough water in the public utilities in Missouri to wash a baby’s face”; sec- 
j ondly, that excessive capitalization was without significance with respect to 

j the rates which the utility was permitted to charge, that “As a matter of fact, 

all the water of the Atlantic would not affect rates under modern utility regu- 
lations.” 

Closely allied to the argument that capitalization did not affect rates, were 
the efforts to show that rates and charges were not excessive by insisting that 
utility companies, unlike business enterprises, operated without’ any profit 
at all. The utilities’ “capital wage” was assimilated to the other costs which 
the utility incurred in producing and rendering the service.^^’ 

Using and Saving State Regulation. The effectiveness of State regulation 
in protecting the consumer and the alleged efficiency of the private manage- 
ment of utility enterprises were asserted and reasserted to persuade the public 
that all of their interests were adequately protected by private ownership and 
operation under governmental supervision.’’^ Not unnaturally, this aspect of 
the publicity had the sympathy of the state commissions; and the various 
utility organizations, in spreading the doctrine of effective state regulation, 
provided wide circulation for all statements by public officials to this effect. 

The importance which the utility interests attached to the existence and 
continuance of state regulatory commissions is shown by the energy which 
they devoted to defeating attempts to abolish commissions in states where 
regulation had acquired the reputation of being ineffective. One of the ac- 
complishments which the Missouri Committee on Public Utility Informa- 
tion claimed (in a memorandum for the information of member companies 
only) during the period 1921 to 1925 was the defeat of a number of bills look- 
ing to the abolition of the state regulatory commission; indeed, it was said 
that state regulation was saved from abolition by only one vote."® The utilities 

Exs., Nos. s-6, p. 277; see also Exs., No. 2, p. 147. 

i-'’ Exs., No. 2. p. 37- 

No. 3, p, 1 1 18. 

j .An excerpt from the handbook of the Illinois Committee on Public Utility Information is a 

typical statement of the “no-profit” theory: 

“A grocer, butcher, dry-goods storeman, manufacturer, etc., makes a profit. He has an article 
to sell: he takes the price it costs him; adds to that a charge known as the overhead, a pro- 
IKJitionate amount of his rent, light, heat, interest on his investment, clerks, or other labor 
charge; then he add.s to that a certain .sum which i.s hi.s own profit. He docs that with each article. 

“but in the utility industry it is entirely different. There is no profit charged on a telephone 
call, a kilowatt-hour of electricity, a cubic foot of gas, or an electric railway ride. Instead of 
charging a profit on its .sales of .service the utility makes no profit. That charge, common to 
every other busine.-.s, is eliminated.” {E.xs., No. 2, p. 728.) 

Tvpicai of repeated statements of this character is a remark in a speech delivered at the 
1928 convention of the National Electric Light A.ssociation: "The state regulation has destroyed 
everv argument in favoi of municipal ownership. It has demonstrated that there is no service 
performed by municipally owned utilities that utilities privately owned and managed cannot 
perform equally well and at lower actual co,st to the public," (Exs., Nos. 10-16, p. 153.) 

Exs.. No. 4, pp. 400, 457. See also Exs., No. 3, pp. 712, 1072; E.xs., No. 4, p. 457. 

Exs., No. 2, p. 652. Exs., Nos. 5-6, pp. 557-558. 
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also actively opposed the abolition of state commissions in Tennessee and 
Kansas.-^ 

Despite the importance of state regulation to utilities, the organized power 
of the industry was mobilized against those measures, state and federal, which 
were advanced to make regulation more effective. Though federal review 
of state regulatory orders was admittedly a critical factor interfering with the 
effective discharge by state commissions of their responsibilities, the industry 
opposed bills which sought to limit and restrain the review of the state com- 
missions’ decisions by the Federal Courts.^’- Indeed by their action, the utility 
organizations revealed that they regarded any effort at effective governmental 
control an “interference” with their prerogatives.--^ But curiously, on some 
occasions, concern was expressed at the “breakdown” in regulation.-'^ 

Preservation of American Institutions. It is difficult for any individual to 
dissociate his own personal welfare from the welfare of the community at 
large. It is, therefore, not surprising to find those who spoke for the utilities 
were apparently sincere in believing that their efforts would redound to the 
general welfare. It may have been in this spirit that the 1925 National Electric 
Association Convention was told that the publicity efforts of the industry 
were directed to the preservation of American institutions: 

“There can be no higher service than the preservation of republican institu- 
tions. ... It is just as much the business of the electric light and power in- 
dustry to preserve these republican institutions as it is for it to give its patrons 
service and to make profits for its shareholders. . . . The country cannot exist 
half socialist and half free.” Or, as the president of one electric power com- 
pany stated, “An attack upon the principles for which we stand is an attack 
upon our Government itself.” 

Politics. In the beginning, the various utility publicists professed to avoid 
political activities as a matter of policy,-'^ but a later analysis of the activity of 
the various publicity organizations revealed that in practice much attention 
and energy were devoted to political affairs. And even from the beginning 
there was an awareness of the political implications of the publicity work, one 
of the goals being so to condition public opinion as to assure the election of 
only those public officials who would be favorably disposed to the utility in- 
dustries,^® 

21 Exs., Nos. 5-6, pp. 537, 636, 725. Exs., No. 4, p. 371, 23 p_ 

Thus the director of the Missouri committee wrote to a member of tlie Wisconsin Railroad 
Commission: “By insisting upon ‘reproduction new,’ issuing securities, cashing in, this man 
(the man who wants immediate returns), aided legally and logically by the courts is breaking 
down state regulation.” {Exs., Nos. 5-6, p. 457.) 

Exs., No. I, pp. 113, 411. ~^Exs„ No. i, p. 147. Exs., No. 2, p. 571. 

The relation of these activities to political policies was clearly expressed by the director of 
the Illinois Committee: 

“. ..lam fairly familiar with legislative practice and procedure and have not many illusions 
in that quarter. Sometimes the political road has to be traveled. When a destructive bill is 
pending in a legislature it has to be dealt with in a way to get re.sults. I am not debating that. 
But to depend, year after year, upon the usual political expedients for stopping hostile legislation 
is short-sightedness. ... In the long run, isn’t it better and surer to lay a groundwork with 
the people back home who have the votes, so that proposals of this character are not popular 
with them, rather than to depend on stopping such proposals as dtey get up to the legislature 
or commission.^” (Exs., No. 2, p, 597.) 
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4. UTILITY ORGANIZATIONS ENGAGED IN 
PUBLICITY WORK 

The elaborate and extensive organizations which the utility industries cre- 
ated for their publicity work testified to the earnestness and intensity which 
characterized the entire program. Five classes of organizations were active in 
promoting utility propaganda. First, there was the Joint Committee of the 
National Utility Associations. Secondly, there were the three national asso- 
ciations for the three utility industries— the American Electric Railway Asso- 
ciation, the American Gas Association, and the National Electric Light As- 
sociation. Thirdly, there were the public utility information bureaus, twenty- 
eight in number, functioning in the thirty-eight most populous states. Fourthly, 
there were the public-relations departments of the various holding and op- 
erating companies.' Finally, the utility interests were successful in enlisting 
the active co-operation of other business organizations to further their efforts.-*^ 
The public-relations work also involved maintaining friendly relations with 
banks, insurance companies, and manufacturers, and in a number of specific 
instances these contacts proved most valuable in helping to defeat undesir- 
able legislation. 

The Joint CoMMrn'EE of the National Utility Associations. A Joint 
Committee of the National Utility Associations was organized as a wartime 
activity, and at the close of the war it fell into an inactive state. On July 18, 
1927, three utility executives meeting in New York announced a revival of the 
Joint Committee for the purpose of acting as the common representative of 
the three member associations, the American Gas Association, the National 
Electric Light Association, and the Electric Railway Association. The or- 
ganization maintained headquarters in Washington and New York, was well 
financed by contributions from the members of the various utility associa- 
tions, and acted as their representative in matters coming before Congress.'*® 
The avowed purpose in reconstituting the Committee was to provide a com- 
mon spokesman and a source of publicity for the utility industries with re- 
spect to pending and prospective federal legislation.®^ In addition, the Com- 
mittee printed and circulated various pamphlets containing articles, speeches, 
et cetera, chiefly opposed to the Walsh resolution for the investigation of the 
utility industries and government development of hydroelectric projects. It 
also circulated a weekly digest of excerpts from editorials and other comments. 

The Three National Utility Associations — The National Electric 
Light Association. The publicity activities of the utilities were organized and 
directed by the three national associations, the American Electric Railway 

Thc.se related organizations included the American Society of Mechanical Engineers, the 
American Watervvork.s Association, the Cliamber of Commerce of tlie United States, the Com- 
mittee on the Relation of Electricity to Agriculture, tlte Electrictil Manufacturers Council, the 
Internationa! Chamber of Commerce, National Electrical Manufacturers Association, National 
Fire Protection Association, and the National Industrial Conference Board. {Exs., No. i, pp. 
62-75.) 

Exs., No. 3, pp. 397, 398. ^^Exs„ Nos, 10-16, pp. 130-133. 


I 
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Association, the American Gas Association and the National Electric Light 
Association. Of these three, the latter was the oldest, the most thoroughly or- 
ganized, the best financed, and the most active in the propaganda work.'’“ 
Since it dominated the publicity activities, the National Electric Light As- 
sociation may be the focal point of the discussion. This association was or- 
ganized in 1885, and during the 1920’s it was reported to include in its mem- 
bership utilities generating more than 90 per cent of the country’s total electric 
energy.’’’’^ It functioned with a headquarters organization located at New 
York and thirteen geographical divisions covering the United States, with an 
additional one for Canada. The work of the National Electric Light Asso- 
ciation was carried on largely through a series of committees.'^'^ 

The Public Relations National Section of the National Electric Light As- 
sociation \VUs one of the principal instruments in the propaganda campaign. 
This section had its own executive committee, officers, geographic division 
representatives, and a number of very active subcommittees. The nature of 
its activities is partially indicated by the titles of its subcommittees; co- 
operation with educational institutions, customer ownership, information 
bureau organization, industrial relations, manufacturers’ advertising, public 
speaking, relations with financial institutions, and women’s. Many of these 
committees were themselves organized with geographic division representa- 
tives in each of the thirteen regions in which the National Electric Light As- 
sociation had a divisional organization.'^’’ The Public Relations National Sec- 
tion aided in the organization of state public utility information bureaus and 
co-operated with existing state bureaus and with utility companies in a variety 
of ways. The committee undertook the dissemination of information regard- 
ing the power industry; articles were reprinted and distributed; mimeo- 
graphed news letters were sent out; and advertising service was furnished 
without cost to all electric light and power companies in the country, the 
companies individually making arrangements with the local newspapers to 
publish the material; speakers were provided; motion pictures telling the 
story of the industry were procured and distributed; and a multitude of other 

As a result of the unfavorable publicity occasioned by the Federal Trade Commission’s 
investigation, the National Electric Light Association was dissolved. On January 12, 1933, the 
Edison Electric Institute was organized to take its place. 

“s No. I, p. 7. 

The Association had a number of general nation.al committees, the most important being — 
Civic development, educational, insurance, membership, rural electric service, accounting, com- 
mercial, customer relations, domestic electric range, electrical advertising, merchandising, home 
lighting, industrial heating, promotional rates, refrigeration, street and highway lighting, trans- 
portation, water heating, wiring, engineering, accident prevention, electrical apparatus, hydraulic 
power, overhead systems, prime movers, and underground systems. In addition, there were a 
number of special national committees, including — advertising, prizes, codes and standards, con- 
stitution and by-laws, electrification of steam railroads, exhibition committee, finance committee, 
lamp committee, membership, prize awards, public relations, rate research, water-power develop- 
ment, etc. A multitude of special subcommittees were concerned with detailed technical matter.s, 
such as distillation products of coal, higher steam pressures and temperatures, oil and gas engines, 
etc. {Exs., No. t, pp. 14-36.) 

For this highly organized machinery to co-ordinate the efforts of the industry in the study of 
special problems, technical and otherwise, much praise is merited, but it may be recognized that 
thi.s same organization was utilized to mobilize the entire industry in support of measures and 
activities not concerned with advancing the public interest. 

No. i, pp. 14-56. 
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enterprises undertaken. The full scope of the work of the Public Relations 
National Section will be apparent when the various fields of utility publicity 
are considered."^^ 

The membership of the National Electric Light Association consisted of 
both utility companies and individuals. As of January i, 1928, there were 1,593 
company members, and 17,331 individual menibers.^^ The revenue of the 
Association was derived from annual dues: for individuals, $3 to .I5 per year, 
and for companies, a percentage of their gross revenue.'^® The revenue derived 
from these sources grew steadily from 1549,705.31 in 1923, to $1,079,190.33 in 
1927-28.'^'^ A large part of the Association’s income was turned over to the 
various geographic divisions. 

Public Utilities Information Bureaus. Beginning in 1919 there were or- 
ganized a series of state committees on public utility information, the number 
reaching 28 in 1929 and covering in their activity the 38 most populous states.‘“^ 
These information bureaus assembled, initiated, and circulated publicity de- 
sired by the privately owned utility industry. They were financed by contribu- 
tions from the holding companies and utilities operating in their territory. In 
1927 their annual budgets averaged over $20,000, the annual aggregate being 
in excess of $600,000.'^^ 

The public utility information bureaus functioned under the direction of a 
full-time director who was especially selected for his qualification in the con- 
duct of publicity work.‘^^ These committees functioned under the continuing 
supervision and with the direct personal assistance of leading utility execu- 
tives; indeed, utility executives were urged “to realize that this is as important 
a part of their business as anything they have to do.” The work of these 
committees was not only furthered by the active support of the local utilities 
but was also promoted by the close co-operation of the national utility associa- 
tions and their committees. 

The work of these committees was commensurate with the breadth of their 
purpose. Their objectives were as broad and inclusive as public opinion itself.'*^'* 
The work of the state public utility information bureaus covered the major 
types of utilities— electric power, gas, water, telephone, and electric railways. 
These bureaus served to centralize the publicity work in their districts, urging 

No. I, pp. 19, 34-35, 37, and 58. Exs., No. i, pp. 78-9(5. 

No. I, pp. 2-4. Exs., No. I, p. 98. 

*0 No. 3, p. 305; Exs., Nos. 10-16, p. 243; Exs., No. 3, pp. 639-640. These state committees 
were .set up under \’ariou.s titles with nothing to indicate their afliliation with utility companies. 
“Committee on Public Utility Information,” “Public Utility Information Bureau," “Public Service 
Information Committee,” .are typical of their designations. 

No. 7 1 -A, p. 42 r. 

It was said that a director “should be a high-class newspaperman of wide experience, pref- 
erably with both reportorial and editorial experience, and particularly should be one with first- 
hand knowledge of political conditions.” {Exs., No. 2, p. 571.) That the director should be 
“one who is acquainted with newspaper work and one who understands how to approach the 
men, and one who understands that the editor likes to have some money for paid advertising,” 
is an indication of the importance attached to favorable relations with the press. (No. 3, p. 400; 
No. 7, p. 128). A facetious description of the director is taken from the Georgia Inform.ation 
Committee: “You may look upon him as the head of the alibi department, the fixer ... 
the undertaker's assistant, suave of manner, di.screetly clothed, who moves here and there 
during the inquest to try to pui the best possible face on the murder." (No. 3, p, 541; Exs., 
No. 3, p. 1216.) 

Exs., No. I, pp. 104, 138, ^^Earr.,,No. 2, pp. 592, 594. 
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the companies to place advertising with the papers, mailing news bulletins to 
uewsjiapcrs, utility companies, civic and commercial organizations, and prom- 
inc-ni iiiflivickials (such as public officials, bankers, ministers, teachers, etc.), 
esta])lishing and maintaining friendly relations with editors, bankers, and 
Either cninmunity leaders, placing pamphlets in the schools, watching the 
activities of slate legislatures, commissions, and municipal officials, establishing 
speakers' bureaus to train public speakers and finding opportunities for them to 
speal:, waging war against public ownership projects, establishing contacts 
with colleges and universities and educating their faculties, and acting as critics 
of school curriculums generally. The character of the publicity which they dis- 
tributed “ran the gamut from perfectly fair and timely, technical and other 
news iteiris,^through news colored to suit, inspired eulogistic articles issued as 
though of impartial origin, ‘ghost’ articles written by utility representatives, 
up to editorial matter, and to veiled and subtle and also sharp, open attacks on 
municipally owned and operated plants.” 

The results of these activities cannot be dissociated from the other publicity 
work which other agencies carried on. However, those who directed the work 
of these committees were prepared to take credit for the fact that in four or 
five short years they had “just about changed the entire trend of economic and 
political thought in the United States.” 

Public-Relations Work of Holding Companies and Operating Utilities. 
The importance of the activity of the officials and employees of operating 
utilities and holding companies was continuously stressed whenever public 
relations were under discussion. As early as 1922 it was urged that every mem- 
ber company have at least one person studying and working to improve that 
company’s public relations.‘‘'^ And it was further specified that the executive 
of each company should give as much of his time as possible to the furthering 
of this work.'*® As the publicity work was organized, it was contemplated that 
the individual companies and their officers would carry out the direct-action 
part of the propaganda effort; that they would make the contacts; and in ac- 
cordance with this scheme, it was declared to be “necessary for the executive 
of every member company to enlist the support of every newspaper within the 
territory his company serves.” In enlisting the support of affiliated organi- 
zations, direct contacts by the officials of the individual companies was of 
critical importance. The local company officials also undertook to make ar- 
rangements and to provide speakers for various local organizations. In some 
instances, the utility companies prepared, published, and circulated additional 

‘ 1 ° No. 71-A, p. 43. The intensity of the effort may be appreciated from the following report 
on the literature distributed: 

“When the committee celebrated its second anniversary last April it passed the five million 
mark in pieces of literature distributed. Those five million pieces of literature, all helpful to the 
utility industry, were not merely scattered broadcast, but were definitely placed; with newspaper 
editors them.selves and their readers; with customers of public utilities; with businessmen, 
bankers, lawyers, employers (for their employees), teachers, preachers, librarians, students in 
colleges and high schools, mayors, members of city councils and village boards, public officials 
of all kinds, and candidates for public office. Members of the legislature, for example, received 
informative matter on public utility questions, not after they were elected but before they were 
even nominated.” {Exs., No. 2, p. 124.) 

Exs., No. I, p, 108, See also Exs., No, 2, pp. 609-610; Exs., Nos. 5-6, p. 350. 

No. 3, p. 1 1. 48 Exs., No. 2, pp. 578-579. 49 ■E;x:s., No. i, p. 367. 
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publicity material of their own. The following description of specific activities 
will, afford an occasion to judge the importance of the work of the member 
companies. 

Relations with Non-Utility Organizations. Those directing the publicity 
efforts of the utility industries went to great lengths to secure friendly co- 
operation and assistance outside the utility field. These contacts were cul- 
tivated by having utility officials and employees take out membership in 
various organizations, by contributing to their financial support, by enlisting 
their co-operation in projects which appealed particularly to their own inter- 
ests, by providing speakers for meetings and inviting them to speak at the 
meetings of the utility associations. Organizations enlisted included the 
chambers of commerce, investment and commercial banks, insurance com- 
panies, the public service commissions of the various states, wonien’s clubs, 
and various service organizations.*^^ 

The utility industries and their state information committees were mem- 
bers of local and state chambers of commerce. Utility officials were prominent 
as officers of the National Chamber of Commerce and of the state organiza- 
tions. In return, they were successful in securing the support of state and 
national chambers in opposition to public ownership activities by both state 
and national governments.^” Realizing that the banker had an important in-, 
fluence on the public opinion of his community, the utilities cultivated their 
bankers both socially and through a judicious distribution of their deposits.^’*"* 
Bankers’ conventions and investment bankers’ conventions were persuaded 
to pass resolutions favorable to the utility point of view,’’^ and the Investment 
Bankers Association was even induced to appear before legislative committees 
on matters of interest to the utility industries."'^ Bankers’ support proved ex- 
tremely valuable in defeating various proposals for the public development of 
hydroelectric power in California.^® Officials of insurance companies spoke in 
favor of the utility point of view and circularized their policyholders with en- 
velope fillers carrying the utilities’ message.®''^ 

The record also shows that utility leaders were active in maintaining close 
contact with commissioners and the personnel of the commissions; these men 
were invited to appear before utility conventions, and utility officials partici- 
pated prominently in the conventions of the National Association of Railroad 
and Utility Commissioners.®^ 

5. PROPAGANDA ACTIVITIES 

Scope of Efforts. The propaganda activities of the utility industries were 
characterized by great thoroughness of organization and remarkable intensity 
of efiort. Every known medium for the influence of public opinion except 
“sky-writing” was employed to inculcate the utilities’ ideologies among all 
classes and conditions of people.®® 

No. 71-A, pp. 223-227. Exs., Nos. 10-16, p. 51. 71-A, pp. 228-233. 

No. 3, pp. 285-286; Bx^., No. 2, p. 197; Nos. 10-16, pp. 976-977. 

Exs., No. 3, pp. 862-863, gig ei seq. Exs., No. 2, p. 205. 

No. 71-A, p. 236. Exs., No. 1, pp. 32, 416-424. No. 71-A, pp. 241-242. 

No. 71-A, p. 59. 
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The organizations for the performance of the propaganda work were elab- 
orate and all-inclusive. Some attention has already been devoted to the special 
organizations created solely to carry on publicity. The state committees on 
public utility information were monuments to the importance which the in- 
dustry attached to the creation of a favorable public opinion. The work was 
carried on down to the smallest local community through the organized ef- 
forts of the individual holding companies and utility operating companies and 
through the missionary efforts of their employees. 

Much emphasis was placed upon utility employees as a most effective force 
through which to establish favorable public relations.*’*^ Five committees of the 
National Electric Light Association were devoted to the training of employees 
and to the direction of their efforts: the educational committee, the customer- 
ownership committee, the industrial-relations committee, the public-speaking 
committee, and the women’s committee. Study courses were prepared and 
offered,*'^ manuals were written and extensively circulated dealing with the 
financing, rate structure, regulation, and the history and economics of the 
utility industry,**- and numerous meetings for employees were held.'*'^ Inten- 
sive training in public speaking was provided for both men and women em- 
ployees, and every effort was made to spread the gospel through all the 
contacts which employees had. The effort at training employees devoted par- 
ticular attention to providing instruction in controversial matters in order that 
they might be able effectively to meet all criticisms of the industry and its 
conduct, and to tell persuasively the story of the industry to their friends, ac- 
quaintances, and the public generally.**^ 

Much the most effective propaganda work was carried on by individuals 
who were presumably wholly dissociated from the utility industry. The ex- 
traordinary success which attended the effort to tell the utility story through 
those who were strategically placed to influence public opinion can be appre- 
ciated only by an examination of the details of the widely varied publicity 
activities. Although all were a part of a carefully integrated program, it will be 
convenient to consider the publicity efforts with reference to the following 
activities: the press, the universities and colleges, the schools, the platform and 
the radio, subsidized publications, the organization of conferences, alliances 
with other organizations, customer-ownership campaigns, and political activi- 
ties. 

The Press. It is commonplace that a free and independent press is absolutely 
essential to the existence of that informed public opinion upon which the pro- 
tection of the public interest depends. The utilities were quick to realize the 
importance of the press and made careful plans to use the newspapers on a 
nation-wide scale to secure favorable publicity for their story and to discredit 
or discount all unfavorable or critical publicity. 

A favorable press. The first step was to secure the favorable opinion of the 
press itself, both in its editorial and its news departments. Through personal 

^^Exs., No. 3, p. 1039; Exs., No. 4, pp. 415, 593, 596. and 749. Also No. 71-A, p. 280. 

Exs., No. I, p. 19; No., 4, p. 615; Exs., No. 4, pp. 721, 776; Exs., No. 3, p. 864. 

^^Exs., No. I, p. 369; Exs., No. 2, p. 46; Exs., No. 3, pp, 969, 1118; No. 4, p. 250. 

Exs., No. 3, p. 818; Exs., No. 4, pp. 451, 723-728. 84 No. 71-A. p. 282. 
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contacts, entertainment, large expenditures for advertising, and the direct 
financing of newspapers, the utility companies and their publicity organs un- 
dertook to create the most friendly relations with newspapers throughout the 
country. 

Personal contacts with publishers, editors, and newsmen were cultivated as 
the first step. In most states, the public utility information bureaus were placed 
under the direction of former newspapermen. The officers of the local utility 
companies were urged to establish and maintain close and friendly relations 
with every newspaper in the territory served.®^ 

Much attention was devoted to the entertainment of newspapermen.^*® As 
members of the various press associations, the directors of the state public 
utility bureaus found opportunities to serve both the newspapermen and the 
utility companies that employed them.®'^ And when it was expedient, the 
utilities invited journalists to participate in their annual conventions,®^ The 
round of activities by which newspapermen were entertained included ban- 
quets, dinners, theater parties, baseball games, golf, et cetera. There was ap- 
parently little doubt in the utility industry of the worth of such entertain- 
ment.®® 

The most effective means of creating goodwill among newspapermen was 
through large and regular expenditures for advertising. Advertising was un- 
dertaken for the deliberate purpose of building a favorable public opinion 
which should pay dividends in the form of extensive and favorable publicity 
in news and editorial columns.'^® The public-relations sections were constantly 
urging upon the companies the necessity for increasing their advertising ap- 
propriations and for placing regular advertisements among the newspapers 
throughout the territory served. While there is some dispute as to the total 
expenditures for advertising by utility companies, there is no doubt that the 
increase in expenditures reached most impressive figures.'*^ ^ Some advertising 
was placed by the utility associations, some was secured from manufacturers 
of utility equipment, but most of it was placed by an official of a local utility 
company who took the opportunity to acquaint the local editor with the utility 
point of view and to suggest that additional advertising would be forthcom- 
ing.^® 

Exs., No. 2, pp. 6oi, 756; No. 4, pp. 468-469; Exs., Nos. 5-6, pp. 216, 649. 

OG No. 4, p. 443; Exs., No. 4, pp. 521, 537; No. 5, p. 41. 

No. 5, p. 43; Exs., No. 5, p. 197. ^ p_ 525. 

In 1924 the director of the Missouri committee wrote as follows: 

“Gee, Mr. , what the country press is worth to people who are honest and use it honestly 

is beyond calculation. I have spent as much as three hundred dollars in three years ‘entertaining’ 
editors, etc. Some of them do enjoy a little drink. All of them are ‘God’s fools,’ grateful for 
the smallest and most insignificant service or courtesy. As I was in the business 27 years, I 
ought to know newspaper people.” (Exs., Nos. 5-6, p. 228.) 

“. . . We are trying to promulgate the idea rapidly among newspapers that public utilities 
offer a very fertile field for developing regular, prompt-paying customers for the advertising 
columns of the newspapers. When that idea penetrates the United States, unless human nature 
has changed, we will have less trouble with the newspapers than we have had in the past.” 
(Exs., Nos. 5-6, p. 948.) See also No. 2, p. 75; Exs., No. 2, p, 10; Exs., No. 3, p. 1071. 

By 1924 advertising expenditures were said to amount to $11,000,000 a year and in 1927 
it was reported that the aggregate was over $25,000,000 a year. (Exs., No. 2, pp. 644, 681; Exs., 
No. I, p. 472; No. 4, p. 190; Nos. 18-19, PP- 255-256.) 

Exs., No. 2, pp. 75, 666. 
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In a few instances, companies went beyond mere attempts to influence 
newspaper publicity through personal contacts and advertising expenditures 
and undertook through direct financing and financial control to influence, if 
not control, the policies of several large newspapersJ'^ 

Publicity channels. The utilities made use of three channels to get favorable 
news into the press: the distribution of “canned” news bulletins, full reporting 
for public speakers presenting the utility case, and a supply of feature articles 
prepared by ghost writers and issued under a prominent name having public- 
ity or news value. All favorable publicity was multiplied by the maintenance 
of a clipping service which gave wide circulation to all favorable material of 
either a news or an editorial character appearing in any one paper. 

News bulletins were prepared and sent out by all of the state public utility 
information* bureaus and by some of the larger operating and holding com- 
panies. These news bulletins, weekly, bi-weekly, or monthly, went to all news- 
papers in the territory and usually to a mailing list that included libraries, 
public ofliciais, and prominent citizens. The utilities exploited to the full the 
possibilities of obtaining newspaper publicity through the news reporting of 
local speeches.'^ 

Much favorable publicity which the utilities obtained was secured through 
having prominent persons sign articles which had been prepared by utility 
publicity men. These articles were sent to newspapers or periodicals.'’’"'’ The 
products of such ghost writers not only provided favorable publicity for the 
industry in the article itself, but editorial and news comment on the article 
gave 'further currency to the utility arguments. 

A number of so-called news and editorial services that were organized as 
private ventures independent of the utilities received financial support, al- 
though this utility support was undisclosed to the public or to the newspapers 
to whom these services were supplied.^*^ The financial aid of the utility inter- 
ests enabled some of these services to expand until they were operating on a 
nation-wide basis.'^'^ 

No. 71-A, pp. 85-91. 

“The speakers’ bureau is merely an adjunct to the press bureau, and it is a most valuable 
adjunct to getting stuff to the papers which will be read by everybody.” {Exs. Nos. 5-6, p. 955.) 
See also Exs., No. i, p. 107, Exs., No. 4, p. 595. 

It was not uncommon for the utility bureaus not merely to supply, the press with a copy of the 
speech, but to send it all ready for printing; “. . . It has been found also that by writing these 
stories ourselves and sending them to the newspapers all ready for the machine the points which 
the industry desires to be emphasized receive attention, and not inconsequential matter.” (Exs., 
No. 3, pp. 1052-1057.) 

“The North and South Carolina Bureau believes that its best news possibility is the use 
of prominent names. By that I mean a signed article, not news, but dealing with some problem 
of the industry, by some man or woman whose name means something in our States. Sometimes 
there is no news in an article, but there is news in its authorship. . . . 

“The Carolina Bureau has obtained approximately fifty per cent of its total newspaper space 
through the linking of a prominent name witli a utility argument." (Exs., No. 2, pp. 606-607.) 

Among the news and editorial services that received financial support from the utilites 
were the following: E. Hofer & Sons, Portland, Oregon; Utilities Publication Company, and 
Public Service Magazine, Chicago, Illinois; Darnall’s Newspaper Service, Florence, Alabama; 
National Industrial Conservation Board, Chicago, Illinois; Dixie Magazine, Little Rock, Arkansas; 
and the Foreign Language Newspaper Service, Chicago, Illinois. 

Where the Hofer Service had been reaching the newspapers in only 15 states in the West, 
Utility support enabled the agency to expand its service to cover the entire country, reaching 
between 14,000 and 15,000 newspapers, most of them country papers. (No. 7, pp. 223-225.) 
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The success of the newspaper campaign. Whether it be judged by the num- 
ber of newspapers that adopted the utility point of view, by the quantity of 
news space that was obtained without cost, or by the quality of the publicity 
in news item and editorial comment, the press program was a huge success. 
The large proportion of ail newspapers were educated to embrace the utility 
philosophy and became very receptive to the materials which were sent out 
by the propaganda organizations and the local companies."® 

Quantitatively the success went beyond the expectations of those directing 
the publicity activities.’’^^ The Georgia committee reported between two and 
three thousand exact reproductions from its bulletin in a little more than a 
year,®^ while the Florida committee reported that about 6o per cent of the 
newspapers were making use of the committee’s material, giving them an 
average of 900 inches of publicity a month.® ^ From Pennsylvania and New 
Jersey it was reported that all of the weekly newspapers used some of the ma- 
terial sent out and 50 per cent of them used all of it.®^ 

Occasionally there occurred a suggestion of what the publicity would have 
cost the industry had it paid regular line rates for advertising; the Iowa com- 
mittee calculated that it had had $80,000 worth of space in eighteen months, 
and the Florida committee estimated that the space which it had received for 
one year would have cost $50,000, although it was noted that much of the ma- 
terial was editorial matter which could not have been purchased at any price.®® 
During the early years most of the state committees maintained scrapbooks 
which served as the basis for calculating the amount and character of the 
publicity obtained. These estimates, in terms of thousands of inches, hundreds 
or even thousands of columns of news, and hundreds of solid pages — were 
frequently given in confidential reports at meetings of the industry,®^ but it 
was soon concluded that such estimates might be embarrassing if the facts 
should become known, and some of the committees discontinued their scrap- 
books.®'"’ 

The qualitative success of the utilities’ campaign in the newspapers may be 
judged not- only by the t]uantity of news which they succeeded in placing with 
the papers, but also by the fact that such news as was used was news favorable 
to their point of view. Favorable editorial comment was considered of particu- 
lar importance, since such comment came to the public from a source which 
was presumably independent and objective in its appraisal of utility questions. 
In one state it was noted that the material sent out “helped to shape editorial 

78 Froj-n Missouri, it was reported: “We . . . were successful ... in increasing the amount 
of advertising which had been done in the state. This has a splendid effect upon the editors. . . . 
I may say, that the newspapers are ninety-nine per cent with the privately owned utilities.” {Exs., 
Nos. 5-6, p. 236.) 

A few newspapers did not accept the utility dogma even after lucrative advertising had been 
arranged for them. One editor wrote that “When the utilities ‘come clean’ by discarding their 
watered capitalization and padded expense accounts and fictitious valuations — in other words, 
tell the truth — there is going to be no difficulty in establLshing a relationship that will be good 
and healthy.” (No. 5, p. 13 1; Exs., No. 5, p. 268. See also No. 71-A, pp. 74-75.) 

“The state press uses the committee’s news matter in quantity far beyond its most optimistic 
expectations. Evidence of absorption of utility facts by the editorial mind is widespread.” {Exs., 
No. 2, p. 125.) 

Earn, No. 7, p. 1077. Err., No. 3, p. 1191. Exs., No. 3, p. 967. 

® 3 Earr., No. 3, pp. 1051, 1196. ®^ No. 71-A, pp. 62-70, 

Exs., No. 2, p. 564; Exs., No. 3, p. 965. 
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opinion,” and other states also reported that the material was used not only as 
news matter but as a basis for editorial comment.®^' Although the vast majority 
of all material on utilities used by the newspapers came directly from the utility 
companies themselves or from their propaganda agencies, there was usually 
no disclosure to the reading public of the source of the material.^'^ Indeed, it 
was a deliberate part of the publicity policy to conceal the interested source 
from which the news and propaganda materials came. 

The Universities and Colleges, Much effort was directed toward the col- 
leges and universities. This work came largely under the direction of the com- 
mittee on co-operation with educational institutions, composed of both utility 
men and college professors.®® The objectives of the .solicitous attention wTich 
centered on the colleges and universities were to educate the faculty in order 
to offset any radicalism which might arise from their dissociation with actual 
business conditions, to introduce courses in public utilities including work at 
the graduate level, to encourage research and publication relative to problems 
confronting the utility industry or supporting their point of view, and to 
utilize faculty members as spokesmen who could effectively present the utility 
story to the public,®® 

Educating the faculties. The first step in the utility program was to “sell the 
utilities to the faculties.” It was thought that this objective would be easily 
achieved since the educators belonged to a “starveling profession” and would 
be particularly susceptible to opportunities to enlarge their income.®^ The 
business of selling the faculties followed the same principles that had been 
laid down and found successful in enlisting the support of the newspapers. 
Personal and social contacts were emphasized, retaining fees were paid for 
work of various kinds, and contributions were made in support of research 
undertakings.®® The utility publicity experts were resourceful and painstak- 

No. 7 1 -A, pp. 68-70. 

In 1926 the Ohio committee reported that approximately 150 editorials had been written 
directly from materials sent out by the committee. (Exs., No. 3, p. iioi.) 

®' Exs., No. 3, p. 1196. Exs„ No. i, p. ii8; E.x-s., No. 3, p. 555. 

Exs., No. I, pp. 117-118. 

“I would advise any manager here who lives in a community where there is a college to get 
the profe-ssior of economic.s, let u.s say — die engineering professor will be interested anyway — 
interested in your problems. Have him lecture on your subject to his classes. Once in a while it 
will pay you to take such men, getting five or six hundred dollars or a thousand dollars a year, 
and give them a retainer of one or two hundred dollars per year for the privilege of letting you 
study and consult with them. For how in heaven’s name can we do anything in the schools 
of this country with the young people growing up, if we have not first sold the idea of educa- 
tion to the college profes-sor.?” (Exs., Nos. 10-16, p. 72.) 

The following remarks were addressed to the 1924 Convention of the National Electric 
Light Association: 

‘‘Here is a professor in a college who gets $2,500 a year and has to spend $3,000 to keep 
from starving to death, who walks up to his classroom in an old pair of shoes, and some idiot of 
a boy drives up and parks a $5,000 automobile outside and comes in and gets plucked. Then 
because that professor teaches that boy that there is something wrong with the social system, 
we call him a bolshevik and throw him out. 

“What I w'ould like to suggest to you intelligent gentlemen is that while you are dealing with 
the pupils give a thought to the teachers and when their vacation comes pay them a salary to 
come into your plants and into your factories and learn the public utility business at first hand, 
and then they will go back and you needn’t fuss — they can teach better than you can.” (Exs., 
No. 1, pp. 120-121. See also Earr., No. 3, p. 943.) 

A compilation of the payments by the utilities to educational institutions and educators will 
be found in No. 71-A, Appendix 12, pp. 426-433. 
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ing in investigating the antecedents and attitudes of faculty members, both 
those who were employed by the utility industries and those who remained 
beyond the orbit of friendly contacts.^^ 

The organization of conferences, both formal and informal, also afforded 
an opportunity for the cultivation of friendly relations with the members of 
various university faculties. Some conferences were quite informal, being the 
natural by-product of such social occasions as luncheons and dinners attended 
by both utility men and university faculty members.**'^ A number of carefully 
planned regional conferences were held for the purpose of acquainting faculty 
members with the aspects of the utility industry that might be suitable ma- 
terial for presentation in college courses, and incidentally, to build up goodwill 
on the part of college faculties.*^'^ Those who attended the conferences received 
liberal expense allowances. It would appear that these conferences were suc- 
cessful in arousing the interest and enthusiasm of college instructors and that 
the utility industry was able to follow up the conferences with the attainment 
of objectives that sometimes included the introduction of utility courses into 
the college curricula.”” The utilities were also helpful in supplying speakers at 
conferences not organized by themselves, and very often these speakers were 
college professors sympathetic with the utility point of view,”'^ 

The electric utilities were naturally active in promoting and participating 
in general power conferences.”*^ These conferences were so organized and con- 
ducted as to further the interests of the privately owned utilities, and precau- 
tions were generally taken to assure that only views helpful to the utilities 
should be presented.”” 

Contributions . Direct contributions by utility companies and utility asso- 
ciations to the funds of various colleges and universities afforded further op- 
portunities to create sympathy and understanding among the institutions for 
higher learning. These contributions were made for a variety of purposes: in 
some instances, the cost of utility courses was paid in part; scholarships 
and fellowships were provided; and research work and the preparation of 
materials on the industry were financed.^”^ In some instances, these contribu- 
tions were above criticism; the utilities were seeking to encourage research 
which was expected to be helpful in enabling them to discharge their public 
obligations more effectively or they were seeking the establishment of courses 
which would serve to train engineers and others for positions in utility in- 
dustries. In other instances, these contributions were seemingly directed at 
the creation of a favorable public opinion, through using the university as a 
platform from which ideas favorable to the industry would emanate. 

In general, it may be said that the utilities’ work with the universities did 

”3 No. 71-A, pp. 164-173. ^^Exs., No. 4, pp. 287-292, 299-304, 317, 329. 

Exs., No. 4, pp. I, 87, 88, 93, 98, 347, 831, 851, 899, 904, 897-899; Exs., Nos. 7-9, pp. 418, 
448; Exs., Nos. 10-16, p. 599. 

No. 71-A, pp. 160-161. Exs., No. 4, p. 796; Exs., Nos. 5-6, p. iii. 

No. 7, pp. 194, 195, 197, 202; Exs., Nos. 7-9, p. 163. 

No. 4, pp. 27-28, 45; No. 7, pp. 169-171, 173, 174, 183, 186; Exs., Nos. 7-9, pp. 26, 151. 

100 Exs., No. 3, p. 1226; No. 4, p. 299; Exs., No. 4, p. 264. 

Exs., No. 2, p. 418; Exs., No. 4, p. 716; Earj., Nos. 5-6, pp. 864, 903. 

No. I, p. 121; Exs., No. 3, pp. 384, 385, 39 i- 393> 468, 560, 587, 877, 1147; No, 4, 
PP- 793> 797; Nos. 5-6, pp. 114, 864, 903, 905; Exs., No. 3, p. 560; Exs., Nos. 10-16, p. 218. 
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create I'riendly relations which redounded to the advantage of the industry. 
However, in a number of instances the fact that universities received financial 
support did not prevent members of their faculty from exercising an inde- 
pendent and critical attitude in discussions of utilities and problems of regu- 
lation. Some utility officials were inclined to be a bit dubious as to the value of 
financial contributions to universities whose faculties sometimes failed to 
“understand” the problems of the industryd®^ 

Instmction in utility subjects. An ambitious program for the introduction 
of utility courses in colleges and universities was a part of the plan for develop- 
ing closer relations between the industry and the institutions of higher learn- 
ing. The mere multiplication of utility courses did not, of course, achieve the 
industry’s objective; equal concern was expressed with respect to the content 
and “sounefness” of these courses.^”^ Those working on the problem of rela- 
tions with the universities recognized that it would be inexpedient and unwise 
to attempt by direct means to introduce instruction in utility matters. It was 
considered advi.sable to approach the matter indirectly and subtly, to induce 
some third person not identified with the industry to place the program before 
the university authorities, and to express willingness to co-operate in the es- 
tablishment of new courses when the college officials expresseci any interest.’®" 
Several utility men took an active part in preparing and supervising the es- 
tablishment of courses, and in a few instances instructors and lecturers were 
drawn from among their own officers and employees.’®® In other instances, 
the industry assumed the expense of training professors and instructors and of 
meeting the other costs involved in the presentation of utility material.’®’ 
While not all the colleges and universities responded to the advances of the 
power interests, quite remarkable success was attained throughout the coun- 
try in the addition of utility materials to the courses offered, particularly in 
economics and government.’®® Almost all of the leading colleges of the coun- 
try were willing to permit occasional lectures on utility subjects which pre- 
sented the industry’s point of view.’®® The courses promoted by the utilities 
covered such subjects as regulation, rate making, the place of the utilities in the 
industrial field, utility advertising, customer ownership.”® Nor did the utili- 
ties overlook the opportunities piesented by the correspondence course.”’ 

In their position as sponsors, the utilities did not hesitate to criticize both 
the content of courses and the presentation of materials. Even the use of the 
word “profit” in the discussion of utility economics was considered an appro- 
priate point upon which to hang a criticism.”- It was also considered to be 
within the province of the utility men who were concerned with the college 
activities to keep close observation on all faculty members who were engaged 

No. I, pp. 124-125. ^^-^Exs., No. I, p. 122. 

105 71-A. pp. 153, 179. See also Exs., No. i, pp. 117-118; Exs., Nos. 10-16, p. ii. 

“. . . The plan was put across in the usual way. We laid the groundwork circumspectly and 
with care, so that the actual suggestion that such courses be started came from the faculties' 
of the institutions themselves. The rest was routine.” {Exs., No. 3, p. 952.) 

Exs., No. 3, p. 1226; No. 4, p. 264. 10 " Exs., No. 3, p. 1226; Exs., No. 4, pp. 264, 299. 

’08 No. 71-A, pp. 177-184. 100 No. 71-A, pp. 184-185. Exs.. Nq. 4, p. 396. 

Exs., No. I, p. 491, 560; Exs., No. 3, p. 893; No- 4, p. 862. 

”2 No. 3, p. 953. 
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in any teaching which bordered on public utilities and their problems, and to 
criticize those whose opinions they regarded with disfavord^^ 

The work of the utilities in the university field produced, in their own esti- 
mate, certain significant gains. A report in 1927 notes a changing attitude on 
the part of university faculties toward utility problems, and it was felt that 
students were receiving instruction that was “sound.” 

The Schools. The objectives of the school campaign. The utilities waged 
an intensive campaign in the primary and secondary schools of the country 
with the aim “to fix the truth about utilities in the young person’s mind before 
incorrect notions become fixed there.” ^ This was a part of the general 
scheme to carry utility information to all classes and conditions of the popula- 
tion “from the cradle to the grave.” This work was considered of singular 
importance not simply as a means of conditioning the young mind, but also 
because the campaign in the schools reached a larger number of boys and girls, 
the majority of whom would never attend college. To instil a sympathy for 
the industry and an understanding of its problems, so that “should the future 
find them charged with authority, these prior impressions of the stability and 
earnestness of our industries would preclude hasty judgment,” were objectives 
that seemed worthy of the most serious thought and effort.’^® 

In embarking upon a campaign to use the public schools as instruments for 
furthering the purposes of the industry, the leaders recognized that they were 
going in where angels might hesitate to tread, and in their care “to avoid seem- 
ing to force material upon schoolmen,” they adopted various devices to get 
the schools to ask for their material.^ One method of paving the way for ac- 
ceptance of their materials was the use of pamphlet material of an interesting 
and innocent character which revealed nothing of the ulterior motive of the 
utilities and made easier the task of persuading superintendents and principals 
to use utility material. 

Exs., No. 3, p. 950. Thus an eminent advocate of municipal ownership was the inspira- 
tion of the following irate letter from the Chairman of the Committee on Co-operation with 
Educational Institutions to the President of the National Electric Light Association: 

“I think that while we have no right to interfere with the findings and publications of any 
schoolman when they are based on scholarly research, we not only have a right but a duty to 
insist that no professor using the prestige of his institution, may express opinions not based upon 
research and that certainly he must keep his hands out of the kind of thing that an advocate is 
hired for. This, of course, cuts both ways. Above all else I think we have a right to insist that 
the mere charlatan who, infatuated with his own glibness of expression, goes out on extensive 
lecture trips, shall be curbed by his institution. The infernal trouble is these very extension 
lecturers and chaps who purport to do university service are least likely to be thoughtful and 
competent men. I think no honest university man will claim that as a function of any uni- 
versity, and we can be charged with no interference with academic control. I think I can assure 

the association that every one of these birds of the type is as a stench in the nostrils of his 

own colleagues, at his own institution, and we would absolutely have the utterances of school- 
men to be along lines in which they have some claim to expertness rather than glibness.” 
(Exs. No. 2, p. 439.) 

Exs., No. I, p. 559. No. 4, p. 297. 

113 Exs., No. 2, pp. 12, 78; No. 7, p. 127. 11 " Exs., No. i, p. 122. 

113 No. 71-A, p. 140. ii^Earr., Nos. 5-6, pp. 967-968. 

120 The true function of some of this material is revealed by a letter from the Director of the 
Rocky Mountain Committee to the Executive Manager of the National Electric Light Association: 

“Please do not look upon our romance stories as something which we regard as our best effort. 
Frankly, these booklets do not entirely meet our desires. . . . rather they constitute a ‘bread pill’ 
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Pamphlet tnatenah in the schools. By preparing pamphlet material upon 
various phases of the industry, the utilities were able to offer something to 
make the schools’ programs of study more objective and interesting. To create 
the impression that the industry was performing a public service and to avoid 
tlie appearance of pushing utility propaganda, there were sometimes made 
available pamphlets of a broader interest than those which were concerned 
solely with the problems of the industry. Thus in New York 74,000 copies of 
“Know New York State” were placed in the schools, but on every page of the 
pamphlet there occurred a reference to the electric or gas utilities,^ 

These pamphlet materials were prepared by state bureaus on public utility 
information and by national organizations, and they were made available for 
distribution to the schools through the local companies and through the state 
bureaus. Tliey were offered to the superintendents and principals of schools 
for use in classes in English, rhetoric, history, civics, physics, and current 
events.’-- They were distributed among the schools of the country in vast 
Cjuantities, and the record contains scores of letters received by state commit- 
tees from school officials testifying to the wide use of the material. In 1921 
the Illinois committee was able to report that in the preceding two years it had 
distributed five million pieces of literature all carefully placed to aid the utility 
industry.’-’ And equally impressive results were attained in other states 
throughout the 1920's.’-''’ 

The pamphlet materials were carefully graded to appeal to the children of 
different age levels. Even the kindergartens were not forgotten; the “Ohm 
Queen,” a 32-page book in color, was prepared for them.’’’” 

The general content of the utility pamphlets was very much the same 
throughout the country, although in various states these pamphlets appeared 
under a variety of appealing titles.’-’’ 

being designed for the perusal of educators who are somewhat chary of our intentions in going 
before students. Necessarily, our initial efforts had to provide something chat would demonstrate 
that we are not trying to peddle a lot of pure propaganda.” {E.xs., No. 4, p. 308; see also pp. 470, 

595O 

No. 4, pp. 216, 203. in another section of the country, a bulletin was supplied to the 
.school giving facts about the state, but with no propaganda about the company; it was thought 
that the constant coupling of its name with facts about the greatness of the state would cause the 
children to a.ssoci.ate the company itself with the progress of the state. (No. 7, p. 127.) 

122 Exs., Nos, 5-6, p. 636. 

^22 No. 3, pp 1105-1106; Exs., No. 4, p. 622; Exs., Nos, 5-6, p. 60. 

Exs., No. 2, p. 124 

“. . . In Connecticut 10,110 of these catechisms were delivered at one time to 76 schools, 
1,500 going to one school. At another time 70 per cent of the high schools of the State were 
supplied. In one year the Illinois Committee printed one million pamphlets of this series for use 
in 6gi schools. Iowa used between 20,000 and 32,000 in 1925; by 1928 this number was in- 
creased to 80,000. The Missouri committee furnished bulletins to 75,000 students in 650 high 
schools. The New England committee distributed 68,629 pamphlets in 289 New England high 
schools. In the South, the Louisiana-Mis.sis.sippi committee provided its two states with 32,000 
pamphlets in 1927. In Ohio igo,ooo ‘Aiaddins in Industry’ got into the schools in two years. 
Pennsylvania and New Jersey together used 120,000 pamphlets in i year. Texas distributed 
100,000 of all 4 pamphlets in 20 per cent of its schools in 1925 and in 1928, more than 70,000 
of the railway pamphlets. 

“. . . the pamphlets were sent to parochial and private schools as well as public schools.” 
(No. 7 1 -A, pp. 204-205 and 409.) 

Exs., No. I, p. 124, 408. 

127 The pamphlets appeared under the following titles; “Electricity— How It Is Made and 
How Distributed,” “Manufactured Gas—How. Made and Delivered to the Customer,” “Electric 
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What were the ideas with which the utilities wanted to inculcate the school 
children? The matter was shrewdly devised to serve the utilities’ endsd"*^ 
Throughout, the utility points of view on controversial matters were stated as 
factsd-'^ The utility industry under private ownership was glorified, and the 
prosperity of the community was represented as indissoluble from the prosper- 
ity of the utility company It was repeatedly stated that public utilities were 
competently regulated and that the interests of consumers and investors were 
fully protectedd'^^ From the Connecticut Public Utilities Catechism it appeared 
that watered stock had no effect on utility rates, that public utilities were 
properly regulated by state commissions so that only reasonable rates were 
charged, that public utilities were really publicly owned through customer 
ownership, and that adverse criticism of public utilities in any pa/ticular city 
advertised that city to outsiders as a poor place in which to live and thereby 
retarded its growthd^^ Public ownership was mentioned only to be con- 
demned. Thus it was asserted that “in every case in which a community has 
attempted to operate the public services, it has been found that the costs of the 
service are higher than when the service is furnished by a private corporation,” 
and that “the higher costs are not reflected in the rates for service, but in the 
higher tax rates which the citizens of the community must pay in order to keep 
their utilities in operation.” Repeated emphasis that electric light and 
power plants must be large-scale in order to be economical carried the clear 
implication that municipal plants must therefore be unsuccessful. Although 
the utilities earn no “profits,” it appeared that public utilities’ securities 
were nevertheless the best possible investment.^'^" 

Revision of textbooks. A seconn major school activity involved the survey, 
censorship, and revision of textbooks. The first step had been taken in 1923 
when the Illinois Committee on Public Utility Information, seeking to in- 
augurate a utility course at the University of Illinois, found that there was a 
lack of textbook materials.^®® In 1924 the director of the Missouri committee 
undertook to read all the available textbooks on economics, civics, civil gov- 
ernment, et cetera, that were approved for use in the public schools of Mis- 
souri, and found their treatment of the utility industry so “prejudiced,” “er- 
roneous,” and “out-of-date” that the matter was presented to the National 

RailuMys — History and Method of Operation,” “Telephone — History and Method of Operation.” 
The Rocky Mountain Committee gave its pamphlets the titles — “Romance of the Kilowatt,” 
“Romance of Gas,” “Romance of the Trolley,” and “Romance of the Telephone”; in New York 
this series was referred to as the “Servants of Progress” and in Ohio, as “Aladdins of Industry.” 
(No. 71-A, p. 203.) 

No. 4, p. 203. 129 pp_ 202, 561. 130 No. 4, p. 561. 

131 No. 4, p. 202; Nos. 18-19, p. 150. 132 No. 3, p. 248; Exs., No. 3, p. 795. 

133 -Exs., No. 3, p. 799. 134 Exs., No. 2, p. 108. 

133 From the Connecticut Catechism: 

“. . . Supervised by government, which is you, the operation of utilities is so regulated as 
to make them safe and desirable investments for insurance companies, banks, estates, small sav- 
ings, and in fact, everyone. If the credit of your public utilities were to be impaired and their 
service endangered, your money, which , is in the form of bank deposits, insurance policies, or 
public utility securities, would be endangered, for even though you may not know it, much of 
it has been invested in utilities’ securities because utility securities are one of the safest invest- 
ments on the market. Banks, insurance companies, etc., take no chances with your money. They 
invest it where they know it is safe — in utilities’ securities. So the destiny of the entire public and 
its business enterprises is intertwined with the destiny of its utilities.” {Exs., No. 3, p. 799.) 

136 Ej;^., No. 2, p. 357. 
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Electric Light Association, and persons in other states undertook to make 
similar surveysd''’^ Not only was the matter made an issue of vital national 
importance for the industry, but the utilities were also successful in securing 
the active support and co-operation of persons outside the industry. Even the 
Association of Railroad and Utility Commissioners was persuaded to take up 
the revision of the textbooks,^’** and in Pennsylvania and New Jersey state 
authorities co-operated with the local utility committees.^^® 

Having entered upon a survey of the textbooks, the publicity experts pro- 
ceeded with their characteristic thoroughness and vigor. The record is replete 
with references to the importance which various high officials in industry 
attached to this phase of the work. In the language of the director of the Mis- 
souri committee, “Teachers Come and Go — Textbooks Remain — The Text 
Taught is iCfore Important than the Teacher.” 

Some members of the industry recognized the dubious character of this 
enterprise and the telephone representatives withdrew from participation in 
the committee’s work.’’^- And others suggested the advisability of caution.^'^'^ 

The list of books condemned and the passages upon which the utilities rested 
their condemnation afford a significant insight into the character of the influ- 
ence which their efforts must have had, if successful, upon teaching in the 
schools. Ripley’s Railroad Rates and Regulation was condemned because it 
mentioned electric railways unfavorably, in connection with such matters as 
overcapitalization, stock-watering, abuses in rate making, and weaknesses in 
regulatory practice. And the whole tone of his Trusts j Pools, and Corporations 
was considered objectionable. “The book as a whole is bad,” was the judg- 
ment of William B. Monroe’s The Government of Cities. And Charles A. 
Beard’s American Government and Politics was considered one of the worst 
on the entire listd*^** Charles }. Bullock’s Elements of Economics was objec- 
tionable because of the statement “back of the boodle alderman, one always 
finds the respectable banker or eminent financier.” In J. A. James’s Our 
Government, Local, State, and National, a statement that public utilities were 
monopolies and that in consequence the public might suffer from either high 
rates or imperfect service was judged improper.^'^® Community Life and Civic 
Problems, by H, C, Hill, was considered very bad since it contained statements 
and examples with respect to stock-watering and spoke favorably of municipal 

137 J^xs., No. I, p. 122; Exs., No. 3, p. 537; Exs., Nos. 5-6, p. 338. Similar surveys were made 
by committees in California, Idaho, Illinois, Iowa, Michigan, Montana, New Jersey, New York, 
North and South Carolin<a, Pennsylvania, Texas, Utah, Washington, and Wisconsin. 

138 Exs., Nos. 5-6, p. 347. 13® Exs., No. 3, p. 537; Exs., Nos. 5-6, p. 347. 

i‘i® No. 3, p. 399; Exs., No. 3, p. 894, 944, 996. 

I ll Exs., Nos. 5~6, p. 347. As one utility executive wrote: 

“It seems to me that there is no more important subject before our interests than this question 
of textbooks that deal with public utilities ... It has been talked of for a long time and there 
have been committees on the subject, but until some action is taken about these books that dish 
up such trash and absolutely criminal food for the digestion of school children, college students, 
etc., we can expect a new radical born or created every so often." (Exs., No. 2, p. 441.) 

1^3 Exs., No. 4, pp. 907-908. 

i‘i3 “I think this is a very good work but great care must be used to avoid going too far, 
since if the public were to get the idea that textbooks were being used as propaganda for public 
utility companies the reaction would be worse than the original misinformation.” (Exs., Nos. 5-6, 
P- 349-) 

i^^ No. 5, p. 471. 1^5 p, ^82. 
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ovvnership.^^” W. L. Nida’s City, State, and Nation was very objectionable 
beca’iise it discussed graft, municipal ownership, corruption in city govern- 
ment and watered stock in connection with public utilitiesd^® And Civil Gov- 
ernment, by P. S. Reinsch, was rated as unfair because it referred to abuses that 
followed from the monopolistic character of the utility and suggested that 
franchises should provide for fair rates and good serviceP^*^ An Introduction 
to Economics, by H. C. Adams, was condemned because it seemed to favor 
public ownershipP*"^ 

Such was the character of the survey and such were the standards by which 
textbooks were judged! On such grounds it was asserted that a large propor- 
tion of the textbooks in use were “out of date,” “erroneous,” “obnoxious,” and 
“poisonous.” Textbooks that gave only the municipal or publiQ ownership 
side of the utility story were classed as unfair or bad, yet the utility pamphlets, 
books, and other materials that were sent into the schools containing only the 
private ownership side of the utility question were not regarded as “un- 
fair.” Certainly the truth or validity of offensive statements was not the 
touchstone by which texts were judged; any books that were in any way 
critical of the utility industries were condemned. 

Immediately on the conclusion of their survey, the utility publicity organi- 
zations acted directly and through the member companies to effect remedial 
measures. State and local organizations and company officials approached 
school superintendents and principals to secure the immediate removal of 
those books which were considered improper, and in this effort they achieved 
a very considerable measure of success.^*'’'^ 

The national organizations sought to correct the textbook situation by ap- 
proaching publishers directly and were successful in persuading the largest 
publisher of textbooks to submit all manuscripts on public utilities to repre- 
sentatives of the industry for suggestions and changes, although the publishing 
firm did not bind itself or the author to adopt such suggestions. The suc- 
cess of the industry in working through publishers was something less than 
complete. For example, a good deal of time was spent on Hill’s Community 
Life and Civic Problems, but very few of the suggestions made by the utility 
representatives were incorporated, although the new edition did omit refer- 
ence to Samuel Insull’s financing of Frank L. Smith’s campaign for the United 
States Senate.^ 

Extracurricular activities. Even school debates were considered significant 
enough to warrant the attention of a good publicity director, and acute distress 
was expressed when the decision was awarded to a team supporting public 

Bxs., No. 2, pp. 429, 430; Exs., No. 4, p. 949. “S Exs., No. 2, p. 420. 

I'll* No 2, p. 435. Exs., No. 2, p. 428. 

Exs., No. I, p. 123. 132 ]sJo_ pp_ 24-25. 

Exs., No. I, p. 124; Illinois (Exs., No. 2, p. 437); Iowa (No. 4, p. 384); Kentucky (Exs., 
No. 2, p. 646); New York (Exs., No. 3, pp. 1167-1168, No. 4, p. 206, E.vs., No. 4, p. 185, 
Exs., Nos. 7-9, p. 205); North and South Carolina (Exs., No. 4, p. 115); Pennsylvania (Exs., 
No. 3, pp. 94k 949); Texas (Exs., No. 4, p. 648). 

Exs., No. 4, p. 909. ' 

, 1 S 5 No. 71-A, p. 201. A letter from the chairman of the National Electric Light Association 
Committee on Co-operation with Educational Institutions, dated Dec. 27, 1927, reveals a certain 
discouragement with this particular effort at revision. (Exs., No. 4, pp. 921-922.) 
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ownership.^’’*^ To assure that such debates would have a happy ending, books, 
publications, and other materials presenting the industry’s views were iur- 
nished to the debating tearasd“‘ Elaborate visits to utility plants were or- 
ganized for teachers and their pupils as a means of promoting goodwill.’ 

Another very successful project was die sponsorship of essay contests. In 
1924 a national essay contest was held on the subject of “The National Move- 
ment for Better Home Lighting,” with prizes of a half-million dollars, the 
grand national prize being a |i5,ooo electrically equipped home. Other prizes 
were scholarships and educational trips.’^’’ This essay contest was conducted 
with national advertising in all the leading magazines and in the local news- 
papers, and a special lighting primer was prepared and distributed for the use 
of contestants. The large expenditure involved was considered money well 
spent.’*’^' 

Subsidized Publications. The utility publicity men were quite active in en- 
couraging the preparation and publication of books presenting the utility 
point of view. They were particularly anxious that such publications should 
appear under the authorship of men of repute who were not identified by the 
public with the utility industry. Emphasis upon this activity, at least at the 
college level, .seems to have been a by-product of the attempt of the Illinois 
Committee on Public Utility Information to inaugurate a utility course at the 
University of Illinois. On finding that there was a lack of suitable textbook 
materials, the Committee wrote to ail the larger colleges and universities to 
inquire whether any textbooks on utility subjects were in process of prepara- 
tion and whether any faculty members were qualified and interested in writ- 
ing such books.^”’ As a result of this survey, contacts were established with a 
number of professors preparing textbooks and it was thought that these con- 
tacts created an opportunity to shape these books to the utility viewpoint.’’’’^ 
A number of utility men functioned as advisors and critics for manuscripts in 
process of preparation. Several publications received financial support, either 
through direct or indirect financial grants or through agreements to purchase 
a large number of copies so as to assure the financial success of the publica- 
tion.’”'’* There is good reason to believe that the utility publicists exaggerated 
the influence which they were able to exercise with respect to some of the books 
which appeared with their ble.ssing.’”^ 

i'*'® Thus a letter from the director of the Mi.s.souri committee in January, 1925, to an official 
of the United Railways of St. Louis: 

“Per.sonally, I would like very much to ascertain the means employed to initiate, manage, and 
judge these debates in the public schools. 

“The debates are carried on very quietly, with little or no newspaper publicity, but are usually 
well attended by parents, etc. I have noticed, too, that the side which advocates municipal owner- 
ship always gets the decision of the judges. 1 do not know if the judges are of the same per- 
sonnel in each debate.” (Exs., Nos. 5-6, p. 327.) 

The explanation was forthcoming that the decision had nothing to do with the merits of 
the question but went to the side that scored the greater number of points. 

1 "' Exr., No. 2, p. 636; Exs., No. 3, pp. 685-1009; Exs., No. 4, pp. 395, 485; Exs., Nos. 5-6, 
pp. 328, 636; No. 14, p. 231. 

158 No, 71-A, pp. 215-216. No. 4, p. 877- i®“No. 71-A, pp. 216-221. 

Exs., No. 2, p. 357. 162 No. 71-A, p. 189. 16a No. 71-A, pp. 162-166. 

164 sojyje of authors were successful in maintaining an independent perspective. 

In other instances, such bias as the finished product exhibited could be attributed to the fact that 
the author, by reason of having, a utility man as an adviser, was more fully informed and pos- 
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Some of the most objectionable of the “subsidized” publications were the 
studies condemning the Ontario Hydro-Electric Development. These studies 
appeared as independent, objective and authoritative works with no mention 
that they had been prepared at the behest of the power interests or financed 
directly or indirectly from utility funds. The Georgia Railway and Power 
Company is reported to have paid William A. Pennell to make an analysis of 
the Ontario Hydro-Electric System, and this analysis was circulated through- 
out Georgia with no indication that it had been sponsored by the utility com- 
pany. The so-called Murray and Flood report, “Government-Owned and 
Controlled Compared with Privately Owned and Regulated Electric Utilities 
in Canada and the United States,” was, according to the testimony, financed 
by the National Electric Light Association.^®® Wider currency was given to 
the latter report by preparing a brief synopsis which was distributed by the 
National Electric Light Association and the state committees. ^®'^ It may be 
noted in passing that there were criticisms of the Murray and Flood report not 
only by the Canadian authorities but also by representatives of the utility in- 
dustry in this country.^®® Niagara in Politics, by James Mavor, and Aladdin, 
U.S.A., by Ernest Greenwood, were both reputedly supported by contributions 
during the preparation of the work and by the purchase and distribution of a 
large number of copies of each publication^®® E. A. Stewart’s report. Elec- 
tricity in Rural Districts Served by the Hydro-Electric Power Commission of 
the Province of Ontario, Canada, appeared with the statement that it had been 
submitted to the Hydro-Electric Power Commission of Ontario and that the 
latter had stated that the data therein were correct.^ However, it appears that 
the corrections suggested were not made, that the figures published in the re- 
port were incorrect in many instances, and that statements throughout the 
report were not in accordance with the facts.^'^^ Yet this report was consid- 
ered important enough to be placed in the hands of all members of Con- 
gress.^'^® 

Interesting complications developed in connection with the preparation 
and publication of Niagara Falls: Its Power Possibilities and Preservation, by 
S. S. Wyer, who was reported to have been paid more than $15,000 by the 
Duquesne Light Company for the study. The report was issued under the 
imprimatur of the Smithsonian Institution, where Mr. Wyer held the title of 
Associate in Mineral Technology.^ Following sharp criticism of the report 
and of its sponsorship, the Smithsonian Institution on March 24, 1925, ordered 
that no more copies be printed and declined to furnish further copies on the 


sessed of a greater array of facts with respect to those aspects of the problem which were of 
interest to the utilities than with regard to other phases of the problem. In other instances, un- 
fortunately, such a charitable explanation is scarcely tenable. 

Nos. 18-19, pp. 154-156, 199 et seq. 

No. I, pp. 23-24; Exs., No. I, p. 363; Exs., No. 3, p. 637; No. ii, pp. 45-46; Nos. 10-16, 
pp. 283-286. 

i®’’ No. 2, p. 158; Exs., No. 2, p. 630; No. 5, pp. 382-383; No. it, pp. 45-46; Exs., Nos. 10-16, 
pp. 283-286. 

16S 'Exs., Nos. 5-6, p. 848. 160 No. 71-A, pp. 350-353. 

170 No. 71-A, pp. 353-354; ^xs.. No. I, p. 366. 171 No. 43, pp. 379, 380. 

' 172 Nos. 5-6, p. 1074. 

170 Exs., No. 2, p. 796; No. 14, pp. 197-211; Exs., Nos. 10-16, pp. 737, 882. 
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ground that they did not consider the report a scientific and nonpartisan pres- 
entation of the materiald'^" 

All of the reports on the Ontario development were used in opposing public- 
power developments in various parts of the country. Appearing without any 
iftdication of their interested source, successive reports cited earlier ones as 
authoritative and they were all given wide currency even after they had been 
discredited. There can be no doubt that these reports influenced public opinion, 
and their continuance on library shelves permits them to influence those who 
are not informed of their biased and inaccurate character. 

The Platfoem. The utility industry made use of any and every platform 
to tell its story continuously and with much reiteration to audiences large and 
small all over the country. At one committee meeting it was urged that in- 
formation should be secured concerning “every meeting, or every convention 
of any kind or character, in any of these five states; we do not care whether it 
is a woman’s convention, a banker’s convention, a doctor’s convention, or 
what kind, and by some hook or crook arrange for a representative of our 
association to speak.” 

An intensive training campaign was inaugurated to acquaint all executives 
and employees with the problems of the industry and to prepare them to speak 
effectively in its behalf whenever the occasion should offer.^'^*’ The next step 
was to secure the greatest possible number of opportunities to present the 
industry’s message. This endeavor was tremendously successful. The six years 
from 1925 to 1930, inclusive, saw 149,701 speeches delivered to audiences to- 
taling 19,057,776.”'^ 

The industry’s plan called for speakers’ bureaus throughout the nation.^'’^® 
Data were collected with respect to every organization before which there 
was any possibility of securing an opportunity to speak. Members of the in- 
dustry were represented in practically every organization and were urged to 
place themselves in positions where their advice would be sought in arranging 
programs and securing speakers.”** In a number of instances, it was found de- 
sirable to employ outside speakers, and these hired speakers commonly ap- 
peared without any disclosure of their utility connections.*®® And occasionally, 
arrangements for speakers were made through a third party so that the utili- 
ties’ interest in the matter might not appear.*®* 

The coming of the radio presented the industry with the opportunity of 
reaching an ever-increasing audience in addition to the visible audience that 
heard their speakers. Utility companies became purchasers of broadcasting 

174 No. 71 -A, pp. 357-358. 

171 * Exs., No. 4, p. 739. See also Exs., No. 3, p. 614, and Exs., Nos. 10-16, p. 114. 

i 7 « Exs., No. 4, p. 415. 177 No, p, 286. 17 S Exs., No. 3, p. 1069. 

17 ” E.vs., No. I, pp. 133-134; Exs., No. 2, p. i8i; Exs., No. 3, p. 608, 

i**”No. 71-A, pp. 295-298. 

i®i A letter from the assistant director of the Illinois committee to the director of the Missouri 
committee stated: “. . . It has been our custom for some time, as you know, to place certain 
educators before normal schools and other colleges in the state. We have no set rule or form for 
this work, it being handled differently as circumstances seemed to make it expedient. More 
recently we have adopted the plan of having a third party organization make the arrangements 
with the schools. In strict confidence, the Illinois Chamber of Commerce handled it for ms 
during the last summer. We, of course, paid the bill.” (Exs., Nos. 5-6, p. 1092.) 
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time and in some instances even operated their own broadcasting stationsd®^ 
As ip other phases of publicity work, the utilities’ large financial resources 
gave them a significant advantage in employing the radio to spread their 
message. 

Despite their widespread and intense efforts to preach their own point of 
view, the utilities were not devoted to free speech in the abstract. When in- 
quiry was made as to why a critic of the public utilities was permitted to speak 
over the radio, the reply came back that the broadcasting company permitted 
the speech to avoid the accusation of being a monopoly and that the speech 
was “just one of those things which is not apt to occur again in the very near 
future.” When Carl V, Thompson, prominent advocate of municipal 
ownership, sought to speak on the Chautauqua platform, the Missouri com- 
mittee on public utility information was successful in mobilizing'’ newspaper 
editors and bankers to protest against his appearanced®^ 

Other Efforts. The limitations of space forbid a discussion of other phases 
of the utilities’ propaganda campaign: their use of civic organizations and 
the churches, the attention devoted to boy scouts and their sisters, the cultiva- 
tion of farm and labor organizations, their success with women’s clubs gen- 
erally and their difficulties with the League of Women Voters, the willingness 
of bankers and insurance executives to fight utility battles, the utilization of 
manufacturers’ salesmen as smoking-car preachers, and, finally, their criticism 
of Will Rogers — all bear witness to the thoroughness with which the publicists 
watched every channel to influence the formation of public opinion respecting 
the public utilities. 


6. CUSTOMER OWNERSHIP 

Customer ownership was another utility activity to improve public relations. 
Customer ownership has been defined as the ownership of shares of stock of 
the utility by persons served by that particular company or who reside in its 
territory. Customer ownership as a planned utility program served three pur- 
poses. The sale of stock to utilities’ customers was not primarily for the pur- 
pose of raising capital, although it would appear that for a number of com- 
panies customer ownership campaigns raised capital even more economically 
than other methods.^®® Customer ownership was viewed as a specific remedy 
to counteract public ownership sentiment; indeed, customer ownership was 
widely advertised as the best kind of public ownership, as public ownership 
in its true sense,^®® Finally and most important, customer ownership was ex- 
ploited as a means of cultivating and maintaining good public relations.^ 
Customer-ownership campaigns were organized and conducted with great 
intensity of effort. Borrowing from the experience of the government in the 
Liberty Loan campaigns, regular schools were organized to train employees in 
selling the stock, quotas were assigned to different departments and districts, 

71-A, pp. 299-300. Exs., Nos. 5-6, pp. 485-486, 

^^‘^Exs., Nos. 5-6, pp. 134-136. 

^185 Dewing, Financial Policy of Corporations (3d rev. ed.), pp. 1073-1074. 

No. i, pp. 209, 309; Exs., No. 3, p. 702, 
is'i' No. i, p. 213; Exs., No, 4, p, 743; Exs., Nos. 10-16, p. 267, 
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and employees were made to realize that they must attain or surpass the quotas 
assi^^ncdd'"'^ Migh-pressure sales methods were also utilized on the prospective 
purchaser, in some instances door-to-door campaigns being employed. 

Tht.' character of the customer ownership that resulted deserves passing 
mention. Though the utilities widely advertised customer ownership as in- 
volving “ownership” of the utility by the public and though stress was placed 
on the proprietorship relation w'hich was established, the fact is that most of 
the companies offered their non-voting, preferred stock in these customer own- 
ership sales. A very considerable proportion of the securities sold in customer- 
ownership campaigns consisted of holding-company issues rather than the 
securities of operating companies. Most purchasers did not realize that in buy- 
ing holding-company securities, even though preferred stocks, they were ac- 
quiring stocks which were inferior in their claim on earnings and in their lien 
on assets to the common stocks of the underlying operating companies. 

A wide range of estimates has been made as to the number of stockholders 
in utility corporations, the total being variously placed at from two million 
to .seven million.^ The success of the customer-ownership plan during the 
1920’s may be indicated by the fact that from 1920 through 1931 there were 
some 2,520,747 sales to customer investors of 25,553,999 shares of stock having 
a par value of 12,103,896,210.’*'“ 

The use that was made of customer ownership in building better public re- 
lations and in spreading the utility dogma clearly indicates that this was the 
most significant aspect of customer ownership for the companies. It was recog- 
nized that the first necessity was to make the investor conscious of his “owner- 
ship” in the utility and to stress the identity of interests between the customer 
and the company.’'*” The political potentialities of customer ownership were 
early appreciated and the utilities utilized their investors to oppose what they 
regarded as harmful political developments.’'**^ The most extensive use of se- 
curity holders for political purposes was the attempt of the utility lobby to 
mobilize opposition to the passage of the Public Utility Holding Company 
Act of 1935. 

The success of customer ownership is hard to estimate. In the 1920’s the 
industry was enthusiastic about the plan and credited it with being “the most 
powerful single factor in the events leading up to the present well-being of 
the electric light and power industry.” In a number of specific instances it 
was believed that customer ownership had carried the day for the utilities, 
and in the 1925 report of the customer-ownership committee the attainments 
of the plan were described thus: 

“In the days before customer ownership, the utility was constantly on the 
defensive. It had few friends; it was the football of politics; it had to be either 
meek and apologetic and ready to turn the other cheek, or cold, aloof, hard, 
and uncompromising. But today it can get a hearing. It can take its case to 

188 yi-A, p. 304. 
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its own stockholders. It does not need to apologize. It can take its stand 
prouglly before the world, with an army to support it and, holding its head 
high, take credit for the constructive things it has done and for its leadership 
in all forward-looking movements in American industry.” 

In the longer perspective, the optimistic claims and enthusiastic endorse- 
ments of customer ownership as a device for building goodwill have changed 
to forlorn attempts to persuade security holders that their losses are attributa- 
ble to the interference and competition of the government rather than to the 
mismanagement and financial manipulations of those who controlled and 
directed the utility industries. In the long run, customer ownership has prob- 
ably created more ill-will than goodwill by reason of the heavy and even disas- 
trous losses that have been sustained by many investors. Except in the grosser 
cases of mismanagement by the holding-company control, most of those who 
invested in the securities of the underlying operating companies have found 
their principal safe and their income secure. But a very substantial proportion 
of all who bought holding-company securities have suffered losses which have 
made them the severest critics of the entire industry.^**® 

7. POLITICAL ACTIVITIES 

The record of the investigation of utility publicity activities reveals many 
statements by leaders of the industry that political activities should be 
eschewed. Yet there is throughout a recognition of the fact that all publicity 
activity has its political significance. And in contrast to the professed avoidance 
of political activities is the diversified and intense interest in political affairs of 
some utility officials and of many who were in charge of the propaganda ac- 
tivities. whenever there was an issue of importance to the industry, there was 
active participation in local, state, and national political campaigns. And there 
should, of course, be no surprise that the utility representatives kept them- 
selves fully posted with respect to all legislation, state and national, that might 
affect the conduct of the industry. 

For convenience in discussion, the political activities may be considered 
under four headings : the lobbying, the utility attitude on state regulation, the 
opposition to the extension of federal regulation, and the opposition to public 
ownership in all its forms. 

Lobbying. Both elective and appointive officials were recognized as key 
men and were always on mailing lists for utility publicity. Furthermore, close 
personal contacts were maintained with state officials and with members of 
the various legislatures, such contacts enabling the utilities to keep informed 
with respect to developments and to make known their point of view on mat- 
ters of interest.^^^ In lobbying, as in other activities, entertainment and 

Exs., No. I, p. 209. 

some instances, investors in the securities of the operating companies have suffered 
financially from the collapse of the top-holding company. Some operating companies have felt 
obliged to issue their own securities in exchange for the worthless stock of their holding com- 
panies as a means of avoiding threatened litigation and preserving a modicum of goodwill 
among their own customers. Sze Community Power and Light Co., 6 S.E.C. 182 (1939). 

®1G7 Exs., No. 2, p. 636. 

From Illinois in 1921 to the National Electric Light Association came the following request: 
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the e:\pc!uli!;ure of funds provided the sinews of war. Attention has already 
been called to the fact that the utilities were successful in rallying othei; or- 
ganizations to oppose measures which they considered harmful. But along 
with lobftying activities there was always the recognition that an ounce of 
prevention was worth a pound of cure.-"^ 

State Regulation. Since state regulation of public utilities provided the 
utilities with their most effective defense against all proposals to extend public 
ownership, utility representatives were naturally active in seeking to forestall 
the attempts to do away with the regulatory commission in favor of more rigid 
measures of control. In many instances, their concern went further and we 
find utility publicity seeking to prepare the people for the decisions of their 
public service commission and to educate them so that such decisions would 
be well recelvcd.-'^^ Despite their professed support of state regulation, the 
utilities were active and successful in opposing legislation which would 
strengthen state regulation, though with the passing years the pressure for 
such legislation noticeably diminished.^'^'^ It is, perhaps, significant that the 
utilities sometimes branched out to oppose measures which were of concern 
to industry generally.-'’* 

Federal Regulation. The record discloses that the power interests were 
much concerned with the organization and activities of the Federal Power 
Commission, and there were repeated offers by utility leaders to aid in set- 
ting up the administration and preparing regulations under the Federal Water 


“The legislature is in session here and it looks like a very stormy session, and I could use very 
handily a little J. -Walker to very good advantage, and it occurred to me that you could do me 
a very great favor if, the first time you are coming west, you would call up a friend of mine 
in New York and bring me half dozen.” {Exs., No. 2, p. 170.) 

i®®In investigating the expenditure of funds in opposing certain legislation in Pennsylvania, 
the Federal Trade Commission was unable to obtain any identification of the persons to whom 
sums of money had been paid even though substantial expenditures had occurred approximately 
a year before the testimony was given. {Exs., No. 3, pp. 856-861; No. 3, pp. 295-303.) 

200 Investment Bankers Association in matters affecting legislation have been very helpful. 
Personally, I have the greatest success in using them as speakers before legislative committees re- 
garding legislation.” (Exs.. No. 2,’p. 205. See also Exs., No. 2, p. 623; Exs., No. 4, p. 611.) 

“I do not think our committee could serve the interests of their own individual com- 
panies better than by starting now the work of building in their communities a strong public 
aversion to Government interference, in any way, in the development and operation of the 
various electric power companies.” (Exs., Nos. 5-6, p. 97.) 

“. . . The farmer runs Georgia politically and we regard it as five-sixths of our job to put 
into his mind economic ideas which we regard as somewhat sounder and more useful than 
those he gets from the crossroads demagogue and the camp meeting. All our advertising, our 
publicity, our speaking, and our general efforts are concentrated on this one point.” (Exs., No. 3, 
p. 1243.) 

Exs., Nos. 5-6, p. 525. 

2 ®'*' . . In our state, a little over eight years ago, our legislature there had something like 

104 anti-utility bills in our general assembly. Two years later there were eighty-odd bills. Two 
years later there were seventy-odd bills — coming down a little, it is true, but many of them very 
vicious, almost confiscating in their principles. This last session we had a regular session. They 
met and adjourned in 60 days and they were grinding all they could. But not a single bill of all 
that were passed was proposed tliat would have been inimical or would be hurtful in any way to 
the public utilities of the state had it passed and received the governor’s signature." {Exs., No. 2, 
p. 624.) _ _ 

_ 204 “You vvill be interested to know that this committee is working quietly with the asso- 
ciated industries of Missouri to defeat the workmen’s compensation law, which our union labdr 
friends are endeavoring to originate by initiative petition in Missouri.” {Exs., Nos. 5-6, p. 326.) 
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Power There was also a more than casual interest in the selection of the 

Federal Power Commission’s staff. The industry was successful for a time in 
opposing legislation which would have limited a company’s right of appeal 
from the orders of state regulatory commissions to the federal courts, despite 
the fact that in the abuses of judicial review was found one of the strongest 
arguments that state regulation was ineffective.^'^® But the principal efforts 
were concentrated on preventing the federal government from undertaking 
the development of hydroelectric power at Muscle Shoals on the Tennessee 
River and the construction of Boulder Dam on the Colorado River.^’'^'*’ 

Public Ownership. The opposition to public ownership was intense on all 
fronts. Much propaganda was directed against specific municipal plants which 
had achieved a reputation for being singularly successful.^®® Various state 
programs for the development of public power, in California, Washington, 
and Oregon, found the utilities in vigorous opposition, spending large sums 
of money, and setting up ostensibly independent organizations to carry on 
the battle.'^®® The giant power plan in Pennsylvania was defeated largely 
through the efforts of the utilities.-^'^ 

8. CHARACTER OF UTILITY PROPAGANDA 

The character of the utility propaganda has been sufficiently indicated in 
the discussion of the purposes of the campaign and the nature of the various 
publicity activities. For present purposes, the nature of the information which 
the industry de.sired to place before the public is concisely indicated by an 
outline prepared in 1927 by Mr. Martin }. Insull, an outline of the points that 
it was thought absolutely essential for the industry to set forth: 

“i. The public, through regulatory bodies, is protected as to security issues, 
rates, and service, 

“2. Earnings on capital invested limited by regulatory bodies. No profit — 
simply a capital wage. 

“3. Public’s financial interest is represented directly by ownership of utility 
securities and indirectly by the banks, insurance companies, and other fidu- 
ciary institutions. 

“4, Investment and development companies are commonly referred to as 
holding companies. They have, to a very large extent, been the cause of the 
great development of the electrical industry in the United States during the 
past 14 or 15 years. 

“5. Customer ownership — best kind of public ownership. 

“6. Government ownership — political ownership. 

“7. Fallacy of government in industry. 

“(a) Each encroachment but a step toward nationalization. 

“(b) Bureaucracy. 

“(c) Leads from democracy of like opportunity for all to autocracy of 
political machines built upon great business. 

“(d) Political, not economic. 

• 205 7I-A, p. 263. 20s ^ xs .. No. 4, p. 371. 

208 No. 7I-A, pp. 377-390. 209 No. 7I-A, pp. 367-376. 


20 '^ No. 71-A, pp. 331 - 345 - 
210 No. 71-A, p. 376, 
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“(e) Stifles initiative and incentive. 

“(f) Lacks energy and efficiency. 

“(g) Rarely ever originates or creates, merely copies and imitates, 

“(h) Completely unfair with taxpayers. 

“(i) Government ownership jobs usually cost from 2 to 6 times their 
engineers’ estimates— once started, additional appropriations can be 
secured to complete, 

“(j) It usually takes from 2 to 6 times as long to complete a job as would 
private industry. 

“(k) Uncle Sam, unlike private industry, can take care of deficits via 
the tax route.” 

9. A JUDGMENT REGARDING UTILITY PROPAGANDA 

What judgment can be formulated from the amazing and almost incredible 
revelations that came out of the Federal Trade Commission’s investigation 
into utility publicity .i* No one would deny to utility companies the right to 
present their case fully and adequately, to present it openly with a full dis- 
closure of the interests of all who speak. The managements of utility companies 
should take every proper means to protect the legitimate investments of their 
security holders. The managements of utility companies are also in a singu- 
larly favorable position to assure a full presentation and discussion of all of 
the pertinent facts bearing upon public policy with respect to the regulation 
of their industry or with respect to direct government investment in utility 
enterprises. One may even go further and say that such full and open discus- 
sion of all utility issues is not only the right of those who represent utilities 
but that it is also their duty to the public generally as well as to their own in- 
vestors. 

But no such considerations can condone the conduct which has here been 
described; indeed, no condemnation is too severe for the devious ways in which 
these industries sought to overcome criticisms or for the practice of using sup- 
posedly disinterested individuals and organizations in their efforts to dupe 
the public. Here was propaganda at its worst: misrepresentation in the pres- 
entation of material facts, and concealment of the bias and self-interest of 
those ostensibly independent mouthpieces that simply echoed the sentiments 
of their principals. 

It is interesting to inquire what the publicists and others thought of their 
own effort. Although they were anything but fluent and willing witnesses 
when they took the stand during the investigation, they were occasionally sur- 
prisingly frank in their correspondence with one another, and fortunately 
some of these letters survived to be included in the record. The following let- 
ter, dated August 12, 1927, from one of the staunch crusaders for the power 
companies to one of his colleagues provides a partial answer : 

“What can we do when the financiers will inflate, overcapitalize, sell securi- 
ties based on blue sky or hot air, and rates must be kept up to pay returns on 
said blue sky and hot air? 

211 Exs., No. 3, pp. 711-714, 
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“The best public relations stuff in the world is a nice little reduction in 
rates’ Do we get it? We do not, I know places where I believe a 13 cent top 
rate should be 8 cents. 

“A municipally owned plant, city of 8,000, pays all indebtedness on plant 
without recourse to tax fund, lights white way streets, etc,, without getting 
money therefor, but it is charged on the books, and has a top rate of 8 cents 
per kilowatt-hour, 4 cents power; B, 50 miles away from A,. 8, 000 population, 
better industrial town than A, better power load, exacts a top rate of 15 cents 
per kilowatt-hour, 8 cents for power. 

“Reconcile these, if you can. I can’t. I don’t pretend to. There are no holes 
to be found in the municipal plant at A. . . . 

“I believe in private initiative, but don’t believe in subsidizing it 3 to 6 
cents per kilowatt-hour. The privately owned industry should be ashamed 
of itself to permit a municipally owned plant, operated on the square, to 
undersell it 4 to 6 to 7 cents per kilowatt-hour. Don’t say taxes. Taxes are less 
than $0.0023 per kilowatt-hour in this state. . , . 

“Unless the industry is honest and on the level, it will kill itself. 90 per cent 
of it is honest. It must be 100 per cent honest. And it must come to recognize 
that public utilities are not private dice, or playing cards, or chips in a poker 
game, but public trusts to be administered carefully, cautiously, economically, 
with the interests of investors in fixed securities and the public, which are 
identical, coming before profit on common stock or upon inflation of se- 
curities.” 

It may be noted that all of this unwanted propaganda was charged against 
the public, and it was even suggested that the more the misinformed public 

212 Exs., Nos. 5-6, pp. 306-307. 

This letter was not the only occasion when such sentiments were expressed confidentially. 
The following interchange of letters between the author of the above letter and the editor of a 
utility magazine may close this part of the record. On June 14, 1927, the crusader wrote to the 
editor: 

“As far west as St. Louis the fame of a protest made by a certain remote employee of large 
corporations against a certain proposed plan to offset certain political movements affecting private 
ownership of public utilities has penetrated. May I modestly claim blood brothership with the 
little hammered down Yankee who had the intestines, the intelligence, and the native honesty 
to make the protest as related to me. 

“From your action, as reported to me, I take renewed courage and renewed faith that the 
■government of the people, by the people, and for the people shall not perish from the earth.’ ’’ 
{Exs., Nos. 5-6, p. 156.) 

And on October 17, the editor wrote to the crusader: 

“The thing about the utility industry that disgusts me is the lying, trimming, faking and 
downright evasion of truth, or violation of trust that marks the progress toward enormous 
wealth of some of the so-called big men in the industry. When I see some of these fellows 
waving the flag, I am filled with not only disgust but rage, for they are anything but patriots. 

“I do not know whether I am going to stay in the utility industry or not. I would thoroughly 
enjoy fighting some of these faking patriots through the editorial page of an influential news- 
paper, and I do not believe I would have much difficulty in landing such a position. On the 
other hand, there are utility companies that try to play the game honestly and with whom 
I would be glad to be associated. I do not believe that this type of utility company is representative 
of 90 per cent of the industry by any means; I think it is about to per cent, I would enjoy being 
linked up with even so small a minority if it might impress upon the 90 per cent a realization of 
its responsibilities to the public, and inculcate in it a few germs of ordinary, garden-variety 
hsnesty.’’ (Exs., Nos. 5-6, p. 157.) 

In April, 1930, the writer of the first letter committed suicide. (Gruening, T/ie Public Pays, 
p. 247.) 
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persisted in their error the more it would cost them to be educated to the 
utilities’ views.-^^ This fact was very neatly put by one executive who was 
most generous in urging the expenditure of more money on annual conven- 
tions : 

“All the money being spent is worth while. And I leave this thought with 
you executives: Don’t quit now. At the next convention have more young 
ladies here so as to do the job right; and let off more men from the depart- 
ments, so they may come here. Don’t be afraid of the expense. The public 
pays the expense. Let us continue with big meetings.” 

But the public paid in many more serious ways than in the charges which 
were added to the operating expenses of the utilities. The propaganda, com- 
bined with effective lobbying, was responsible for much of the ineffectiveness 
of regulation throughout the country. The same propaganda made possible 
the fantastic holding-company pyramids which contravened all canons of 
economic and engineering common sense, and made possible the sale to the 
investing public of uncounted millions of worthless and overvalued stock. 
This propaganda stifled the criticisms which would have forced companies to 
adopt more progressive pricing policy, and the same propaganda blocked 
every attempt to secure cheaper light and power through public projects. 
Finally, the same forces undermined public confidence in the integrity of the 
press, the honesty of its schools, and the intelligence of its teachers. 

It may be asked why a text on the economics of public utilities published in 
the 1940’s should devote this much attention to the propaganda activities of the 
1920’s. If these attempts to influence public opinion were confined solely to 
the utility industry and if they were solely of historical interest, it would still 
be significant to be informed with respect to this critical matter in judging the 
regulation of the past. But the matter is of more than historic interest. Here 
is an object lesson in the conditioning of public opinion. The utility industries 
are not alone in seeking to create a favorable public opinion, and it is im- 
portant that the characteristics of such efforts be recognized and identified if 
democracy is to function, particularly with respect to the public regulation of 
economic affairs.^^^ Some utility companies are still engaged in the same in- 
tensive training of their employees to function as effective missionaries. Pub- 
licity of the old variety is still being sent out by some of those agencies which 
were most active in the subsidized distribution of utility propaganda.^ Many 

Exs., No. I, p. 446. p_ J29, See also Exs., Nos. 5-6, p. 171. 

-1® The New York Times for Dec. ii, 1940 (29:8), carried die notice diat the National Asso- 
ciation of Manufacturers had undertaken to study 800 public school textbooks throughout the 
country to discover whether they contain anything prejudicial to our form of government, our 
society, or the system of free enterprise. See also the New York Times for Jan. 2, 1941 (21:4). 

The following editorial appeared in identical form, even to the last comma, in ten papers 
on the dates indicated: 

“What Would You Call It.? 

“Those who have been arguing that if the extremists among the public power advocates have 
their way a tremendously far-reaching change in our form of government must follow, have 
not e.xaggerated. Their case is startlingly proved by a bill which was recently introduced in the 
Senate. 

“This bill would create a Columbia Power Administration to supervise the Bonneville and 
Grand Coulee public power projects in the Pacific Northwest. It would confer dictatorial powers’ 
upon the Secretary of the Interior which are unprecedented in American history — and which are 
comparable to powers held by the ruling class in the totalitarian states. 



PUBLIC RELATIONS AND PROPAGANDA 


815 

of the “authoritative” studies which were prepared as propaganda studies 
stil^ occupy places on library shelves. And presumably many of the “revised” 
textbooks still serve as the basis for instruction in the public schools. Although 
the cruder forms of propaganda have been less in vogue since the Federal 
Trade Commission’s expose, the more subtle exertions of influence continue, 
and will inevitably continue, as long as the preservation of huge aggregates 
of capital and the income therefrom seem to be subject to the vicissitudes of 
public opinion and governmental regulation. 

The methods of controlling propaganda, without interference with free 
speech, have had scarcely any attention from those who are concerned with 
honest and effective governmental regulation. Active and efficient supervision 
of operating expenses by commissions can assure that in the future propa- 
ganda expenditures will not be charged to the consumer. Federal legislation 
does forbid political contributions by registered holding companies and their 
subsidiaries, and does provide that all lobbyists employed by utilities shall 
register with the Federal Power Commission.-^'^ A few progressive states 
have adopted similar legislation. But propaganda will not be rendered harm- 
less until there is an assurance of full and complete disclosure of the interests 
of all those who speak on either side of any issue pertaining to the conduct 
and regulation of businesses affected with the public interest. 


“If this sounds incredible, reflect upon what the bill provides. The Secretary would be given 
complete authority and discretion over the huge power projects. He would have the power to 
choose administrative officials, and they would be removable at his will. He would have control 
over amortization of costs and wholesale power rates. Acting through the administrator of the 
new bureau, he would be able not only to acquire by purchase, tease or condemnation trans- 
mission lines and power substations, but also to buy, lease or condemn private generating and 
distribution facilities whenever in his judgment such properties were so related to transmission 
lines as to make it uneconomical to acquire only parts of them. For financing purposes, the bill 
authorizes the Columbia Power Administration to authorize up to $200,000,000 in bonds and 
notes — and every cent would be guaranteed by the United States government and thus would 
become, in effect, a first mortgage lien upon the property of every citizen. 

“What this bill proposes is to give one official absolute life and death power over a great 
area so far as electricity is concerned. Local governments in the area would be powerless. So- 
cialized power would be forced down the throats of the people whether they wanted it or not. 
Every decision of consequence would be made three thousand miles away in Washington, and 
local employees of the new Administration would simply be rubber stamps, putting into effect 
whatever policies the Secretary of the Interior wanted. That is centralized government with 
a vengeance. 

“Legislation like this could destroy our kind of government far more surely and swiftly 
than any possible enemy beyond our shores.” 

The Daily Breeze Courier, Taylorville, Illinois, Nov. 27, 1940; the Salem 'News, Salem, la., 
Nov. 28; the Laurens Citizen, Dublin, Ga., Nov. 28; the Carbondale Leader, Carbondale, Pa., 
Nov. 2g; the Arizona Blade Tribune, Florence, Ariz., Nov. 29; the Woonsocket Call and Evening 
Reporter, Woonsocket, R.L, Nov. 30; Industrial News Review, Portland, Ore., Dec. 3; The Agitator, 
Welisboro, Pa., Dec. 4; the Mobile Post, Mobile, Ala., Dec. 5 (this editorial credited the Industrial 
News Review ) ; Nob Hill Register, Portland, Ore., Dec. 6. Undoubtedly many, many more 
papers published this same “editorial.” 

“What vjould you call it?” Scarcely coincidence, and scarcely borrowing from one another. 
Canned editorials and the like are still being prepared and still finding their way to print with 
no indication to readers of the interested source from which they come. 

21T Public Utility Holding Company Act of 1935, Sec. 12 (h) and (i). 



CHAPTER XXIV 


PUBLIC OWNERSHIP 

I. THE EXTENT OF PUBLIC OWNERSHIP 

The extern; and importance of public ownership have varied for different 
utility industries, and for different stages in their evolution. 

Water Service. In the discussion of the historical emergence of water serv- 
ice,^ attention was called to the fact that public waterworks have been an im- 
portant segment of the industry for the past hundred years.^ In 1940, of the 
1,807 cities having a population of 5,000 or over, 1,313 owned and operated 
their own water service.'* All twelve cities of a half-million and more popula- 
tion were served by public waterworks; all but three cities having a popula- 
tion between 200,000 and 500,000 had municipal systems, and even among 
the smaller cities and towns water service has customarily been provided by 
the community itself. 

The Ownership of Electric Utilities. Public ownership in the electric 
field has been a focus of controversy and discussion. Though public plants 
have always been numerous, and though today more electric establishments 
are publicly than privately owned, the publicly owned sector of the industry 
has never possessed more than a small fraction of the total installed capacity, 
nor sold more than 8 per cent of the electric energy, nor served more than 
15 per cent of the electric customers. Table 49 presents the data for commercial 
and municipal electric establishments from 1902 to 1937. 

In terms of the number of plants, municipal establishments were at their 
peak in 1922 when there were 2,581 municipal and 3,774 commercial estab- 
lishments. Thereafter the development of large central stations and intercon- 
nected systems resulted in a decline in the number of establishments for both 
commercial companies and municipalities, the decline in the former being the 
more marked. However, the reduction in the number of commercial estab- 
lishments did not indicate any decrease in the number of communities served 
by private companies, whereas the decline in the number of municipal estab- 
lishments generally signified the sale of the municipal plant to a private utility. 
The small isolated plant was unable to achieve the economies that came with 
technological progress. Although the municipal plant might be as efficient 
as the large private company in distribution, it was often at a disadvantage 
in generation. 

The significance of the trend is better indicated by the figures for installed 
capacity and energy sold. Although there was no period after 1902 when the 
installed capacity of municipal plants did not increase, the increase in installed 
capacity of private establisWents was much more marked, so that the per- 
centage of installed capacity found in municipal plants declined steadily from 
1902 to 1927, when municipal plants had slightly more than 5 per cent of 
the industry’s capacity. Since 1927 the installed capacity of municipal plants 

I Chapter IL 2 Table i. 2 Table 3. 
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TABLE 49 

Commercial and Municipal Electric Establishments 




Establishments 



Capacity 


Census 

Number 

Per cent 

In thousands of Kw. 

In per cent 

Year 

Com- 

mercial 

Munic- 

ipal 

Com- 

mercial 

Munic- 

ipal 

Com- 

mercial 

Munic- 

ipal 

Com- 

mercial 

Munic- 

ipal 

1902 

2,805 

815 

77-5 

22.5 

1,099 

I13 

90.6 

9-4 

1907 

3,462 

1,252 

73-4 

26.6 

2,500 

209 

92.3 

7.7 

1912 

3.659 

1.562 

70.1 

29-9 

4,766 d 

397 ^ 

92.8 

7.2 

1917 

4,224 

2,318 

64.6 

35-4 

8,412 } 

582 

93-5 

6.5 

1922 

3.774 

2,581 

59-4 

40.6 

13,407 

906 

93-7 

6.3 

1927 

2,137 

2,198 

49-3 

50.7 

24,383 

1,428 

94-5 

5-5 

1932“ 

1,627 ^ 

1,802 “ 

47-5 

52.5 

32,648 

1,975 

94.3 

5-7 

19370 

1,340^* 

1,860 »■ 

41.9 

58.1 

32,193 

2,499 

92.8 

7.2 


Current Sold Number of Customers 


Census 

In millions of Kwh 

In per cent 

In thousands 

In per cent 

Year 

Com- 

mercial 

Munic- 

ipal 

Com- 

mercial 

Munic- 

ipal 

Com- 

mercial 

Munic- 

ipal 

Com- 

mercial 

Munic- 

ipal 

1902 

2,311 

196 

92.2 

7.8 





1907 

5,573 

289 

95-1 

4-9 

1,663 

'284 

85.4 

14.6 

1912 

10,995 

538" 

95-3 

4-7 

3,312 

526 

86.3 

13.7 

1917 

24,723 

1,029 

96.0 

4.0 

6,202 

977 

86.4 

13.6 

1922 

39,912 

2,052 

95.1 

4.9 

1 1,065 

1,645 

87.1 

12.9 

1927 

75.345 

3,667 

95.4 

4.6 

19,661 

2,129 

90.2 

9.8 

1932“ 

83,9375^ 

4,328/ 

95.1 

4.9 

21,634 f 

2,228 / 

90.7 

9-3 

1937*5' 

93,524 

5.674 

94-3 

5.7 

24,433 

2,657 

90.2 

9.8 


“For 1902-1932, Bureau o£ the Census, Census of Electrical Industries: 1932, p. 49. 
b Of this number, 704 were distributing units only. 

“ Of this number, 937 were distributing units only. 

d For 1 902-1 9 1 2, Bureau of the Census, Central Electric Light and Poiver Stations and Street 
and Electric Railways: 1912, pp. 21, 22. 

^ For 1 902-1 9 1 2, Output of Stations (not current sold). Bureau of the Census, Central Electric 
Light and Power Stations and Street and Electric Railways: 1912, pp. 21, 22. 

/For 1917-1932. Bureau of the Census, Census of Electrical Industries: 1932, p. 70. 
fi’For 1937. Bureau of the Census, Census of Electrical Industries: 1937, pp. 44, 47, 49, 58, 
and 59. 

Of this number, 522 were distributing units only. 
i Of this number, 975 were distributing units only. 

/ For 1917. Bureau of the Census, Central Electric Light and Power Stations: igiy, p. 64. 
k For 1922-1932. Bureau of the Census, Census of Electrical Industries: 1932, p. 19. 

has grown more rapidly than has the capacity of the private utilities. The same 
trends are revealed in the data for current sold and for number of customers. 

Municipal ownership does not constitute the only instance of public owner- 
ship in the electric field. The figures recently assembled by the Federal Power 
Commission of the installed capacity of electric generating plants (Table 50) 
show the increasing importance of other forms of public ownership. Munici- 
pal ownership still constitutes more than half the installed capacity in publicly 
owned generating plants, but the rate of growth in other forms of public 
ownership indicates a new basis on which the nonprofit sector of the industry 
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is expanding. Until 1925 the only form of federal electric project came as a 
by-product of the clams constructed by the Bureau of Reclamation for water 
conservation and irrigation. Since 1925, there has been a very marked increase 
in federal projects constructed for the purposes of flood control, navigation im- 
provement, and power development. The last twenty years have also wit- 

TABLE 50 * 

Installed Capacity of Electric Generating Plants 
1920 TO 1939 Inclusive 

(In Thousands of Kilowatts) 


Year 

Total— All 
Classes of 
Ownership 

I Privately Owned 

Electric 

Utilities 

Mining and 
Manufacturing 

Railways 

and 

Railroads 

Subtotal 

1920 

14,372 

1 2,023 

113 

i >545 

13,681 

1925 

23,512 

20,045 

268 

1,772 

22,085 

1930 

34>055 

30,285 

438 

1:233 

31.956 

1935 

36,074 

31,820 

449 

1,190 

33.459 

1939 

40,318 

33 > 9 o 8 

559 

896 

35.363 


Year 

[ Publicly Owned 


Federal 

Co-opera- | 
tives, Power 
Districts, 
State Projects 

, 

Non- 

Central 

Stations 

Subtotal 

Electric 

Utilities 

Bureau of 
Reclamation 

Other 

1920 

601 

10 

0 

21 

59 

691 

1925 

1,125 

14 

184 

49 

55 

1,427 

1930 

1,601 

32 

194 

154 

! ir8 

2,099 

1935 

2,001 

38 

262 

175 

139 

2,615 

1939 

2,807 

768 

883 

333 

164 

4.955 


* Source: Federal Power Commission, Electric Power Statistics, igjg, p. r6. 


nessed the appearance of new nonprofit organizations, co-operatives, power 
districts, and state projects. 

Two federal policies have been particularly significant in the recent expan- 
sion of publicly owned electric systems. As a part of its program to stimulate 
business activity, the Public Works Administration loaned funds to munici- 
palities and other political sub-divisions for the construction and extension of 
power systems, as well as for other governmental purposes, such as the repair 
and building of schools, the erection of public markets, road building, sewer 
construction, et cetera. As of March i, 1939, P.W.A. funds had been allotted 
in aiding the construction of some 340 non-federal electric power projects. 
(Table 51.) Of this number, 223 allotments were for additions to existing 
systems, and 117 were for new electric systems. These P.W.A. funds were ex- 
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tended in part as loans and in part as gifts. The estimated total cost of these 
non-federal electric power projects amounted to $263,000,000, of which the 
P.W.A. allotted $205,000,000 — $107,000,000 being loans and nearly $98,000,000 
grants-in-aid. 

The development of federal hydroelectric projects in conjunction with 
reclamation work and multiple-purpose dams has provided a cheap source 

TABLE 51 

Non-Federal Electric Power Projects Financed in Whole 
OR IN Part with P.W.A. Funds 
(As of Mar. i, 1939) 



Num- 
ber of Kilowatt 
proj- capacity 
ects installed 

Loans 

Grants 

Total 

allotment 

Estimated 
total cost 

Nctu electric systems 

Hydro 

16 

516,955 $ 76,797,800 $48,736,234 $125,534,034 $141,195,182 

Steam 

3 

21,750 


1,858,346 

1,858,346 

4,128,880 

Diesel and other 

52 

34.138 

2,600,300 

3,357,232 

5,957,532 

8,698,051 

Distribution and transmis- 
sion 

• 46 


8,045,850 

10,534,638 

18,580,488 

27,040,468 

Total 

117 

572,843 

87,443,950 

64,486,450 

151,930,400 

181,062,581 

Additions to electric systems 
Hydro 16 

19,287 

16,060,300 

17,820,267 

33,880,567 

42,978,970 

Steam 

■ 94 

197,530 

2,046,055 

10,722,543 

12,768,598 

27,286,171 

Diesel and other 

63 

25,356 

244,485 

2 , 042 , 00 '? 

2,287,388 

4,928,487 

Distribution and transmis- 

sion 

50 


1,698,750 

2,509,605 

4,208,355 

6,746,941 

Total 

223 

242,173 

20,049,590 

33,095,318 

53,144,908 

81,940,569 

Grand total 

340 

815,016 

107,493,540 

97,581,768 

205,075,308 

263,003,150 


* Source: U.S. Federal Works Agency, America Builds, The Record of PWA, p. 278. 

of wholesale power, and it has been the policy of the federal government to 
give preference to public agencies and nonprofit organizations in the sale of 
this power. In the Tennessee Valley and in the Pacific Northwest, in particu- 
lar, the development of public utility districts and power co-operatives has 
been greatly stimulated by the availability of cheap wholesale power. 

Gas Utilities. Public ownership in the supply of gas service has never been 
quantitatively important. Table 52 presents the statistics with respect to manu- 
factured-gas utilities for the period 1914 to 1935. In 1914 over ii per cent of 
the establishments manufacturing gas were municipally owned; by 1921 only 
5 per cent were municipally owned. After 1921, the number of commercial 
gas utilities declined more rapidly than the number of municipal units, so 
that as of 1935 approximately 6% per cent of the manufactured-gas utilities 
were publicly owned. Statistics of total production reveal that municipal gas 
utilities at no time have produced as much as 2 per cent of the output. They 
•are typically small. 

In 1940 there were 65 municipally owned gas utilities to be found in the 
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1, 806 cities having a population of 5,000 or over. Forty-one of these establish- 
ments (2.3 per cent of the total number of cities) were engaged both ip the 
manufacture and distribution of gas; while 24 more (1.3 per cent of the total 
number of cities) were engaged only in the distribution of gas.'^ A number of 
the distributing units are supplying natural gas. 

TABLE 52 

Manufactured-Gas Utilities 

1914-1935 

Establishments Total Output 


Year Number Per Cent M cu. ft. in thousands Per Cent 



Com- 

mercial 

Munic- 

ipal 

Com- 

mercial 

Munic- 

ipal 

Com- 

mercial 

Munic- 

ipal 

Com- 

mercial 

Munic- 

ipal 

1914“ 

1,146 

138 

88.78 

11.22 

202,002 

1.637 

99.20 

0.80 

1919" 

965 

57 

94.42 

5.58 

34 L 934 

2,186 

99-36 

0.64 

1921 

906 

48 

94-97 

5-03 

3 ^ 9:995 

4.003 

98.80 

1.20 

1923" 

891 

48 

94.89 

5.11 

382,084 

4.463 

98.85 

1.15 

1925 « 

867 

52 

94-34 

5.66 

390,444 

5.077 

98.72 

1.28 

1927® 

782 

46 

94-44 

5-56 

440,233 

5,224 

98.83 

1.17 

1929 '• 

712 

42 

94-43 

5-57 

445.273 

5.444 

98.79 

1.21 

1931 

600 

38 

94.04 

5-96 

392,184 

5.513 

98.61 

1-39 

1935' 

486 

34 

93-46 

6.54 

335,880 

6,152 

98.20 

1.80 


Sources: 

® T'owtccinh Census of United States, igzo, Vol. X, pp. 706, 725. 

^ Biennial Census of Manufactures, 192/, pp. 801, 821. 

‘^ Fifteenth Census of United States, 1930, Manufactures, 1929, Vol. II, pp. 751-763. 

d Biennial Census of Manufactures , 1931, pp. 655, 658, 664. 

® Biennial Census of Manufactures, 1935, pp. 739, 742, 745. 

Elec'jtric Street Railways. The municipally owned electric street railway 
is almost a rarity in the United States. Table 53 presents the statistics for the 
census years from 1912 to 1937. The number of municipal street railways 
reached their maximum in 1927 when there were 21 municipal systems in 
comparison with 942 commercial systems. The trend toward abandonment 
which set in in 1917 continued throughout the period and by 1937 there were 
only 279 commercial electric street railways and 15 municipal street railways. 
In percentage terms, the municipal systems have constituted less than 5 per 
cent of the total number, have operated less than 5 per cent of the track 
mileage, and until 1937, had carried less than 5 per cent of the passengers. 

2. PUBLICLY OWNED ELECTRIC UTILITIES 

Since limitation of space makes it impossible to present any detailed discus- 
sion of public ownership with respect to all classes of utilities, the remainder 

'^The Municipal Year Boo\, 1940, pp. 21, 27, 28-60. Philadelphia (which owns but docs 
not operate its plant), Houston, Indianapolis, Memphis, Omaha, and Richmond make up the 
cities o£ 100,000 or more having municipal manufacturing and distributing gas utilities. l,os 
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of the chapter will be devoted to a consideration of public ownership in the 
electric industry. This emphasis may be defended on grounds of the greater 
current interest in publicly owned electric undertakings and also the greater 
variety of engineering, economic, and political problems that have arisen in 
this field. The data with respect to publicly operated power projects are more 
adequate. And finally, the public ownership problem of the future promises 
to be largely one of electric service. 

In the United States, publicly owned electric utilities have assumed several 
TABLE 53 * 

Electric Street Railways 


Companies Tracl{ Operated PasXngers 


’Number Percent Total miles Percent In millions Percent 


Cetisus 

Year 

s'i 
c3 £ 

Munic- 

ipal 

Com- 

mercial 

Munic- 

ipal 

Com- 

mercial 

Munic- 

ipal 

Com- 

mercial 

Munic- 

ipal 

Com- 

mercial 

Munic- 

ipal 

g’P, 
c3 £ 

Munic- 

ipal 

1912 

1258 

2 

99.8 

0.2 









1917 

1292 

8 

99-3 

0.7 









1922 

1183 

17 1 

98.6 

1.4 

43,136 

795 

98.2 

1.8 

14,846 

485 

96.8 

3.2 

1927 

942 

21 ^ 

97.8 

2.2 

39,788 

934 

97-7 

2.3 

14,274 

627 

95-8 

4.2 

1932 

689 

17 

97-6 

2.4 

30,555 

992 

96.9 

3.1 

9,475 

413 

95-8 

4.2 

1937 

279 

15 

94-9 

5-1 

22,679 

1,091 

95-4 

4.6 

8,641 

776 

91.8 

8.2 


State-operated railway (Capital Car Line, Bismarck, N. Dak.) is included with municipals. 

* Source: Bureau of the Census, Census of Electric Industries, Electric Railways, 1922, pp. 235- 
239; 1932, pp. 5> 106; 1937, p. II. 

forms. Historically, public ownership has meant ownership and operation by 
a municipality. At present, however, the rendition of electric service by public 
utility districts is of increasing importance and promises to become still more 
significant. Since 1933 electric service has been brought to many small com- 
munities and rural sections by co-operative undertakings. The federal gov- 
ernment, as part of its programs for reclamation, flood control, and navigation 
improvements, has embarked upon an important series of hydroelectric de- 
velopments which have become of dominant significance in their respective 
sections of the country. Each of these categories of publicly owned and op- 
erated electric enterprises merits study. 

3. MUNICIPAL ELECTRIC SERVICE 

Historical Beginnings. Many combinations of circumstances have set 
the stage for the establishment of municipal electric enterprises, (i) Some 
municipal plants were started as the only means of providing the community 
with electric service, (2) Dissatisfaction with the service or rates of privately 
owned enterprises has almost universally been a factor in the establishment 
of public plants in communities already served by private companies. (3) The 


Angeles, Duluth, and Long Beach are the only additional cities of 100,000 
municipally owned gas-distribution systems. 


more having 
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opportunity to utilize a valuable power site accounts for the ptablishment of 
some of the largest and most successful public undertakings/’ (4) A number 
of municipalities have regarded their electric undertaking as a source of in- 
come. The so-called “taxless towns” are well-known examples. And in a 
number of communities the municipal plants are constantly being drawn 
upon for funds by the city.'' (5) The immediate stimulus to the development 
of some tnunicipal projects has doubtless come from the opportunity to bor- 
row funds at unusually low interest rates. Many of the municipal enterprises 
started during the 1930’s might very probably not have been undertaken with- 
out the opportunity to borrow federal funds. (6) The opportunity to buy 
wholesale power at very low rates, notably from Boulder Dam, the Tennessee 
Valley Authority, and the Bonneville Power Administration, have also stim- 
ulated a widespread movement toward public electric systems in those sec- 
tions of the country. (7) The establishment of some municipal electric under- 
takings must be credited to the sales activities of manufacturers of Diesel 
generators, particularly the Fairbanks-Morse Company. , 

The Establishment of a Municipal Utility. All but four states ^ provide 
that municipal utility enterprises may be established only by vote of the elec- 
torate.® In a majority of the states the decision to establish a municipal plant 
requires the affirmative vote of the municipal council as well as a vote of the 
electorate." 

There are several possible methods by w'hich the acquisition of a plant by 
the municipality may be effected : by proceeding under an indeterminate fran- 
chise, by purchase of the property of the private utility, or by condemnation 
proceedings. Where the utility is operating under an indeterminate permit, 
it has presumably consented to the acquisition of its properties by the mu- 

In California, the cities of Los Angeles and San Francisco, and the Imperial and Modisto 
irrigation districts, are illustrations. For many years the city of San Francisco generated, but did 
not distribute, electric power. The decision of the Supreme Court in United States v. San Fran- 
cisco, ,^io LJ.S. 16 (1940), will result in the city’s undertaking the distribution of its own power. 

The same principles — that is, the development of multiple-purpose projects — apply to power 
developments in connection with the Reclamation Bureau’s work and, of course, in the Ten- 
nessee Valley Authority. 

® Columbus, Ohio, Burlington, Vt., and Norwich, Conn., may be cited as specific instances 
that could be multiplied many times over. 

" Delaware, Georgia, Idaho, Maine, and the District of Columbia. 

^ In forty-one states a single election decides the issue. If the public ownership proposal is 
defeated, only one election in one year may be held in Florida, and in Indiana, only one election 
in any two-year period. Connecticut requires an affirmative vote in two elections. Massachussetts 
requires that the question be submitted in two elections in towns. In New Jersey two elections 
may be held if the council deems it advisable. 

A majority vote suffices to carry the election, except in Minne.sota and Nebraska where a 
three-fifths majority is required. 

In Pennsylvania and Rhode Island the statutes apply to waterworks only. 

In Maryland and Oklahoma, the statutory provisions are applicable to waterworks only and 
a vote of the council is also required. 

The West Virginia statute provides for an election if the utility has a franchise. 

These provisions are affirmatively stated in twenty-five statutes, and implied in four others. 
In Louisiana, the consent of the mayor is also required. Four states, Florida, Minnesota, Massa- 
chusetts, and Vermont, require a two-thirds vote in the municipal council, and Massachusetts 
requires such a vote in two successive years. 

Apparently a vote of the council suffices to determine the question in Louisiana, Michigan, « 
Nevada, New Jersey, and Utah, unless a designated percentage of the voters petition for an 
election. 
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nicipality on payment of fair price.^*’ In launching a municipal utility, stat- 
utory provision is made for the purchase of the property of the private utility 
in all but two states/^ and is required by law in two statesd“ It is sometimes 
desirable, or even essential, for the municipal undertaking to own property 
outside of the state, yet only three states have provided for this contingency.^'^ 

There is considerable variation in the statutory provisions with respect to 
the degree of control exercised by regulatory authorities over the establishment 
of municipal utility enterprises. In some states, the municipality must obtain 
a certificate of public convenience and necessity, or secure the approval of the 
commission as a prerequisite to establishment of a municipal undertaking.’ 

The purchase price is often a source of disagreement between the munici- 
pality and the private company whose utility assets are being acquired. Most 
states have provided alternative procedures for its determination. By far the 
commonest is that the purchase price shall be fixed by agreement or arbitra- 
tion.’’’ A few states provide that the price shall be determined by the com- 
mission.”’ Nearly all states provide that the municipality may acquire the 
utility assets of the private company by condemnation.” A very considerable 
number of states provide for a iudicial determination of the purcha.se price 
either in the first instance or on review,’® and two states provide for the fix- 
ation of a purchase price in the utility franchise.’” 

In the statutory provisions governing the inauguration of municipally 
owned utility enterprises, certain fundamental principles of public policy 
should be observed. So important is the rendition of a satisfactory utility serv- 
ice that every municipality should have the right to undertake to serve itself 
whenever its inhabitants are persuaded that a program is desirable.’^” How- 
ever, entry upon public utility service is a serious step and it is not unreason- 

The statutes provide for indeterminate permits in Arkansas, California, Colorado, Illinois, 
Indiana, Louisiana (in cities of 10,000), Michigan (permissive), Minnesota, Montana, Ohio, 
South Carolina, Wisconsin, and Wyoming. 

Delaware, Maine, and the District of Columbia. 

Arizona and Connecticut. The Colorado statutes forbid the construction of a competing 
plant. The Florida statutes permit the construction of a utility plant only with the permission 
of the private company that is already serving the community. 

Mi.ssouri, Oregon, and Wisconsin. 

r- Arizona, Arkansas, California, Colorado, Maryland (with some exceptions), New York, 
Pennsylvania (if the community is served by a private utility), West Virginia, Wisconsin, and 
Wyoming. 

Arizona, Connecticut, Florida, Indiana, Kansas, Kentucky, Massachusetts, Minnesota, Mis- 
souri, Montana, Nebraska, New Hampshire, North Carolina, Ohio, Pennsylvania, South Dakota, 
Vermont, and Washington. 

Arkansas, California, Colorado, Massachusetts (if the parties cannot agree), New Hamp- 
shire (on the petition of either party), Ohio (if condemnation is resorted to). South Carolina 
(if the parties cannot agree), and Wisconsin. 

The exceptions are Delaware, Maine, South Dakota, and the District of Columbia. These 
provisions are applicable to waterworks only in New Mexico, Oklahoma, Pennsylvania, Rhode 
Island, and Utah. Statutory provisions permit the electorate to intervene and halt the condemna- 
tion proceedings in Ohio, Nebraska, Utah, and Wisconsin. 

Arkansas, California, Connecticut, Florida, Iowa, Louisiana, Maryland, Michigan, Missouri, 
Nebraska, New Hampshire, Oregon, Pennsylvania, Rhode Island, South Carolina, Tennessee, 
Vermont, West Virginia, and Wiscon.sin. 

2® Alabama and Michigan. Illinois permits it. 

' Opponents of public ownership have frequently sought to secure the passage of laws that 
have the effect of making it difficult, if not in some instances impossible, to establish municipal 
utilities. 
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able to provide a procedure which will assure a careful consideration of the 
advisability of the undertaking. It is probably desirable that the decision be 
submitted to the electorate, and the obvious method of bringing the (question 
to a vote is an action by the municipal council to establish a public utility en- 
terprise; that is, the decision may be made by the council and ratified by the 
electorate. But it should also be possible by petition to bring the question to a 
vote, without awaiting action by the municipal council. A majority decision 
should be sufficient to determine the question. The requirement of prelim- 
inary petitions signed by a large proportion of the electorate, the requirement 
of more than a majority vote by either the municipal council or the electorate, 
and the requirement that such questions be submitted twice to the decision 
of either the^ city council or the electorate, are undesirable obstacles to the estab- 
lishment of municipal undertakings. 

The question of the proper purchase price raises controversial issues. The 
same principles should control the determination of the value of the utility 
assets for municipal purchase as should apply to the determination of the 
rate base, and the appropriate body to make the determination is presumably 
the commission. The appropriate standard would be the net-investment cost 
of the utility assets, if not in excess of their present fair value.-^ 

The disestablishment of municipal utility undertakings is also governed 
by statute in most states. The possibility that the municipality may wish to 
lease its utility enterprise for operation either by another municipality or by 
a private company is recognized by a majority of states."" In some instances 
provision is made for giving the electorate a voice in the decision to lease, 
either by requiring their prior approval or by permitting an effective protest 
to be made by petition.^'* The statutes are about equally divided as to the pro- 
cedure by which the sale of a municipality’s utility properties may be made 

There are many ways in which the establishment of municipal ownership may be dis- 
couraged — the hostile attitude of regulatory authorities, procedural obstacles to the launching 
of municipal enterprises, handicaps to the financing or operation of municipal plants, and the 
requirement that the municipality buy the properties of the existing utility at an excessive price. 
One of the most extraordinary (extraordinary because they are the negation of the fundamental 
principles of utility regulation) sets of statutory provisions to impede the growth of public 
ownership has been provided by Connecticut. Any Connecticut town deciding to establish a 
public plant must purchase the plant of the existing utility, if the company elects to sell; more- 
over, if a single corporation should be supplying both electric and gas service, the town must 
be prepared to purchase both plants. (Conn,, Gefieral Statutes, Revision of 1^30, Sec. 534.) 
Furthermore, the statutes specified that the value of the plant should be determined as follows; 
“The price to be paid for such plant, whether gas, electric or both, shall be its fair marl{et value 
for the purpose of its use, no portion of such plant to be estimated at less than its fair market 
value for any other purpose, including as an element of value the earning capacity of such plant, 
based upon the actual earnings being derived from such use at the time of the final vote . . . 
and also including the market value of any other locations or similar rights acquired by the 
owners . . . intended and adapted for use in connection with such plant. . . .” {Ibid., Sec. 536.) 
(Italics supplied.) 

-- The states having no statutory provisions are Arkansas, Colorado, Connecticut, Delaware, 
District of Columbia, Florida, Kansas, Maine, Massachusetts, Nebraska, New Hampshire, New 
York, North Carolina, Oregon, Rhode Island, South Carolina, Tennessee, Vermont, and 
Wyoming. 

Georgia, Idaho, Illinois, Kentucky, Louisiana, Minnesota, Missouri, Montana, New Jersey, 
New Mexico, South Dakota, Texas, Utah, Washington, West Virginia, and Wisconsin. In Mary- 
land the commission must approve the leasing arrangement, while in Nevada, the decision 
rests with the council. 
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effective, some requiring a vote of the council, others, a vote of the electorate, 
a fe^v, the approval of the commission, and a dozen, the approval of both 
council and electorate.-'^ Wide differences exist as to the procedure by which 
the sale price shall be fixed: in some states it is to be determined by agree- 
ment; in others the municipality fixes a price.-^ The requirement that the 
commission approve the sale is rare.^^ 

The Financing of Municipal Utilities. Publicly owned enterprises may be 
financed by the issue of municipal bonds, or by the issue and sale of bonds 
which are secured by a lien only upon the earnings and assets of the utility 
undertaking. The significant difference between these two methods lies in 
the fact that the utility bonds, or as they are sometimes called, revenue bonds 
or revenue warrants, do not come within the statutory debt limit established 
for the municipality; whereas financing by general municipal bonds will be 
impossible, if the sum required would cause the municipality to exceed its debt 
limit. 

The present trend is in the direction of liberalizing the statutory provisions 
with respect to financing. Most states permit the use of utility bonds or reve- 
nue bonds.^® Where a municipal utility undertaking is financed by the issue 
of general bonds which are a lien upon the tax revenues of the city and come 
within its statutory bond limit, it is usual to require that such bond issues 
shall have the approval of the voters,^” a requirement not customary for the 
issue of revenue bonds. A number of states permit the use of both types of 
financing. In addition to the limitations on utility bond issues which follow 
from the overall limits on the bond issue of a municipality, the statutes of 
some states provide for specific limitations on the bonds which may be issued 

2* A vote of the council is provided for in Alabama, Colorado, Idaho, Kansas (implied), 
Minnesota, Mississippi, Nevada, New Jersey, North Carolina, Ohio, Tennessee, Vermont (implied), 
Washington, West Virginia, and Wisconsin; more than a majority vote is required in Indiana, 
Massachusetts (in two successive years), Montana, and Virginia; and the concurrence of the 
mayor is required in Arkansas. A vote of the electorate is either stipulated or may be forced 
by a petition in Alabama, Coloi'ado, Georgia, Idaho, Indiana, Louisiana, Maryland, Michigan, 
Mississippi, Missouri, Montana, New Jersey, New Mexico, North Dakota, South Dakota, South 
Carolina, Tennessee, Texas, Utah, Washington, West Virginia, Wisconsin, and Wyoming, with 
more than a majority vote being required in California, Kentucky, Massachusetts, Minnesota, 
and Oklahoma. The approval of the commission is required in Maryland, Massachusetts (in 
addition to that of the council and electorate), and Wisconsin. 

25 Maryland, South Carolina, Tenne.ssee, and Wisconsin. 

26 Georgia, Mississippi, Montana, and New Mexico. Indiana provides for fixing the price by 
appraisers, and in other states the property is to be dispo.sed of to the highest bidder — California, 
New Jersey, North Carolina, Oklahoma, Utah (if the bid is equal to the appraised price), Wash- 
ington, and Wyoming. In Alabama the council fixes the minimum price. 

21 Maryland, Vermont, and Wisconsin. 

26 Alabama, Arizona, California, Colorado, Delaware, Florida, Idaho, Illinois, Indiana, Iowa, 
Kansas, Kentucky, Louisiana, Michigan, Minnesota, Mis.sissippi, Missouri, Montana, New Hamp- 
shire, New Mexico, New York, North Carolina, North Dakota, Ohio, Oregon, South Carolina, 
South Dakota, Tennes.see, Texas, Utah, Vermont, Virginia, Washington, and Wisconsin. A 
number of states permit the use of such revenue bonds only with respect to waterworks: Ar- 
kansas, Connecticut, Georgia, Nebraska, Nevada, Penn.sylvania, and West Virginia. See also 
Knappen, Revenue Bonds and the Investor. 

22 Arizona, Connecticut, Florida, Indiana, Kansas, Louisiana, Maryland, Massachusetts, Minne- 
sota, Mississippi, Montana (gas only), Nebraska (if exceeding $250,000), Nevada, New Flamp- 
^hire. New Jersey, New Mexico (waterworks only). New York, North Carolina, North Dakota, 
Ohio, Oklahoma, Pennsylvania, South Carolina, Tennessee, Utah, Vermont (the approval of 
the commission is required), Virginia, Washington, Wisconsin, and Wyqming. 
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to finance utility undertakings.'^® In most of the states an accounting is re- 
quired in respect to the capital expenditures which the municipality fliakes 
in acquiring its utility facilities.'^^ 

The Management of Municipal Utilities. Good management is as es- 
sential for the municipal utility as for the privately operated utility companies. 
Where municipal undertakings fail to achieve efficient management, the fault 
is likely to lie in the fact that management is entrusted to officials whose de- 
cisions are influenced by political considerations or whose time and energies 
are absorbed by other governmental responsibilities. The management of a 
publicly owned utility should be lodged in a responsible and independent 
board of directors, whose members are selected for their competence and whose 
decisions ate free from the pressures of political considerations. A majority 
of the states having legislation on the matter have provided that the manage- 
ment of municipal utility enterprises shall be the responsibility of a separately 
constituted and independent board.^” Where the statutes are silent, the mu- 
nicipal utility may presumably be managed directly by the municipal council 
or by some subordinate official designated by the council and responsible to it.'^''^ 

Administration of Utility Finances. Separate accounting and administra- 
tion of utility income and expenditures contribute to the success of a mu- 
nicipal utility undertaking. Where utility revenues are mingled with the or- 
dinary tax revenues of the municipality, there can be no assurance that the 
utility undertaking will not be subsidized by appropriations from tax reve- 
nues, or conversely, that the consumers will not be overcharged in order to 
relieve the taxpayers of a part of their burdens. Despite the importance of 
segregating utility fund.s, most statutes governing municipal utilities permit, 
or even provide, that revenues shall be paid in to the municipal treasury.®'* 

The relations that should prevail between the municipality and its utility 


2 °Alab.ama, Fioricla, Illinois, Indiana, Kansas, Louisiana, .Maryland, Massachusetts, Michigan, 
Minnesota, Montana, Nebraska, Nevada, New Hampshire, New Jersey, New Mexico, New York, 
North Carolina, North Dakota, South Carolina, Utah, Virginia, Washington, Wisconsin, and 
Wyoming, These limitations are usually expressed as a percentage of the taxable value of the 
property within the community, the percentage ranging from 2 per cent to 10 per cent. 

Alabama (waterworks), Arizona, Arkansas, California, Colorado, Connecticut, Illinois, 
Kansas, Massachusetts, Minnesota, Mississippi, Missouri, Nebraska, New Hampshire, New Jersey, 
New York, North Carolina (w.ater works), Penn,sylvania, South Carolina, South Dakota, Ten- 
nessee, Texas, Utah, Vermont, Washington, West Virginia, Wisconsin, and Wyoming. 

Connecticut, Florida, Indiana, Iowa, Kansas, Kentucky, Louisiana, Massachusetts, Minne- 
sota, Mississippi, Missouri, Nebraska, New Hampshire, North Carolina, Oregon, Pennsylvania, 
South Carolina, Tennessee, Texas, and Wisconsin. 

Arkansas, New York and Wyoming have provided for such management with respect to 
waterworks. 

Colorado seems to be the only state that has specifically provided that the municipality may 
negotiate management contracts with other utilities. 

Michigan, Nevada, New Jersey, New York, and North Carolina provide for management 
by the municipal council in their statutes. By implication, this kind of management is indicated 
in Alabama, Washington, West Virginia, and New Mexico. 

The following states provide specifically for the separation of utility finances from those of 
the municipality: Illinois, Indiana, Kansas, Kentucky, Minnesota, Mississippi, Missouri, Ne- 
braska, Nevada, Pennsylvania, South Dakota, Tenne.ssee, Texas, Washington, and Wisconsin. 
Similar piovisions with respect to waterworks are found in the statutes of Alabama, Arkansas, 
Connecticut, and North Carolina; and for waterworks and city radio, in New Jersey. In Idaho a 
two-thirds vote of the electorate may necessitate such separate financial administration. In Massa- 
chusetts, the depreciation fund must be separately administered. 
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undertaking have frequently been outlined in the literature of the subject and 
in the^'discussions of regulatory bodies. In undertaking to render a utility serv- 
ice, the municipality assumes certain responsibilities; to provide the capital 
assets necessary to perform a public service adequately and efficiently; to estab- 
lish an independent, nonpolitical, and competent management; to preserve a 
segregation of funds, applying utility revenues only to utility purposes, and to 
pay at regular rates for all service which the municipality or any of its de- 
partments receives from the municipal utility. And certain complementary 
responsibilities, chiefly of a financial nature, rest upon the municipal utility 
and its management: to provide an adequate and efficient service; and to 
establish rates calculated to yield revenues sufficient to cover all costs, includ- 
ing specifically proper provision for depreciation, a fair rental for space oc- 
cupied in public buildings, a proportional part of the salaries of all municipal 
employees who perform services for the utility enterprise, taxes ec|uivalent to 
those that would be paid by a privately owned utility possessing the same prop- 
erty, and interest charges on the bonds with which the utility property has 
been financed.''*''^ 

That a municipal utility should make provision for depreciation of its 
physical assets is quite generally recognized.'^® A large proportion of mu- 
nicipal plants follow an even more conservative policy than privately owned 
companies; they not only make provision for a depreciation reserve adec|uate 
to cover the full retirement costs of depreciable property, but also apply their 
surplus income to the amortization of the bonds and other financial instru- 
ments with which utility properties are financed.®' Of course, the practice of 
accruing full depreciation reserves and at the same time providing for amor- 
tization of outstanding securities results in a double charge on consumers 
which it is difficult to justify. Future consumers may benefit from such a 
policy since, when the municipality owns the plant debt-free, it will no longer 
be necessary for the rates to cover any item either for interest on invested 
capital or for the amortization thereof. 

That municipal utilities should pay to the city a sum equivalent to the taxes 
that would be collected were the property owned by a private corporation is a 
proposition which does not command universal assent. Only three states make 
provision in their statutes for tax payment by municipal utilities.®^ If taxes 

Re Holyoke Petition, 21 Ann. Rep. Mass. G. & E.L.C. (1905); Re Light and Water Com- 
mission, P.U.R. 1915E, 539 (Wis., 1915); Re Thompson Falls, 22 P.U.R. (N.S.) 337 (Mont, 
1938); Re Stoughton, 3 P.U.R. (N.S.) 295 (Wis., 1934); Re Elroy, P.U.R. 1933C, 421 (Wis., 
1932). 

The statutes of several states require that municipal undertakings make provision for de- 
preciation: Arizona, California, Colorado, Connecticut, Idaho, Illinois, Indiana, Kansas, Ken- 
tucky, Louisiana, Massachusetts, Minnesota, Mississippi, Missouri, Pennsylvania, South Dakota, 
Tennessee, Texas, Utah, Washington, and Wisconsin; and three states, Alabama, Arkansas, and 
West Virginia, have similar statutory provisions governing waterworks. 

A number of states require the amortization of the bonds with which the utility properties 
are financed: Alabama, Arizona, Florida, Idaho, Illinois, Indiana, Kansas, Kentucky, Louisiana, 
Massachusetts, Minnesota, Mississippi, Missouri, Nebraska, Nevada, New Mexico, New York, 
Oregon, Pennsylvania, South Carolina, South Dakota, Tennessee, Texas, Washington, and Wis- 
consin; amortization is required with respect to waterworks under the laws of Arkansas, Con- 
necticut, Maryland, New Jersey, North Carolina, and West Virginia; and with respect to transit 
properties, by Michigan. 

Illinois, Indiana, and Mississippi. Illinois simply requires that the municipal utility _ shall 
record in its accounts a sum equal to the taxes that would be assessed against a private utility. 
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are not assessed against the utility enterprise, consumers will be paying less 
than the full cost of the service (including the cost of those services which 
the municipal government normally and inevitably renders to ail business 
undertakings) and taxpayers will be subsidizing the utility enterprise to the 
same extent. An equally important principle that is generally ignored is that 
the municipality should pay at regular rates for all services received from the 
utility enterprise. A failure on the part of the municipality to pay at the ap- 
propriate rate for all service shifts a part of the municipal expenses to the other 
consumers of the utility service. Taxpayers should not be subsidized by the 
consumers. Despite the importance of the “free service issue,” very few of the 
states have legislated on the subject.'^ 

In the interests of sound financial management, it is advisable that all sur- 
plus earnings that are not applied to rate reduction be appropriated to retire 
outstanding bonds. Eight states require that surplus utility earnings shall be 
used only to retire the bonds of the utility enterprise.'^® As legal owner of the 
utility enterprise in its proprietary capacity, the surplus earnings of a mu- 
nicipal utility, unless the statutes provide otherwise, belong to the municipal- 
ity.'* * 

Commission Jurisdiction over Municipal Utilities. Whether municipal 
utility enterprises should be subject to the regulatory jurisdiction of the state 
commission is a matter of sharp dispute. Against state regulation of municipal 
utilities, it is urged that there is no conflict of interest between consumers and 
those who manage the public enterprise, since the management is under no 
necessity of making profits and cannot benefit from any profits that are earned 
(a somewhat different situation exists, however, when a municipal utility op- 
erates outside the corporate limits of the municipality), that municipal of- 
ficials are sensitive to the public criticism as to service or rates, that compliance 
with regulatory requirements would create unnecessary costs, and that regu- 
lation would open the door to undue interference by the commission in the 
affairs of the municipality.'*^ 

In six states, Kentucky, Massachusetts, Mississippi, South Dakota, Tennessee, and Wisconsin, 
.statutory provision.s forbid the rendition of free service by the utility to the municipality. Service 
without cost to city departments must be rendered by municipal utilities in Indiana only, and 
here only to first-class cities within the utility territory. In Illinois, services are rendered without 
actual payment by the municipality but the utility’s books must show the value of such service. 
In Ohio and Texas, cities may order that free service be rendered to municipal departments and 
institutions. 

In one interesting decision, the Wisconsin Public Service Commission ordered the municipality 
to pay the capital cost of installing two Diesel-engine generating units to recompense the munic- 
ipal utility for the free service which has been performed for the municipality and to com- 
pensate for the utility revenue which h.ad been mingled with city funds and applied to ordinary 
city e.xpenditures. {Re Stotigftton, 3 P.U.R [N.S.] 295 [Wis., 1934].) 

Alabama, Arkansas, Nebraska (invested for the utility’s account), Nevada, Pennsylvania, 
West Virginia, Wisconsin, and Wyoming. 

'‘1 Three states (Idaho, Oregon, and Texas) provide specifically that surplus earnings shall be 
payable to the city only after all outstanding indebtedness of the utility enterprise has been 
retired. A few more states permit surplus utility earnings to be paid to the city, some requiring 
prior provision for .sinking fund and other expenses (Indiana, Iowa, Kentucky, New Jersey 
[waterworks!, and New Me.xico), while two states, Mississippi and Tennessee, limit the pay- 
ments to the city to a 6 per cent cumulative return on the investment and require all Eurthejr 
surplus funds to be applied to rate reductions. 

‘^2 The municipal plant, independent of the commission, has been thought of as a competing 
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The advantages that would follow from the exercise of commission super- 
visiqn over municipal utility enterprises appear to be more weighty, espe- 
cially where the municipality is small and the utility is managed by part-time 
officials. There is always the possibility that the municipality may establish 
unnecessarily high rates for the utility service, perhaps as a result of yielding 
to the temptation to use the public utility as a taxgatherer, and perhaps as 
a consequence of an attempt to assure that consumers outside the corporate 
limits of the municipality shall not be supplied with service at the cost of 
municipal taxpayers. Discriminations in charges or in service may occur 
through inadvertence. Where the municipal plant is small and isolated, com- 
mission supervision may be of material assistance in keeping service standards 
up to a progressive level. Finally, the commission may be able to give helpful 
advice and counsel to the management.^^ ' 

Extent of supervision. Regulation of municipal utilities is not an estab- 
lished feature of state control. Only twenty-six states have provided for any 
commission control over publicly owned utilities,"''^ and in some of these 
states the scope of regulation is limited. While in most states it is recognized 
that the legislature may confer upon the commission jurisdiction over the 
municipal utility undertakings,^ “ in other jurisdictions it has been held that 
the legislature is without constitutional authority to establish commission regu- 
lation over municipal utilities.'*® 

Rates. Commission jurisdiction over the rates charged by municipal utili- 
ties would appear to be of critical importance. Twenty states have conferred 
such authority upon their commissions.^'^ Such supervision is desirable not 
simply because of the possibility that the rates may be excessive or discrira- 
inatory, but also because rate making presents highly technical problems 

method of rate regulation, strengthening the position of the commission and encouraging a more 
vigorous regulatory policy. 

However, in the case of the larger municipal plants, progressive managements have left 
little opportunity for the commission to make any contribution to the efficiency and success of 
their operations. 

Arkansas, Colorado, Connecticut, Georgia, Indiana, Kentuckj', Louisiana, Maine, Maryland, 
Massachusetts, Michigan, Missouri, Montana, Nevada, New Hampshire, New Jersey, New York, 
North Carolina, North Dakota, Ohio, Pennsylvania, Rhode Island, South Carolina, Tennessee, 
Vermont (except for city waterworks), West Virginia, Wisconsin, and Wyoming. Limited com- 
mission jurisdiction over municipal utilities is provided under the statutes of California (only 
for municipalities that have surrendered authority over utilities — Deering, General Laws of 
California, 1937, Act 6389), and Washington. Doubts exist as to the commissions’ authority in 
New Mexico and Utah. 

The constitutionality of such statutes has been upheld in Pennsylvania and West Virginia: 
ShirJ{ V. Lancaster, 313 Pa. 158, 169 Atl. 557 (1933), and Wheeling v. Benwood-McMechen 
Water Co., 115 W.Va. 353, 176 S.E. 234 (1934). In two other states, Illinois and Maine, the 
courts have ruled that municipal utility enterprises are public utilities and as such within the 
jurisdiction of the commission: Hair grove v. facksonville, 366 111 . 163, 8 N.E. (2d) 187 (1937); 
Kennebiin\ & Wells Water Dist. v. Wells, 128 Me. 256, 147 Atl. i88 (1929). 

Menderson v. Phoenix, 51 Ariz. 280, 76 P. (2d) 321 (1938); Holyoke v. Smith, 75 Colo. 
286, 226 Pac. 158 (1924); Logan City v. Public Utilities Comm,, 72 Utah 536, 271 Pac. g6r 
(1928). 

‘^’’'Arkansas, California (limited), Georgia, Indiana, Kentucky, Maine, Maryland, Missouri, 
Montana, Nevada, New Hampshire, New Jersey, New York, North Dakota, Pennsylvania, 
Rhode Island, South Carolina, Tennessee, Vermont, West Virginia, Wisconsin, and Wyoming- 
Jn Alabama, the maximum rate prescribed by the commission for similar cities is specified by 
statute for the municipal utility. And in Massachusetts the approval of the commission is re- 
quired for all gas and electric rates established at less than production cost. 
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wherein the commission’s competence may prove most helpful to the mu- 
nicipal utility.'^® 

Should the rates charged by a municipal utility be established in conform- 
ance with the standards which govern rate making for privately owned utili- 
ties? Should these rates be designed to afford a fair return on the investment 
in utility assets? Where bonds are still outstanding, it is clear that the rate 
must suffice to cover the cost plus the interest charges. If the rates are some- 
what higher so that some surplus earnings may be applied to the amortization 
of the bond issue, no great harm is done to the consumers. On the other hand, 
if the rates are deliberately established to provide for the rapid amortization 
of the outstanding bonds, it may be said that existing consumers are being re- 
cjuired to provide a plant with which future consumers will be served. If the 
issue does^not often appear acute, it is because municipal utilities are com- 
monly able, while maintaining lower rates than those of neighboring private 
companies, to cover all their costs and provide for amortization. 

But what rate policy should prevail when all of the outstanding bonds have 
been retired? This was the question presented in a series of cases involving 
the Village of Boonville, New York, which operated a municipal electric plant 
serving consumers both in the Village and in nearby communities.^^® The Vil- 
lage claimed the right to charge rates which would yield a fair return upon 
the fair value of its property, while the Commission argued that rates should 
be adjusted to cover costs, and that when all outstanding bonds had been 
retired, there existed no further justification for permitting rates which would 
yield more than the costs actually incurred in rendering the service.®® Despite 
the reasonableness and soundness of this principle, the state courts reversed 
the Commission, holding that the statute required the Commission to treat 
private utilities and municipal utilities the same, allowing each “a reasonable 
average return upon capital actually expended.” 

The extent to which the same principles should control the establishment of 
rates to be charged by private utilities and by municipal utilities has long been 
a matter of debate. Clearly, the same controlling principles should prevail with 
respect to the maximum rates — the consumer should not be asked to pay an 
unreasonably high rate whatever the necessities of the enterprise that serves 
him, be it a private company or a municipal undertaking. On the other hand, 
to argue that precisely the same items, including even a reasonable return upon 
the fair value of the property, should be included in calculating the rates of 
private and public utilities is to ignore the distinctive circumstances sur- 
rounding the operations of each. Both enterprises should establish rates to 
cover costs, but the costs recovered should be the actual costs, not hypothetical 
or theoretical costs. Where consumers, through the rates paid, have amortized 

However, the progressively managed municipal utilities have followed an even more 
vigorous program of promotional rate reductions than have the privately owried utilities; in 
fact, the experience of the better municipal utilities demonstrates what can be accomplished by 
rate reductions planned to encourage large-scale consumption. 

Customers Boonville. 5 P.U.R. (N.S.) 298 (N.Y., 1934), 8 P.U.R. (N.S.) 493 (N.Y., 
I935)' The decisions of the Commission were appealed to the State courts, the decision of the 
Ajipellate Division being foupd in Boonville v, Maltbie, 245 App. Div. 468, 283 N.Y. Supp. 
46a (1935). and that of the Court of Appeals, in 272 N.Y. 40, 4 N.E. (2d) 209 (1936). 

50 8 P.U,R. (N.S.) 493 . 497-498 
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a part of the capital cost of the enterprise, no justification exists for asking 
them |o continue to pay a fair return upon that capital, and the equities of the 
case are not changed whether the utility is a private venture or a public under- 
taking. And simply because the legal rights of the private utility might per- 
mit it to continue to demand a fair return upon its property under such cir- 
cumstances is certainly no justification for applying the same inequitable rule 
to the municipal enterprise. 

Oiher regulation. Commission jurisdiction over the service standards of 
municipal utilities is as sketchy and incomplete as the authority which has 
been given with respect to rates and charges. Eighteen states have made stat- 
utory provision for the commission regulation of the service of municipal 
utilities.'"’ ’■ 

Commission jurisdiction over the accounting practices of municipal utilities 
is more firmly established, being primarily concerned with assuring adher- 
ence to a prescribed system of accounts and requiring certain reports from the 
municipal undertakings."- Only a few states have given their commissions 
supervisory powers over the financial aspects of municipal utilities."'^ And only 
Wisconsin has made its commission responsible for controlling the appropria- 
tions and distribution of income by municipal utility enterprises. 

Relations with Other Utility Undertakings. Utility undertakings, 
whether public or commercial, involve relatively heavy investments in capital 
equipment. A prerequisite of efficient and economical operation is, therefore, 
the attainment of relatively full utilization of that capacity, which can or- 
dinarily be accomplished only if the utility is able to serve a relatively large 
market. The corporate limits of the municipality do not usually define the 
economical service area; to confine service to that restricted area may involve 
unnecessarily high unit costs, and may leave the surrounding territory with- 
out the possibility of an adequate and economical service. This situation can 
be partially improved by permitting two or more municipalities to undertake 
the joint operation of utility assets. Also, a majority of states now permit mu- 
nicipal utility undertakings to supply service outside the limits of the mu- 
nicipality.'"'^ 

The Success of Municipal Electrical Undertakings. The success of mu- 

California (limited), Connecticut, Maine, Maryland, Missouri, Montana, Nevada, New 
Jersey, New York, North Dakota, Pennsylvania, Rhode Island, South Carolina, Tennessee, Ver- 
mont, West Virginia, Wisconsin, and Wyoming. 

Twenty-six states have such provisions — Arkansas, California, Connecticut, Indiana, Maine, 
Maryland, Massachusetts, Michigan, Missouri, Montana, Nevada, New Hampshire, New Jersey, 
New York, North Carolina, North Dakota, Ohio, Pennsylvania, Rhode Island, South Carolina, 
Tennessee, Vermont, Washington, West Virginia, Wisconsin, and Wyoming. 

California, Maryland, New Jersey, New York, North Dakota, Tennessee, Vermont, and 
Wisconsin. 

Alabama, Arizona, Arkansas (with the commission’s approval), California, Colorado (water- 
works), District of Columbia (waterworks), Florida, Idaho, Illinois, Indiana, Iowa, Kansas, 
Louisiana, Maryland (waterworks), Massachusetts, Michigan, Minnesota (with the voters’ ap- 
proval), Mississippi, Missouri, Montana (waterworks), Nebraska, New Jersey, New York, North 
Carolina, North Dakota, Ohio, Oklahoma, Oregon, Pennsylvania, South Carolina, Texas, Utah, 
Virginia (with the approval of the citizens), Washington, West Virginia, Wisconsin, and 
Wyoming. 

In Kentucky, Maine, Nevada, New Hampshire, and Rhode Island operation outside the 
municipality is permitted only with a certificate of convenience and necessity. In Vermont such 
operations must be approved by the legislature. 
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nicipal utilities is commonly judged by four criteria— the number and present 
significance of municipal undertakings, the rates charged by municipal ptili- 
ties, their influence on the rate policies of private utilities, and the financial 
results achieved. 

The number of public plants. If the success of municipal utility undertak- 
ings be judged in terms of the number of municipal plants which have been 
established, the number that have survived to the present time, and their pres- 
ent significance in terms of capacity, output, or number of customers served, 
the record of public ownership is not impressive. Yet further analysis will re- 
veal that these statistics do not support a conclusion that public ownership of 
electrical utilities is a failure. The municipal undertaking, with certain no- 
table exceptions, is characteristically a small-scale enterprise, and in the past 
the majority have been confined in their operations to a single municipality, 
or to the territory immediately adjacent thereto. The technological develop- 
ments that swept most of the small privately owned plants of the country into 
large interconnected systems, left many of the small isolated municipal plants 
at a disadvantage in terms of cost, especially when they were unable to pur- 
chase their energy recjuirements at wholesale from large central stations. Re- 
cently, however, Diesel engine generators have made it possible for the 
small isolated plants to give relatively efficient and economical service even 
when judged by the attainments of the large interconnected system. 

The statistical record of the decline in the number of municipal plants cer- 
tainly records many instances of failure; perhaps an unduly low rate policy, 
a dissipation of utility revenues, or a failure to make proper provision for 
depreciation and replacements, presented the municipality with the alternative 
of making large expenditures to rehabilitate their electric property or of sell- 
ing to a private company. But in other instances the disappearance of the mu- 
nicipal plant simply reflected the trend toward concentration, and was no in- 
dication that municipal operation had proved a failure."’’^^' During the past 
ten years the trend with respect to municipal ownership has been reversed, so 
that in 1940 more municipal plants were operating than in 1930, and they are 
serving a substantially larger proportion of the population. 

The rates charged by municipal plants. By its proponents, the success of 
municipal ownership is commonly measured in terms of the lower rates which 
are said to be charged by publicly owned undertakings. Comparison of the 
prices charged by privately owned utilities and municipal utilities has been 
the very center of the public-ownership controversy. Recently the Federal 
Power Commission has published annually a compilation of typical net 
monthly bills for most communities, and this has provided a factual basis for 
rate comparison.^'* These surveys have revealed that there is no sharp cleav- 
age in rate levels between publicly owned and privately owned electrical utili- 

5^5 It should also be noted that for many years the privately owned utility industry waged an 
intensive campaign to discourage the establishment of new municipal utilities and to bring 
about a liquidation of those which were already functioning. (Chapter XXIII.) 

56 See particularly the following publications of the Federal Power Commission; The Na- 
tional Electric Rate Book, Typical Net Monthly Bills for Electric Sen/ice (for each of the 48 
states), Rates, Taxes and Consumer Sapings, Publicly and Privately Owned Electric Utilities, 
uj35~i937: and Comparative Rates of Publicly and Privately Owned Electric Utilities (Rate 
Series No. 5 , 1936 ). 
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ties. However, analyzing the communities which typically enjoy low rates 
for electric service, they are either communities served by "a public plant or 
communities in which there is an element of competition, actual or threat- 
ened."'^ 

A simplified picture of the relative rates charged by private and public elec- 
tric plants may be obtained by reference to Table 54, which presents average 
typical bills for 1937, for si.x classes of communities, based on their population. 
The sums shown are average typical bills for each category of service — resi- 
dential, commercial lighting, commercial power, and industrial service."^ 

Of the 18,689 communities for which these bills were compiled, 16,742 were 
served only by privately owned utilities, 1,858 were served only by publicly 
owned utilities, and 89 were served by both a privately owned and a publicly 
owned utility.''’'^ 

Considering first the average typical bill for residential electric service, it 
appears that the private company supplied service more cheaply in com- 
munities having a population of 2,500 or less, which would be expected where 
the small community was served by an interconnected system. However, ex- 
cept for consumptions of 250 kilowatt-hours in communities in the 2,500 to 
9,999 class, the publicly owned utilities characteristically had lower rates than 
those charged by private companies; the amount by which the average bill for 
the private company exceeded the average bill for the publicly owned utility 
varied from 4 per cent to 31 per cent. 

For commercial lighting, commercial power, and industrial service it ap- 
pears that in every instance the average typical bill of the publicly owned sec- 
tor of the industry was in 1937 less than the corresponding average typical bill 
for the privately owned sector of the industry. 

A caution must be sounded against placing too great reliance on the average 
bills thus shown. Although these statistics were presented with respect to com- 
munities of different size and although the typical bills were selected with 
reference to consumptions which were characteristic of the various categories 
of consumers, the figures are averages presented on a nation-wide basis and 
are not necessarily typical of the situation which prevailed in arty one section 
of the country or even less in any one community. A more accurate picture 
of the significance of the relative rates charged by privately owned and pub- 

Federal Power Commission, Typical Electric Bills, Cities of so, 000 Population and More, 
1940. See Table 2, in which twenty cities of the twenty-five with lowest bills for consumptions 
of 100 kilowatt-hours or less, are cities falling within the above generalization. 

The Commission report states with respect to these bills: “The bills shown are average 
bills, weighted by the population in each community. These were computed for each community 
size group by multiplying the bill for each community by its population, and dividing the sum 
of these products by the sum of the populations of the communities included.” (Rates, Taxes, 
and Constmier Savings, Ptihlicly and Privately Owned Electric Utilities, i935-t937> P- 3-) 

From a comparison of the distribution with respect to communities served by private and 
publicly owned electric utilities, it might apjiear that the privately owned companies are as 
characteristically small-scale units as are the publicly owned utilities. Such is, in fact, not the 
situation. The small communities .served by private companies are typically served by a large 
interconnected system that supplies electric energy to scores, or even hundreds, of communities. 
Most of the publicly owned utilities are not yet interconnected, except where they take whole- 
sale power from some large development such as the Tennessee Valley Authority or the Bonne- 
ville Power Administratior!. 
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* Source: Federal Pfjwer Commission, Rates, Taxes, and Consnmer Savings, Puhlicly and Pri- 
vately Owned Electric Utilities, 1935-1937, pp. 3-6. 

“The total, 18,689, is less than the sum of the number of communities because 89 communi- 
ties have botli private and public utility companies: in the largest class there are 9 communities 

licly owned electric enterprises requires a consideration of particular com- 
munities. 

Even where the validity of comparison between the rates charged by pub- 
licly owned and private utility companies is admitted, the conclusion that the 
rates charged by the public enterprises are lower than those charged by com- 
parable private companies has been challenged.*'’® Indeed, it is argued that the 

In chapter XXIII, “Public Relations and Propaganda,” the virulence of the attack on pubhcly 
operated electric plants was noted. The follow'ing excerpts from letters written by various utility 
representatives and officials, which found their way into the records of the Federal Trade Com- 
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54'^ 

AND Public Electric Companies, 1937 
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with competing service, and 18, 28, 22, and 12, respectively, in the other size groups. 

^ In each instance the bill of the publicly owned enterprise is used as the base and designated 
as 100. 

^ Kw is billing demand in kilowatts; kwh is monthly consumption in kilowatt hours. 

differential in favor of the public plant is converted to a margin of advantage 
for the private company when all cost items are considered: the payment of 
taxes, the alleged failure of the public plant to make adequate provision for 
depreciation, the subsidies received by the public plant from public funds, and 

mission’s investigation, indicate what these utility men really thought of certain municipal plants 
when they were speaking “off the record.” 

i?rom the assistant to the president of the Illinois Power & Light Corp. to the assistant director 
of the Illinois Information Committee: 

“In addition we must face the cold fact in central Illinois that the most energetically operated 
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the lower interest charges that result from financing the public projects with 
government bonds. Each of these contentions must be weighed. 

(i) The payments made by the publicly and privately owned utilities in 
support of the various grades of government constitute the most controversial 
factor in comparing rates. This matter has been investigated by the Federal 
Power Commission.''^ The payments in support of government take several 
forms; the principal contributions are in the form of cash payments^ which 
may be either tax payments or contributions; in addition, publicly owned utili- 
ties, and to a slight extent privately owned utilities, contribute a variety of 
“free services” in the form of street lighting, municipal pumping, lighting for 
public buildings, and signal lighting services.^’- Expressing taxes, cash con- 
tributions, ajnd free services as a percentage of gross revenues, the Commission 
reported that in 1936 the privately owned utilities paid 13.2 per cent of their 
gross revenues in the form of taxes and net cash contributions, and 0.0024 per 
cent in the form of free services, or a total of 13.2 per cent; while the publicly 
owned utilities paid 17.3 per cent of their gross revenues in the form of taxes 
and cash contributions, and in addition supplied free services amounting to 
8.5 per cent, the total contribution to governmental units by the publicly owned 
utilities being 25.8 per cent. 

More accurate comparisons may be obtained by making certain adjust- 
ments in gross revenues to allow for free services and the cost of energy pur- 
chased for resale, and calculating the payments as percentages of the “base 
revenues.” Carrying through these calculations on the basis of the “base 
revenues,” the privately owned utilities paid 14.4 per cent of their revenues 

and most energetically ‘publicity-cated’ municipal plant gives rates which are far below standard 
basis of operation. 

“The less said on the high rates of municipal plants, within the territory conversant with the 
Springfield situation, at least, the better.” (Federal Trade Commission, Utility Corporations, 
Exs., No. 2, p. 484.) 

From the director of the Missouri committee to a power company official: 

“To sum up, I believe the Hannibal plant is as honest as any other municipal plant, and it 
does sell electricity at a very low rate. It is extremely desirable that the Flannibal plant should 
be removed from the field of comparison in Missouri.” {Ibid., E.xs., Nos. 5-6, p. 408.) 

From a representative of a holding company to the director of the Michigan committee; 

“The only real outstanding municipally owned plants in this State arc Lansing and Holland — 
I mean that rhe.se are the ones generally referred to whenever the municipal ownership matter 
comes up in any loc.ality. The less said about Holland the better. I have looked into that thing 
time and time again, and so have others. There are no ‘bugs’ in it. It is a successful municipally 
owned plant, and there is no use denying the fact.” {Ibid., Exs., Nos. 5-6, p. 834.) 

From the director of the Missouri committee to a power company executive; 

“. . . Albany, with practically a new municipal plant, paying off engines can give about 
the same rate as a high-line company can give at Stanberry — that is, counting taxes paid into the 
water and light fund at Albany. 

“When a little municipal plant can equal a big system in rates and service, we have no excuse 
for being in the business.” {Ibid., Exs., Nos. 5-6, p. 434.) 

Rates, Taxes, and Consumer Savings, Publicly and Privately Owned Utilities, 1935-1937- 

®2 Whcn the term “free service” is applied to a publicly owned utility, “free service” means 
that the service is furnished by the utility at no charge or at rates lower than the average charge 
per kilowatt-hour for similar services furnished governments by privately owned utilities in 
the same state. 

As applied to privately owned companies, “free service” means only that service which is 
furnished at no charge; undervalued services furnished by privately owned companies are not 
included “because the charges for such services are used in determining the average charge per 
kilowatt-hour for the state in placing a value on free services generally.” {Ibid., p. 39,) 

^^Ibid., pp. 7-8. , 
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for taxes and net cash contributions, while the publicly owned utilities paid 
18 p,er cent of their base revenues; in addition, the publicly owned utilities 
furnished free services having an estimated value of 8.8 per cent of base reve- 
nues. Thus the total of taxes, net cash contributions, and free services, in rela- 
tion to base revenues, was 14.4 per cent for the privately owned utilities and 
26.8 per cent for the publicly owned utilities. It would thus appear that the 
lower rates of the publicly owned enterprises are not to be explained in terms 
of their exemption from taxation; they actually have made a greater contribu- 
tion to governmental income than have the privately owned utilities. 

(2) It has been said that municipal utilities are able to supply service at 
lower rates because they fail to make full allowance for all of their costs, 
specifically for depreciation. This criticism was doubtless valid as applied to 
some of the early municipal undertakings. But today a failure tb make full 
provision for depreciation expense would be recognized by all advocates of 
public ownership as an economically unsound policy. A substantial propor- 
tion of municipally owned utility enterprises err in the opposite direction, for 
they not only make liberal provision for depreciation e.xpense and btiilcl up 
substantial depreciation reserves, but also follow a policy of rapidly amortiz- 
ing their investment. 

(3) Where publicly owned utility enterprises have been subsidized by con- 
tributions from public funds, a new complication is introduced in making 
valid comparisons between public and private utilities. The question of com- 
parability has nothing to do with such questions of public policy as to whether 
or not public projects should be supported by grants from public funds. But 
if any public undertaking does receive grants or subsidies from public funds, 
the amount of such contributions should be continued in the utility’s invest- 
ment account along with such funds as have been raised through the issuance 
of bonds until the investments, from both sources, have been amortized by 
payments made from the net earnings. 

(4) The contention that rates of public enterprises may not be compared 
with rates charged by private companies because the superior credit position 
of the governmental unit permits capital to be raised at lower interest rates is 
not persuasive. The argument is that the utility undertaking as such would not 
be in a position to borrow at as low a rate of interest if it were deprived of the 
support of the government’s credit, either in the form of municipal bonds 
or in the form of a governmental guarantee of the principal and interest of 
the bonds. This criticism loses much of its force in the light of recent develop- 
ments, for it has become the fashion to finance publicly owned utility under- 
takings through the issuance of revenue bonds, which are a lien only on the 
earnings and assets of the utility undertaking and are not, therefore, govern- 
ment bonds in the usual sense of the term.®^ 

There are many other aspects o£ the operation of privately and publicly owned utilities 
which are not comparable: the relatively high salaries paid by private companies, expenditures 
to develop a larger market for the utility service, the relatively larger investment in generating 
equipment, et cetera. There is no particular reason to single out differences in the costs of capital 
to the two types of enterprise as a basis for urging that rate comparisons are invalid. Each form 
of enterprise has its peculiar advantages, and a comparison of rates and charges is simply one 
way of focusing on the balance of advantage attaching to one or the other form of organizing 
utility services. 
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The fincwdal record. The success of municipal undertakings may also be 
judged in terms of the financial income which these undertakings have pro- 
duced. Of course, it is not the purpose of the publicly owned utility enterprises 
to make a profit, but it is expected that they will cover their costs, including 
capital costs as well as operation expenses. The record in this respect is some- 
what mixed. Many small and obscure publicly owned undertakings have 
failed and disappeared from the scene. Other public undertakings have been 
such conspicuous financial successes that they have enjoyed a nation-wide 
reputation. Little can be gained from a computation of the number of plants 
which have been successful and the sums which they have earned. What is 
significant is the conclusion, fully supported by the evidence, that publicly 
owned and operated utility enterprises can be financially successful. The sig- 
nificant iiiquiry turns to the circumstances which make for the success or 
failure of publicly operated utility systems. 

The Adv.vnt.\ges of Municipal Ownership. Five principal advantages are 
said to be inherent in public, as contrasted with private, ownership and op- 
eration : 

(1) The elimination of conflicts of interest between the owners and man- 
agers of the utility company and the consumers appears as an obvious ad- 
vantage. Where any essential service is supplied under monopoly conditions, 
the interest of the busine.ss unit in maximizing its net profits will always 
be in conflict with the consumers’ interest in having the service supplied as 
abundantly as possible and at the lowest feasible rate. Regulation is greatly 
simplified: rates can be fixed simply and promptly to yield the cost of the 
service; prolonged investigations are not necessary to determine the present 
fair value of the property or the reasonable rate of return; and orders fixing 
rates (whether issued by the municipal council or by the state public service 
commission) become effective without delays arising from appeals to the 
courts. 

(2) Rates of the municipal undertaking are, or should be, based upon the 
actual cost of the service, including in cost the actual sums which the public 
undertaking must pay as interest and as amortization of its outstanding in- 
debtedness. Any reduction in the cost of service redounds to the benefit of 
consumers in the form of rate reduction. 

(3) The price policy normally adopted by municipal undertakings is per- 
haps the basic advantage for the consumer. In the earlier discussion of utility 
pricing policies, the contrast between private and public pricing policies was 
brought out.'^-’ It was there noted that in the absence of regulation, the private 
monopoly finds it advantageous to price its service so that each additional unit 
of service sold adds more to the net income of the corporation than it adds to 
its cost; in the language of economics, the monopoly finds it advantageous to 
expand its output only so long as the margined revenue is in excess of the 
marginal cost. In contrast, the publicly owned plant which seeks to cover cost 
only, will expand output as long as the price is in excess of the unit costs; that 
is, the output will be expanded as long as the price per unit is not less than the 
average cost per unit. The contrasting price policies have a significant effect 

chapter X, 
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both upon the output that each type of utility enterprise will seek to sell under 
; given conditions of demand and with the existing investment, and also upon 

the amount of investment which will appear desirable. The publicly owned 
plant will be prepared to undertake the production of a larger volume of 
service at a lower price per unit: and the publicly owned plant will find it 
’ justifiable to create a larger plant capacity than would appear to be consistent 
with maximizing the net income for a similarly situated private company,'’*' 

(4) Lower costs of operation are said to be a basic advantage arising out of 
public ownership and operation. These lower costs may prevail both with re- 
spect to operating expenses and capital charges. The lower operating expenses, 

; if achieved, are presumably the result of eliminating elements of intercom- 

t pany profits, smaller expenditures in developing the market (because the lower 

; rates encourage consumers to expand their use of the service w'ithout the 

I necessity of a more aggressive selling campaign), and the lower salaries that 

! are ordinarily paid in public undertakings. The low'er capital costs may be 

expected from four conditions: public bodies are ordinarily able to borrow at 
lower rates of interest than must be paid on corporate issues; the entire capital 
is usually raised through the sale of bonds; publicly owned plants character- 
istically have a lower capitalization, since there is and has been no incentive 
to maintain a high capitalization either to cover the profits of the promoters 
and construction companies or to justify a larger rate base; and finally, public 
enterprises amortize bonded indebtedness out of any excess earnings that are 
available. 

(5) The most important advantage claimed for public ownership centers 
in the salutary effects that such operations may have upon privately owned and 
operated utilities. Publicly operated utilities may influence the policies of pri- 
vate companies through direct competition with the private company, through 
creating a yardstick by which the reasonableness of the charges of the privately 
owned company may be judged, and through demonstrating the elasticity of 
the demand for the utility service and the possibilities of large increases in sales 
from promotional reductions in rates. 

I The competition between publicly owned and operated enterprises and 

i privately owned companies has only recently been accepted as a sound element 

in a regulatory program. The change in attitude since the ipao’s is a result of 
dissatisfaction with the effects of commission regulation, and the publicity 
given to the malpractices associated with the holding -company systems. Fur- 
thermore, it has been demonstrated that direct competition by a public plant 
may be more effective than regulation in persuading the privately managed 
company to adopt a program of rate reductions, and that such rate reductions 
do not necessarily mean financial disaster but may lead to such an expansion 
of consumption that increased prosperity results for the competing enter- 
prises.®'^ 

If it should appear desirable to adopt the increment-cost theory of pricing utility service, 
the program would be more feasible for a publicly owned project. (Chapter XVII.) See also 
Montgomery, “Government Ownership and Operation of the Electric Industry," 201 Annals of 
the American Academy of Political and Social Science 43, 48 (Jan., i939)- 

This is not to say that cutthroat competition may not lead to financial disaster for both 
Utility enterprises. But regulation can prevent rate reductions that result in pricing the utility 
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The ellectiveness of public competition as a means of bringing about a re- 
duction in utility rates has been amply demonstrated by the experienqe of 
those communities that have been served by competing plants. Los Angeles, 
Seattle, Cleveland, Columbus, Lincoln, Fort Wayne, Jamestown (New York), 
and Kalamazoo are widely publicized instances where competition has been 
tried, and in each instance the rates have been distinctly lower than the rates 
charged in similar communities where private companies were not under pres- 
sure to meet a competitive standard. 

It is highly significant that the existence of competition has not meant the 
financial ruin of the private company.**® The Cleveland Electric Illuminating 
Company and the former Los Angeles Gas and Electric Corporation operated 
successfully in competition with public plants. The experience of two Ca- 
nadian communities where public competition has forced the private com- 
panies to follow a policy of progressive rate reduction is pertinent. For more 
than twenty years, the Ottawa Electric Company has continued to operate 
successfully in a territory dominated by the Ontario Hydro-Electric Com- 
mission. When the Ontario Hydro-Electric Commission was established, the 
Ottawa Electric Company did not sell out as did most of the private utilities. 
It took the initiative in reducing rates, and after twenty years it still had more 
domestic and commercial customers than the Hydro-Electric Commission.®*^ 

A dramatic instance of the success of public competition in reducing rates 
is provided by the experience of Montreal with the small public plant op- 
erated by the municipality of Westmount. Westmount is situated wholly 
within the boundaries of the city of Montreal and has a population of 26,000, 
while greater Montreal has a population of over 1,250,000. In 1906, when the 
Westmount municipal plant began business, the Montreal Light, Heat and 
Power Company was charging 12% cents per kilowatt-hour; the municipal 
plant began with a price of 10 cents. There followed years of intensive com- 
petition during which the private company was again and again compelled 
to meet the rates established by the small municipal enterprise; every conceiv- 
able effort was made by the private company to drive the municipal plant out 
of business, all without success. After more than twenty-five years, the rates 
charged by the Westmount plant had fallen to 2 % cents per kilowatt-hour, 
while those of the Montreal Light, Heat and Power Company were 3 cents; 
the company always followed, and never led, the public plant in these rate 
reductions. But the really interesting part of the story is the extraordinary 
financial success of the private company, whose rate of return on its total as- 
sets never fell below 6 per cent after the establishment of public competition. 
Indeed, with very few interruptions, its net revenue increased every year un- 

service below cost and so prevent an impairment in the credit of the utility or a deterioration 
in its service standards, provided the community is large enough to support the investment in 
two plants. It is still true, however, that competition involves a measure of wasteful duplication 
of facilities, but the costs involved in such duplication may be less serious for the community 
than a failure to keep rates down to the minimum necessary to cover costs and a fair return. 

®®In most instances, the private company has been operating in a larger area than that 
served by the competing municipal plant. 

In 1935 the Ottawa Electric Company had earnings after depreciation of over 9 per cent 
on the book value of its property. (McDiarmid, “An Institutional Investor Scans the Utilify 
Horizon,” 20 Public Vtilities Fortnightly 451 [1937].) 
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til the depression year of 1931. The history of this competition clearly demon- 
strates that the low rates forced by public competition do not necessarily de- 
stroy any honest investment in the utility undertaking; that, on the contrary, 
rate reductions result in such an increase in the demand for the utility service 
that larger earnings accrue than under the previous higher ratesd" 

The salutary effects that follow from the establishment of public plants are 
not dependent upon direct competition with private plants, but follow from 
the example set by the public plant. Thus competitive emulation, rather than 
direct competition in the same market, is said to create a yardstick by which 
the reasonableness of the rates of private plants can be judged. Similarly, the 
publication of electric rate schedules by the Federal Power Commission, and 
particularly its publication of typical bills for electric service in various com- 
munities has influenced companies charging high rates to meet' the lower 
charges established by comparable plants, whether privately or publicly owned. 

The Weaknesses of Public Ownership. The weaknesses of public owner- 
ship in the utility field have been given much publicity. Each of these doubt- 
less has weight and validity as applied to particular situations, but it would be 
a mistake to assume that these weaknesses are inherent in all public owner- 
ship and operation. 

(1) In general, publicly owned plants are smaller in size than the privately 
owned companies. And of course, unit costs are to some extent a function of 
the size of the plant and of the degree to which its capacity is used. If they are 
unable to expand sufficiently to assure obtaining the economies potential in 
the modern technology, publicly owned plants must be at a handicap in com- 
parison with privately owned plants, and must be correspondingly less qual- 
ified to give the best service at the lowest rate. Where the publicly owned plant 
operates as an isolated unit, generating the power which it distributes, it is not 
only unable to obtain the economies implicit in large central-station genera- 
tion, but it is also unable to achieve those economies of diversity which are ex- 
perienced by the large interconnected system. 

There are several alternatives by which the public plant can overcome the 
disadvantages inherent in small-scale operation. First, legislation may permit 
the municipal plant to operate outside the municipality, thereby enabling it 
to develop to a larger and more economical size and to attain a more diversi- 
fied demand for its service. Also, the municipal plant may bring adequate 
service to outlying districts that might not otherwise be able to obtain it. Sec- 
ondly, the disadvantages of size are of chief significance where the public units 
seek to perform the complete utility service, both generating and distributing 
energy. To an increasing extent, the municipal utility and other public enter- 
prises have found it advantageous to confine their operations to distribution, 
purchasing their power wholesale.'^ ^ 

(2) The management of publicly owned utility undertakings has been a 

The Effect o/ Public Competition on the Rates Charged by the Montreal Light, Heat & 
Power Company, 4 Ann Rep. N.Y. Power Authority 90-103 (1934)- This report is also pub- 
lished in Barnes, Cases on Public Utilities Regulation, at page 950. 

The development of important federal hydroelectric projects, notably the Tennessee Valley 
Authority, the Bonneville Power Administration, and the Boulder Dam Development, have 
assured public plants in those regions an abundant supply of inexpensive power and have cor- 
respondingly stimulated the establishment of public plants. 
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source of weakness. Many municipal electric projects are controlled and man- 
aged directly by municipal officials who give only a part of their time and at- 
tention to its affairs and who are not likely to be expert in utility maUers. Fur- 
thermore, political considerations sometimes influence their decisions with 
respect to t]ucstions of policy and of administration. 

Political management is not, however, an inevitable part of public owner- 
ship. A number of states require that all public undertakings shall be man- 
aged by an independent board of trustees, that a clear distinction shall be 
maintained between the operation of the utility and other municipal activi- 
ties, and that the revenues from the utility undertaking shall be applied only 
to the utility service. 

(3) The lack of the incentives associated with the profit motive are said to 
mitigate against the attainment of efficient management of the publicly owned 
projects. The significance of this criticism can be much overestimated. The 
managements of private companies are .salaried workers who usually have no 
share in any profits of the corporation and yet they are expected to do an hon- 
est and efficient job. Pride of accomplishment and self-respect are just as real 
incentives for the efficient performance of one’s responsibilities as a larger 
pecuniary rew^ard; and the managements of the publicly owned enterprises 
have given ample evidence that they are responsive to these incentives. 

(4) The personnel policy of publicly owned enterprises is said to constitute 
a serious handicap to the attainment of efficiency and progress. The specific 
criticism refers to the lower salary scales that commonly prevail in public 
office, and from this it is argued that the publicly owned undertaking will ex- 
perience difficulty in securing and retaining the services of those most com- 
petent in their respective fields. This is a serious, and often a valid, criticism, 
not simply of publicly owned utility enterprises, but of governmental posi- 
tions generally. The answ'er is patent— the community should be willing to 
pay its public servants on a scale commensurate with the abilities and respon- 
sibilities which the public service demands. 

(5) The relations that have too often prevailed between the municipality 
and the publicly owned utility have been open to criticism. Frequently there 
has been no distinction between the utility undertaking and other departments 
of the municipal government; revenues from the utility service have been 
mingled with the general funds of the municipality; where the utility serv- 
ice has been successful, the surplus earnings from utility operations have been 
absorbed by the city treasury and applied to general municipal purposes; and 
where the undertaking has not been prosperous, the public treasury has shifted 
the losses to the shoulders of the taxpayers. 

(6) Publicly owned utilities have not commonly been subject to the full 
jurisdiction of the regulatory authorities. A number of the practices of public 
plants that have been criticized can be traced to an absence of regulatory con- 
trol and could be rectified if those who manage the public undertaking had 
the advice and counsel that the regulatory authorities could provide. In par- 
ticular, the instances of incomplete and inaccurate accounting, inadequate 
provision for depreciation, the failure to adjust rates accurately to the cost of 
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services, and the application of revenues to non-utility purposes, could all be 
avoided if the public enterprise w-ere required to conform to the standards 
which regulatory authorities should establish for the private sector of the 
industry. 

The Requisites for the Successful Operation of Publicly Owned Util- 
ity Enterprises. The foregoing review of the advantages and weaknesses of 
publicly owned undertakings supplies the clues to specifications for the suc- 
cess of public enterprises. 

The scope of the enterprise. Publicly owned utility enterprises should be 
authorized to expand the territorial limits of their service area to obtain maxi- 
mum efficiency and lowest unit cost, and also to bring an economical service 
to any neighboring communities that might not otherwise be satisfactorily 
served. In many instances, economical operation by public undertakings will 
require provision for the establishment of “public utility districts” embracing 
many municipalities. 

Independent nonpolitical management. Both the determination of matters 
of policy and the administration and operation of the public undertaking 
should be delegated to a nonpolitical board of trustees. The managers of the 
utility undertaking should be able to devote full time and attention to the 
efficient discharge of their responsibilities. ' 

Central-station generation of electric energy. The development of a grid 
system connecting all generating facilities regionally and permitting the pur- 
chase at wholesale rates of such power as distributing companies might re- 
quire would permit a more efficient organization of electric service, whether 
the distribution was by private companies or by municipal undertakings. 

Financing. Of the two methods of financing municipal enterprises, munici- 
pal bonds or revenue bonds, the latter is preferable, not simply because of the 
increased independence of the utility undertaking, but also because the ex- 
pansion of the utility plant can be determined by economic rather than po- 
litical considerations. A public electric authority should be as well able to meet 
its capital requirements through the issuance of its own securities as a private 
corporation. 

Administration of income. The statutory provisions regarding public un- 
dertakings should stipulate that the revenues from the utility service be ap- 
plied only to paying the operating expenses of that service, adequate provision 
for depreciation, a sum equivalent to the taxes that would be paid by a com- 
parable private company, and the retirement of outstanding indebtedness; 
all funds not required for these purposes should be applied to rate reductions 
and it should be provided that rates should be periodically readjusted so as to 
cover simply the costs of the service. 

Regulation. It is desirable that publicly owned utilities should be subject to 
the supervision of regulatory authorities. The public project should be re- 
quired to conform to accounting standards comparable to those imposed upon 
the private utilities. It should be the responsibility of regulatory authorities to 
handle all complaints with respect to discrimination in rates or service. It is 
probably desirable that the permission of the commission should be prerequi- 
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site to the establishment of rates which are less than the cost of the service. The 
supervision of the security issues of the public electric unit would provide the 
occasion for council and advice. 

4. UTILITY DISTRICTS 

Introductory. A relatively recent form of public ownership and operation 
of utility facilities is the utility district. The utility district makes possible the 
development of public ownership on a scale which permits the economies as- 
sociated with large-scale operations, allows the inclusion in a single district 
of one, or more, municipalities with as much territory as falls within a natural 
service area, and affords an opportunity to bring utility service to territories 
that could hot be reached by conventional municipal ownership. Though the 
establishment of utility districts is so recent that it is impossible to foresee how 
extensive their development may be, proponents of this form of organization 
contemplate the possibility of interdistrict mergers creating systems compara- 
ble in size to private utility corporations. Table 50 indicates the relative mag- 
nitude of the public-utility-district development. 

Some ten states have made statutory provision for the establishment of 
utility districts.'^^ In general, these laws provide that utility districts may op- 
erate as utilities for the production, transmission, and distribution of electric 
energy; in some states provision is made for additional functions, such as sup- 
plying water, operating irrigation systems, supplying heat, transportation, tele- 
phone service, et cetera. The development of public utility districts has been 
most marked in states where a liberal legislative attitude, as represented by 
the passage of enabling statutes, has been combined with cheap sources of 
wholesale power; namely, Tennessee, Mississippi, Oregon, and Washington. 

Legal Powers. Utility districts are organized legally as quasi-municipal 
corporations; that is, they are instrumentalities of the state existing for the 
performance of public functions and enjoying certain of the powers of gov- 
ernment.'^^ They are managed by boards of directors, and possess the usual 
corporate powers to acquire and hold property, to make contracts, and to 
manage their property. They may exercise the power of eminent domain. 
They arc empowered to issue bonds, and, in some instances, to levy and col- 
lect taxes. 

The Formation of Utility Districts, The statutory provisions with respect 

Alabama, Lam, 1935, No. 42; California, Deering’s General Laws {1937), Acts 6390- 
6393; Mississippi, Laws, 1936, C. 187; Nebraska, Compiled Statutes Siipp. {1937), C. 70, Art. 
7; Nevada, Laws, 1935, C. 72; Soutli Dakota, Laws, 1935, C. 162; Tennessee, Laws, 1933, 
C. 4; Washington, Retnington's Revised Statutes (1933), Title 84, C. 3; Wisconsin, Statutes, 
1937, C. 19S. 

The provision for “people’s utility districts" in Oregon is found in the Constitution, Art. ii, 
Section II. Oregon, Laws, 1931, C. 279; Laws. 1933, C. 272; Laws, 1937. C. 276; Laws, 
I939i C- 387- See Brown, “People’s Utility Districts in Oregon,” 20 Oregon Law Review 3, 
7-8 (1940). 

Re Bonds of Orosi Public Utility District, 196 Cal. 43, 235 Pac. 1004 (1925); Hillier v. 
Public Utility District No. 3, 188 Wash. 602, 63 P. (2d) 392 (1936); Pacific Gas & Electric 
Co. V. Sacramento Municipal Utility District. 92 F. (2d) 365 (C.C.A., gih, 1937); Public Utility 
District No. i v. Superior Court, 199 Wash. 146, 90 P. (2d) 737 (1939); Re People’s UtiTity 
District, 160 Or. 530, 86 P. (2d) 460 (1939). 
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to the formation of utility districts are quite detailed and complicated. The 
entei^arise may be launched in several ways: a petition signed by a specified 
percentage of the qualified voters of the district; a resolution or petition 
adopted by the governing body of a municipality; or the action of a designated 
board or commission. In general, some administrative body is required to 
make an investigation, and to hold hearings relative to the formation of that 
district.^'^ The state laws differ with respect to the ultimate decision as to 
whether the utility district shall be formed: some place responsibility for the 
decision in an administrative commission,"^ while other states provide that 
the final determination shall be by an election held for the purpose,'^*’ 

The interpretation of the election returns usually rests with a commission. 
If there is a majority vote for the utility district in each municipality and in 
each distinct territorial unit, the district is formed as planned. Btit if certain 
of the municipalities or sections vote against the formation of the district, 
some states permit the formation of a district omitting those territories that 
voted against the plan.’’^ In some jurisdictions, the commission that is re- 
quired to investigate and report on the proposed district is authorized to make 
such modifications in the boundaries of the district as appear to be in the 
public interest.’^ 

The Financing of Utility Districts. The provisions made for the financ- 
ing of utility districts are crucial in determining, first, whether such utility 
districts shall be established at all, and secondly, whether these districts can 
be successful. These undertakings may be financed by the issuance of either 
revenue bonds or general-obligation bonds. Unless the district has been given 
the power to tax, it is, of course, unable to issue general-obligation bonds.'*'” 
Where provision is made for the issue of general-obligation bonds, there is 
usually a statutory limit placed upon the aggregate bond issue that may be 
sold; for example, in Oregon such issue is limited to 10 per cent of the assessed 
valuation of all property within the limits of the district.®” And there is also 
a limit on the tax rate that may be imposed. 

Management. The management of utility districts is characteristically 
lodged in a board of directors, who may be either elected by the qualified 
voters of the district or appointed by an executive official.®^ The board of di- 
rectors is commonly expected to serve as its own business manager and ac- 
tively conduct the business of the district. In some states, however, provision 
is made for the appointment of a manager, selected on the basis of his technical 
competence.®” The number of directors on the board vary from three to 


For example in Oregon, the Hydro-Electric Commission is required to make a preliminary 
investigation and to report on the feasibility of the proposed utility district. 5th Ann. Rep. 
Hydro-Electric Commission of Oregon (1935-1936), p. 11. 

Alabama, Nevada, South Dakota, and Tennessee. 

California, Mississippi, Oregon, Washington, and Wisconsin. 

Mississippi, Oregon, and Wisconsin. California, Oregon, and Washington. 

In Mississippi, Nebraska, Nevada, South Dakota, and Tennessee, utility districts have not 
been given the power to tax, and therefore, may not issue general -obligation bonds. 

Oregon, Code, 1930 {Supp. 1933), Sec. 56-3443, amended Laws, 1939, C. 387, Sec. 7. 
Five states provide for appointment of directors: Alabama, Mississippi, Nevada, South 
Bakota, and Tennessee. 

California, Mississippi, Washington, and Wisconsin. 
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twenty-one, with boards of three and five members being representative. The 
usual term of office is four years. 

The board of directors exercises all of the powers customarily wielded by 
the directors of a corporation. They negotiate contracts, hire labor, and estab- 
lish rates. The purpose of the utility district is to supply satisfactory service as 
cheaply as passible, but the directors are under an obligation to establish rates 
to yield revenues sufficient to cover all costs of operation and maintenance, to 
pay taxes that may be levied against the property, and to pay interest on bonds 
and provide for their amortization.®^ 

The provisions with respect to the issuance of bonds vary in the different 
states; except in Wisconsin, those states where utility districts have the power 
to ta.x require that bond issues of utility districts be authorized by the voters; 
while in other states the power to issue bonds is vested in the board of di- 
rectors.®'’' 

Achievements of the Public Utility Districts. The public utility district 
is too recent a development to make possible any expression of opinion as to 
its success. The Bonneville development on the Columbia River, which has 
made available hydroelectric power at the lowest wholesale rates in the coun- 
try, has given a marked impetus to the establishment of utility districts in the 
Pacific Northwest. As of July, 1939, twenty-five districts had been established 
in Washington and five districts in Oregon.'®® All of these districts encountered 
serious difficulties in getting started, largely due to the opposition of private 
utilities. Elections for public utility districts have been characterized by bitter 
opposition from “taxpayers’ leagues” and “voters’ leagues” subsidized by the 
utilities. Court injunctions in taxpayer suits and other litigation have sought 
to prevent their establishment and subsequent acquisition of property or issu- 
ance of securities.®^ 

As of the end of 1940, the Bonneville Power Administration reported con- 
tracts with nine public utility districts, and four were already taking Bonne- 
ville power,®'® 

The statutes of Mississippi, Oregon, and Wisconsin provide that the property of utility 
districts shall be taxed in the same manner as similar property belonging to a private utility. 

California requires a two-thirds affirmative vote; Washington a three-fifths vote; Oregon 
a majority vote. 

Alabama, Mississippi, Nebraska, Nevada, South Dakota, Tennessee, and Wisconsin. 

2 Ann. Rep. Bonneville Power Administration 8-9 (1939). 

The decision of the Washington Supreme Court in Bayha v. Public Utility District No. 1 
of Grays Harbor County, 2 Wash. (2d) 85, 97 P. (2d) 614 (1939), upholding the right of the 
district to acquire the properties of private companies and to finance the acquisition by the 
issuance of revenue bonds without a specific vote of the people of the district, has cleared the 
way for public utility districts to begin operations. 

Serious delay has been encountered in negotiating for the acquisition of existing electric 
systems, partly as a result of claims for high severance damages when a district seeks to acquire 
only a part of the property of the private utility company, and partly as a result of other ffiffi- 
culties when the districts act individually to acquire properties by negotiation or condemnation. 
Many of these difficulties could be removed if m.achinery were created whereby existing electric 
facilities could be acquired on a system-wide basis. A pending bill to reconstitute the Bonneville 
Power Administration makes provision for co-operative action by the Administration and other 
public bodies in negotiating system-wide acquisitions of private utility properties. 

‘‘’•'’These districts, in the order in which contracts for Bonneville power were signed, were: 
Skamania, Wash., Pacific, Wash., Wahkiakum, Wash., Klickitat, Wash., Tillamook, Ore., 
Kittitas, Wash., Lewis, Wash., Northern Wasco, Ore., anTCrays Harbor, Wash. See Bonneville 
Power Administration, Report on Power Sales Progress, Dec. 21, 1940. 
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5. THE RURAL ELECTRIFICATION ADMINISTRATION 
AND ELECTRIC POWER CO-OPERATIVES 

The Problem of Rural Electrification. In 1923, only 2.6 per cent of 
American farms had electric service, and as of January i, 1935, only 744,000, or 
10.9 per cent of the total, were receiving service, ancl six million farms were 
still unserved. This situation prevailed despite the fact that for more than 
fifteen years farm organizations had pressed ceaselessly for an extension of 
electric service. 

Many circumstances account for the relative failure of the private electric 
industry to serve the rural consumer. First, there was no incentive to build 
rural lines when all of the capital that flowed into the industry could be 
readily absorbed in the development of more profitable markets. Secondly, 
the utilities were unable to provide service except at excessive costs, which 
made it difficult, if not impossible, for farmers to use the service. Despite the 
success of the Ontario Flydro-Electric Commission in bringing cheap service 
to rural communities and building large loads, the private industry was not 
convinced that the farmer could become a paying customer even if rates 
could be sufficiently reduced, and furthermore, it lacked the ingenuity to de- 
vise cheap and effective ways of making low-cost power available.^® Thirdly, 
where the private utilities clid undertake to serve rural areas they followed a 
policy of selective building or “cream skimming,” that is, lines were extended 
only into the more profitable parts of the territory, leaving the less promising 
areas unserved and practically unservable. 

Rural electrification has profound social and economic significance. In- 
deed, it has brought a veritable revolution both in farm operations and in 
home life. For the first time, thousands of farm homes have adequate lighting. 
The farmer’s wife has been able to enjoy those conveniences of modern living 
which are associated with electric refrigeration, electric cooking, and a host 
of appliances including washing machines, irons, toasters, percolators, radios, 
heaters, et cetera. Farming operations have also been correspondingly bene- 
fited. The use of electric lights has given the farmer better illumination in his 
barn and other buildings, extended the w'orking day for farmer and his live- 
stock, reduced fire hazards, and miade available convenient and inexpensive 
power for a myriad of operations. Electric power has meant not only more 
convenient and gracious living for the farmer and his wife but also new op- 
portunities to reduce the cost of farm operations and to add to the farmer’s in- 
come. It has been calculated that there are over two hundred uses for electric 
power on the farm. 

Establishment of the Rural Electrification Administration. The Rural 
Electrification Administration was created by executive order on May ii, 
1935.®° A year later, on May 20, 1936, the Rural Electrification Act of 1936 

A part of the inability of the industry to perform this essential function was attributable to 
unduly high standards of construction, the use of expensive equipment, and building by piece- 
mea! methods. 

Executive Order No. 7037, under authority of the Emergency Relief Appropriation Act of 
1935- 74 Cong.; Public Res. No. ii, 49 Stat. 115. 
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was approved, giving permanent status to the Administration.''’^ On July i, 
1939, under the terms of Reorganization Plan No. II, it became an Adminis- 
tration Avithin the Department of Agriculture. 

The Administration is organized around the office of the Administrator, 
by whom all powers granted in the Act are exercised, who is appointed by 
the President, with the confirmation of the Senate. It is authorized to make 
loans lor the entire cost of building rural electric-distribution systems, and 
where necessary may make loans also for generation and transmissiori equip- 
ment. These loans are limited to twenty-five years and must be self-liquidat- 
ing within that period. Loans may also be made for wiring the premises of 
persons in rural areas and for the acquisition and installation of electrical and 
plumbing equipment. The statute permits loans to persons, corporations, states, 
territories, and subdivisions and agencies thereof, municipalities, public util- 
ity districts, and co-operative nonprofit or limited dividend associations. In 
making loans, preference must be given to public bodies and to nonprofit or- 
ganizations or companies. Before any loan may be made, the administrator 
must find and certify that in his judgment the loan is reasonably secured and 
that it will be repaicl within the time agreed. The interest rate on such loans 
must be the average rate paid by the United States on its obligations having a 
term of more than ten years.”- Half of the money available each year must be 
allotted among the states in the proportion which the number of farms not 
receiving electric service in the state bears to the total number of farms in the 
country not receiving service. The other half is available for loans without 
allotment, except that not more than 10 per cent may be loaned in any one 
state or in all the territories. 

The Act of 1936 provided for a ten-year program. A maximum of $50,000,000 
from Reconstruction Finance Corporation funds was made available for the 
fiscal year ending June 30, 1937. Congress Avas authorized to appropriate 
from general treasury funds $40,000,000 for loans during each of the nine suc- 
ceeding fiscal years. For the fiscal year ending June 30, 1938, Congress ap- 
propriated $30,000,000; for the fiscal year ending June 30, 1939, $40,000,000 
was appropriated, and in addition, the Reconstruction Finance Corporation 
was directed to make loans to the Administrator, as approved by the Presi- 
dent, not exceeding $100,000,000 dollars for rural electrification; and for the 
fiscal year ending June 30, 1940, Congress appropriated $40,000,000.”” Up to 
June 30, 1939, the Administration had made allotments or loans totalling $223,- 
903,830.”^^ 

The Principles of the Program. Four fundamental principles underlie the 
work of the Administration. First, it is strictly a lending institution, Avith au- 
thority to make loans only when the Administrator finds that the loans will be 
properly secured and self-liquidating. Secondly, the program is providing re- 
gional electric service; it is expected that the more populous and richer areas, by 

<31 74 Cong., Public Act No. 605; 49 Stat. 1363. 

<*2 The interest rates on loans have been as follows: 1936, 3 per cent; 1937, 2.77 per cent; 
1938, 2.88 per cent; 1939, 2.73 per cent; 1940, 2.69 per cent; and 1941, 2.46 per cent. (Slattery, 
Rural America Lights Up, p. 33.) 

Office of Government Reports, United States Government Manual (Feb., 1940), p. 174. 

i 939 Report of Rural Electrification Administration, pp. 350-351. 
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their larger consumptions, will help to carry the poorer or thinner parts of the 
territory. Thirdly, although loans are authorized to private companies and 
governmental units, the funds have gone almost entirely to farmers’ co-opera- 
tives. Fourthly, it has been essential to reduce costs to the absolute minimum 
consonant with safety and satisfactory service. 

The Co-operatives. Organization. The Administration stands ready to 
supply counsel and assistance to any group of farmers seeking to establish a 
power co-operative. After the preliminary steps of organizing an incorpora- 
tion committee and preparing the necessary articles of incorporation, there is 
a survey which attempts to accomplish three essentials— -obtaining the sig- 
natures of members, the payment of membership fees (usually five dollars), 
and the signing of agreements to purchase a minimum amount of electricity; 
securing easements for a right-of-way for the co-operative’s lin^s; and col- 
lecting data for the project map. 

The loan or allotment. Field investigators of the Administration make care- 
ful surveys before a loan is allotted to the co-operative. There are incjuiries 
into — the number of members, the income level of the farmers in the district 
and the prospective amounts of energy which will be consumed; compliance 
with any local laws with respect to co-operatives or utility .service; the loca- 
tion of the project lines and an estimate of the cost of construction; and the 
sources from which a wholesale supply of power can be obtained and the rea- 
sonableness of its cost. If the allotment is approved, the legal division pre- 
pares a loan contract which must be signed by the trustees of the project. The 
loan is secured by a mortgage on the property of the co-operative; it is not a 
mortgage on the real or personal property of the members of the co-operative, 
who risk nothing more than the loss of their membership fee. As previously 
noted, loans for a period of twenty-five years are made at low interest rates, that 
is, at interest rates equal to the cost of long-term funds to the United States 
Government.^*'’ 

Construction. The construction takes place under the supervision of the 
engineers of the Administration. The specifications are prepared by the Ad- 
ministration and bids for the construction of the line must be approved be- 
fore acceptance by the co-operative. Field auditors carefully check the use of 
funds and assure that proper accounting standards are observed. Arrange- 
ments are commonly made for the wholesale wiring of the farmers’ premises 
so that the farmers are in a position to begin using electric power as soon as the 
line is energized. 

Operations. An elected board of trustees is the policy-making body of the 
co-operative. The selection of a manager who is competent, honest, and an en- 
thusiast for the co-operative movement is the most critical task that confronts 
the board. A most significant contribution of the Administration to the suc- 
cess of the co-operative is assistance in the selection of a properly qualified 
manager.®® 

95 Where loans are made on equipment and appliances, the term of the loan is limited to 
two-thirds of the assured life of the appliances, with a maximu.n of five years. These loans arc 
not made to individual consumers or members of the co-operative, but to the co-operative, which 
tn turn lends to the individual member. 

®SBy serving as a central clearing house for the experience of all co-operatives, the Admin- 
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The manager must be technically expert in the operation of a high-voltage 
electrical distribution system. He must be a good business executive, directing 
the purchases of the system, and aiding the members in purchasing their 
equipment. He must keep records and make regular reports to the Rural 
ElectriBcation Administration. He must be a competent commercial man 
with an understanding of the promotional aspects of rates and the feasible 
means of building a paying load. He must be a good superintendent of labor, 
able to select properly qualified workers and inspire in them a proper sense 
of responsibility. He must cultivate good public relations, and win and retain 
the confidence of his members. He must understand the legal rights and re- 
sponsibilities of the co-operative. And, finally, he must be a person of absolute 
integrity with a high sense of loyalty to the co-operative. 

Legal, sinhts of co-operatives. Serious legal obstacles have beset the growth 
of the electric co-operative movement. At the beginning of the program, most 
states had no specific legislation for the formation of electrical co-operatives. 
The problem was further complicated by suits brought by private companies 
to enjoin the erection of co-operatives and by adverse decisions by some public 
service commissions. Difficulties were encountered in the acquisition of rights- 
of-way — a serious problem in view of the large-scale operations, the fact that 
the co-operatives are without the power of eminent domain, and that economy 
in construction requires straight-line lay-outs and the avoidance of expense in 
securing rights-of-way. The Administration has contributed to the legal se- 
curity of the co-operatives by urging the states to enact uniform electric co- 
operative acts and by defending the co-operatives in the courts. 

As of 1940, the electric co-operatives had an assured legal position in twenty- 
three states; their status was somewhat ambiguous in twenty-one; and in four 
states legal obstacles still prevented the formation of co-operatives. Some fif- 
teen states had adopted the Rural Electrification Administration’s uniform 
electric co-operative act,**'^ while five other states still provided for the forma- 
tion of electric co-operatives under an earlier Public Works Administration 
act.’^® Earlier general laws pertaining to co-operatives permitted their estab- 
lishment in three other states.®^ Of the remaining states, twenty-one states had 
laws pertaining to general co-operative or nonprofit associations which were 
not specifically drafted for rural electrification but which were presumably 
available for the organization of electric co-operatives. Power co-operatives 
had been established in all but the four states where legal obstacles existed. 

The question whether electric co-operatives should come under the jurisdic- 


istration is ready to give advice and assistance on every sort of question which may be presented. 
Also, it is in a position to create a career for managers of co-operative projects, giving them 
training on small projects and helping them to transfer to larger undertakings as their experience 
and competence fits them for larger responsibilities. 

Alabama, Arkansas, Florida, Georgia, Louisiana, Missouri, Montana, Nebraska, New Mex- 
ico, North Dakota, Oklahoma, Pennsylvania, South Carolina, Tennessee, and Texas. 

Indiana, Kentucky, Mississippi, North Carolina, and Virginia. 

Illinois, Iowa, and New Hampshire. 

In the case of New York and Rhode Island, it is doubtful whether the law permits the 
organization of electric co-operatives. In Connecticut, it is said that no new electric concern, 
private or public, may be launched except by an act of the legislature. In Massachusetts, the co- 
operatives have been shut out by adverse commission decisions. (Slattery, op. cit., pp. 46-47.) 
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tion of state commissions has received consideraljle attention. Iii the unifonn 
laws* sponsored by the Rural Electrification Administration, specific exemp- 
tions have been granted from commission regulation. The attempt to relieve 
electric co-operatives from commission jurisdiction has been given added im- 
petus by certain unfortunate decisions by state commissions. One of the tWisr 
amazing decisions was handed down by the Massachusetts Department of 
Public Utilities, and involved a request for a certificate of convenience and 
necessity in a situation where the record made it plain that the private com- 
pany concerned was not expecting to undertake service. The Commission 
refused the certificate because the co-operative was to be financed through a 
loan of $255,000 from the Administration and was raising a capital from its 
members amounting to only $25,000.^®’- 

Fortunately, most states have been hospitable. In addition to tl?e aforemen- 
tioned enabling statutes, certain court decisions have further cleared the way 
by holding that rural electric co-operatives are not public utilities within the 
meaning of their state statutes. In what has become a leading case, the Wash- 
ington Supreme Court summarized the case for excluding an electric co- 
operative from the public utility category : 

“It does not conduct its operations for gain to itself, or for the profit of in- 
vesting stockholders, in the sense in which those terms are commonly under- 
stood. It does not have the character of an independent corporation engaged 
in business for profit to itself at the expense of a consuming public whiclr has 
no voice in the management of its affairs and no interest in the financial re- 
turns. Its members do not stand in the relation of members of the public need- 
ing the protection of the public service commission in the matter of rates and 
service supplied by an independent corporation. 

“On the contrary, it functions entirely on a co-operative basis, typifying an 
arrangement under and through which the users of a particular service and 
the consumers of a particular product operate the facilities which they them- 
selves own. The service, which is supplied only to members, is at cost, since 
surplus receipts are returned ratably according to the amount of each mem- 
ber’s consumption. There is complete identity of interest between the corporate 
agency supplying the service and the persons who are being served. It is a 
league of individuals associated together in corporate form for the sole purpose 
of producing and procuring for themselves a needed service at cost. In short, 
so far as the record before us indicates, it is not a pubfic service corporation.” 

While it is desirable to have some regulatory authority, either the state com- 
mission or the Rural Electrification Administration, provide periodic inspec- 
tions to assure that proper safety standards are maintained, that all meters 
and other equipment are in good operating condition, and that proper ac- 
counts are kept and proper reports filed with the regulatory authorities, there 
is little need for more extended regulation with respect to rates, service, man- 
agement, and the other matters which are the ordinary concern of the regula- 
tory commission. To subject the electric co-operative to such regulation would 

1937 Report of Rural Electrification Administration, p. io6. 

. 102 Inland Empire Rural Electrification, Inc. v. Dept, of Public Service, 199 Wash. 527, 
92 P. (ad) 258, 263 (1939). See also Gar\ane Power Co. v. Public Service Commission, 98 Utah 
466, 100 P. (ad) 571, 573. 
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impose upon it needless expense and add unnecessarily to the commission s 

burdens. 

Obstacles encountered by co-operatives. Beyond the difficulties created by 
the adverse decisions of certain regulatory bodies, the rural electric co-opera- 
tives have had to meet the bitter opposition of the private companies. This 
opposition has taken the form of building “spite lines” into areas organizing 
their own co-operatives.’^'^'' Some states, notalsly Illinois and Wisconsin, have 
sought to protect electric co-operatives from the building of spite lines by per- 
mitting a co-operative to retain the exclusive right to serve its area pending 
completion of the organization and construction of its system. Intensive propa- 
ganda to discredit the Rural Electrification Administration and the co-opera- 
tive idea has been supplemented by direct action in sending out squads of 
canvassers to persuade farmers to withdraw from the co-operative, frightening 
and confusing them with false and misleading statements. In the early years, 
the co-operatives experienced great difficulty in getting reasonable wholesale 
rates, the usual rate ofTered approximating two cents per kilowatt-hour, and in 
some instances attempts were made to prevent the co-operative from selling 
at rates lower than those charged by the utility company. 

Reductions in Cost of Service. The keynote of the program’s success has 
been its remarkable achievements in reducing the cost of bringing electric 
service to rural sections. Reductions in costs have been achieved in the con- 
struction of the rural lines and their equipment, in lower prices for wholesale 
power, and in various aids to consumers to enable them to become members 
of the co-operative and increase their consumption of electric energy. 

In the construction work, adaptations to the requirements of rural service, 
simplicity of design, and standardization, have achieved large savings. In the 
years prior to 1935, private companies calculated that an investment of $1,500 
to $3,000 was required per mile of rural line; in contrast, the Rural Electrifica- 
tion Administration reports that it is building equally serviceable lines at 
$500 to $900 per mile. This result has been attained without any sacrifice of 
safety. Lower costs have been made possible in part by the development of 
new types of equipment, and in part by improvements in construction tech- 
nique, the utilization of the moving-belt principle, that is, breaking up the con- 
struction into small, highly specialized sections and sending these sections 
along the line in waves.^°® 

But important as are the savings achieved through streamlined construction 
methods in comparison with piecemeal construction according to “battleship 
standards,” the expansion of rural electrification would have been prevented 
by the high cost of equipment. This problem has been met by standardization 
and by mass purchasing. New types of equipment have been devised; mem- 
bers of the staff have actually invented some of the equipment required. The 
establishment of standardized voltages has further cut costs. As one example, 
instead of $350 imported ground-testing meters, a meter developed by an 

103 These lines followed the “cream-skimming” pattern, making it impractical for a co- 
operative to organize to serve the thinner and less profitable parts of the region. 

i''''* The story of the opposition by private power companies is told in Chapter XIV of Rural 
America Lights Up. 

105 Report of Rural Electrification Administration, p. 58. 



PUBLIC OWNERSHIP 853 

American inventor was placed in quantity production so that it sold at $32 
per Qieter. 

Reasonable rates for wholesale power are indispensable if the co-operative 
is to afford an economical service. The Administration set one cent per kilo- 
watt-hour as the maximum rate which its co-operatives should pay. At first 
great difficulty was encountered in negotiating contracts at this rate, which the 
Administration met in two ways: first, it conducted constant negotiations 
with the private companies in the interests of lower rates, and secondly, it 
allocated funds for the building of co-operative generating plants where the 
co-operatives were unable to obtain reasonable rates. Furthermore, as a service 
to the co-operative, the Administration checks all bills for wholesale power, 
and has secured refunds amounting to several thousands of dollars as a result 
of errors found in billing. In its 1939 report, the Administration, was able to 
state that its co-operatives, outside of the Tennessee Valley Authority’s area, 
were paying an average rate of 1.2 cents per kilowatt-hour for wholesale power, 
but that in many sections of the country substantially lower rates were avail- 
able, both from private companies and from federal projects. As of 1940, there 
were 27 Administration generating plants in operation and 8 others for which 
funds had been allocated. In some instances, rural electric co-operatives have 
combined to operate their own generating facilities. Notable examples are the 
Wisconsin Power Co-operative (serving 12 co-operatives in northern Wis- 
consin), the Tri-State Power Co-operative (serving co-operatives in Wiscon- 
sin, Minnesota, and Iowa), the Tri-County Electric Co-operative (serving 17 
counties in south and central Michigan). Some progress has also been made 
in interconnecting co-operatives, thereby affording the assurance of adequate 
service without the necessity for large standby capacity.^®^ 

Rural electrification is a failure unless the farmers reached by the co-opera- 
tive’s lines use power both in the home and in farm operations. The first step 
has been one of educating the farmers by demonstrating the equipment avail- 
able and the savings in cost that result from the use of electric power. Also, 
group wiring and group purchasing have given important savings. Manufac- 
turers have been persuaded to make equipment particularly for the farm 
market.^°’^ 

Two programs have been devised to bring service to farmers unable to pay 
even the minimum monthly bills of $2.50 to $3.50. One plan has involved a 
special service for low-income farmers, that is, for those who can afford only 
|i a month for electricity, available only to those farmers located upon the lines 
of a co-operative. This special limited service has been made possible by the 
use of a low-cost, low-capacity transformer which permits the simultaneous 
operation of a few lights, a radio, and an electric iron, but which is not capa- 
ble of carrying heavier loads. The purpose of the plan was to bring some of 
the benefits of electricity to the poorer farmers, but the plan also works to the 
benefit of the co-operative by helping it to build a better load. The second plan 

lOG xg^g Report of Rural Electrification Administration, pp. 85-94. 

’ 0 " An example of such savings is afforded by the so-called “package of light” which the 
Administration persuaded eight manufacturers to make up, a package containing nine lighting 
fixtures suitable for lighting a six-room house; lighting fixtures which commonly sold for 
I35.00 were thus obtainable at I20.00. 
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is the self-help project. The members themselves build the project. An arrange- 
ment is made whereby the construction contractor employs the members for 
all unskilled labor. The wages paid the farmers enable them to wire their 
farms and perhaps even to buy a few appliances. 

The Achievements. Electrification of farms. Before the program was 
launched less than ii per cent of the farms of the country were receiving 
central-station service, the total number receiving service being approximately 
744,000. After five years of operation more than 22 per cent of the farms of the 
country (some 1,513,000) were receiving electric service from central stations. 
Table 55 summarizes the progress by years. Most of this has been accom- 

TABLE 55 

• Rural Electrification 



1934 

1935 

1936 

1937 

1938 

1939“ 

Percentage of farmers receiv- 
ing central-station service ** 

10.9 

11.6 

15.4 

18.2 

20.5 

22.1 

Number of farms receiving 
central-station service 
(000 omitted) ^ 

744 

789 

1.043 

1,242 

^,407 

1.513 

Estimated number of con- 
sumers of R.E.A. projects d 






710,306 


® All data as of December 31, except for 1939, for which June 30th figures are presented. 

/9J9 Report oj Rural Electrification Administration, p. 352. 

'■'M/4., pp. 353-354- dll, id., pp. 350-351. 


plished through Rural Electrification Administration projects, although the 
example has stimulated some private companies to undertake an extension 
of rural service in their territory. At the present time these projects are in all 
but four states. Table 56 presents the pertinent data by states as of June 30, 
i 939 > 

Loans. Even with allotments totaling approximately 1224,000,000 through 
the fiscal year 1939, the Administration has reported that the demand for 
funds continued unabated and that applications for %o, 000, 000 remained un- 
filled.^®® As of June 30, 1938, these loans have been allocated to electric co- 
operatives to the extent of more than 85 per cent.^®® 

Low rates. Low rates and increasing consumption measure the benefits of 
rural electrification to the consumer. Rates must be high enough to provide 
the revenue needed to meet all operating and maintenance costs, interest on 
the loan and the amortization of payments to the government. Rates must be 
low enough so that farmers are encouraged to use electric energy in substan- 
tial quantities. The goal of rural electrification is the achievement of a 2-cent 
rate, or less, per kilowatt-hour as the average cost to consumers in all but the 
thin territory. At the present time, the typical rate for consumers is approxi- 

108 jgjg Report of Rural Electrification Administration, p; 3. 

lOD Electric co-operatives received 85.9 per cent; power and irrigation districts, 5.4 per cent-; 
private utility cornpatties, 5.2 per cent; municipalities and other governmental agencies, 3.5 per 
cent. (1938 Report oj Rural Electrification Administration, p. 12.) 
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mately 4% cents per kilowatt-hour. These rates compare with typical rates 
of cents per kilowatt-hour for the World War period and 9 cents per kilo- 
watt-hour for the postwar period.^^'^ The Administration has been able to 
report steadily increasing use of electricity. Farmers in general consume more 
electric energy than city consumers: for 1937 farm consumers took nearly 40 
per cent more energy per consumer than did nonfarm residents.^ ^ ’ In spite of 
the fact that new members are usually small consumers and that most projects 
bring electric service to rural areas for the first time, the first year of operation 
usually shows an increase of about 20 per cent in average consumption per 
consumer. With increasing familiarity with the use of electricity, steady 
growth in farm consumption has been experienced. As the use of electricity 
brings new prosperity and well-being to the farmers, they are able to purchase 
additional appliances with further load-building results.’^^" * 

Phe profits of electrif cation to consumers. In addition to the improvement 
in rural living standards and the gains in comfort and convenience, farm elec- 
trification has meant reduced costs and increased incomes to the farmers. The 
reports of the Administration cite many specific cases where farmers have ef- 
fected large savings through the use of electric equipment. Reduced fire haz- 
ards have lowered the cost of insurance. Electric brooders for poultry farmers 
have not only proved better but less costly to operate than oil-burning brooders. 
The processing and refrigeration of milk has become easier, and higher stand- 
ards of cleanliness have been made possible. Irrigation has been provided, 
utility motors have been installed, et cetera. 

Financial success of the co-operatives. The electric co-operatives arc still in 
their developmental period and it may be expected that their record of finan- 
cial success will show improvement as they become seasoned projects. As of 
June 30, 1940, the program had 691 borrowers. Of this number, eighty-four 
had overpaid their accounts on principal and interest to the sum of $458,702; 
and nineteen borrowers were underpaid in principal and interest account to 
the sum of $82,447.^^^ These defaults were largely due to circumstances be- 
yond the control of the borrower, such as floods, drought, pests, poor crops, or 
other abnormal local conditions. No loans have been reduced or written off as 
bad debts, and there have been no foreclosures. As of December i, 1939, some- 
thing over $2,000,000 had been loaned in wiring and plumbing installation 
loans, and the collections on these loans showed less than i per cent delin- 
quency.^ The Administration itself has met all payments on loans received 
from the Reconstruction Finance Corporation. 

110 Slattery, op. cit., pp. 80-89. 

Nonfann consumers averaged 779 kilowatt-hours for domestic purposes and paid an 
average rate of 4.3 cents per kilowatt-hour and an annual average bill of $34.00; farm con- 
sumers used 1,084 kilow'att-hours for domestic purposes, paid an average rate of 3.7 cents per 
kilowatt-hour, and an annual bill of $40.00. 

^^-1939 Report of Rural Electrification Administration, pp. 124-130. A survey of the uses 
to which electricity was being put resulted in the following list of the ten appliances in most 
general use, with the percentage of consumers using each; “Hand iron, 84.2 per cent; radio, 
82.4 per cent; washing machine, 58.9 per cent; refrigerator, 32.3 per cent; toa.ster, 31 per cent; 
vacuum cleaner, 21.3 per cent; hot plate, 19.2 per cent; water pump, 18.5 per cent; motor up 
fo one horse-power, 18.2 per cent; and cream separator, 14 per cent.” {Ibtd., p. 128.) 

113 Slattery, op. cit., pp. 77-78. 

li'i /939 Report of Rural Electrification Adrnintstratton , p. 134. 
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R.E.A. Allotments by States as of June 30, 1939 
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Missouri 27 9,646,200 9,310,150 209,550 126,500 9,109 29,769 2,504,500 3,159,200 

Montana 10 1,918,600 1,804,437 83,863 30,300 1,^97 145,000 1,157,500 

Nebraska 28 10,112,200 9,575,446 213,304 323,450 8,801 22,807 2,168,000 5,388,750 

Nevada i 222,000 217,000 5,000 84 102 49,000 168,000 

New Hampshire 
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United States 621 $223,903,830 $215,211,713 $4,984,718 $3,707,399 206,7; 

* Source; igjp Report of Rural Electrification Administration, pp. 350-351. 

^ Figures represent estimates in construction loan contract. 

® Figures represent amount of construction loan contracts for which the most advanced stage of the woi 



858 ECONOMICS OF PUBLIC UTILITY REGULATION 


6. FEDERAL POWER PROJECTS 

Hydroelectric Projects and the Federal Power Policy. The development 
of federal hydroelectric projects is no new adventure. For more than thirty 
years the Bureau of Reclamation has developed hydroelectric power as a by- 
product at dams built for irrigation and water-supply purposes. More recently, 
the federal power projects have gone beyond the initial scope of the Bureau of 
Reclamation’s w'ork to multiple-purpose projects and even large regional de- 
velopments, such as those under the Tennessee Valley Authority and Bonne- 
ville Power Administration. 

The theory that the federal government itself should undertake hydroelec- 
tric projects was expressed as early as 1903 by President Theodore Roosevelt 
in vetoing a bill to permit the construction of a project by a private company 
at Muscle Shoals, Alabama. Said the President: 

“The recent development of the application of water power to the produc- 
tion of electricity available for use at considerable distances has revealed an 
element of substantial value in streams which the Government is, or is liable 
to be called upon to improve for the purposes of navigation and this value, in 
my judgment, should be properly utilized to defray the cost of the improve- 
ment. Wherever the Government constructs a dam and locks for the purpose 
of navigation, there is a waterfall of great value. 

. . When the Government is or may be called upon to improve a stream, 
the improvement should be made to pay for itself, so far as practicable.” 

Pecuniary savings are not the only considerations supporting the develop- 
ment of hydroelectric resources by the government itself. In many instances, 
a dam for the development of hydroelectric power is capable of serving a num- 
ber of purposes — the control of flood waters, the improvement of navigation, 
or the conservation of water for irrigation or water supply. A utility seeking 
to develop hydroelectric power can scarcely be asked to make the added in- 
vestment necessary to accomplish these other purposes unless one of two situ- 
ations prevails — first, that the revenues from the sale of power are expected to 
exceed the cost involved in these other projects and that there is no objection 
to imposing upon electric consumers the cost of improvements for flood con- 
trol and navigation; or secondly, that the government undertake to subsidize 
the company to the extent of the investment required for these other public 
purposes. In many instances, the plan for the development and improvement 
of a river basin will be quite di&rent where there are multiple objectives, 
calling for the location of dams at sites which would not be considered eco- 
nomical if power development were the sole objective. The economic justifi- 
cation for undertaking multiple-purpose projects is found in the overall savings 
that are effected in comparison with the larger costs that would be necessary 
to accomplish these several purposes— flood control, navigation improvement, 
water conservation, and power development— by uncorrelated and uninte- 
grated projects. 

Power Projects of the Bureau of Reclamation. Since 1908, when the ia- 

36th Conp’essional Reford, Van p. 3071; appendix 2, pp. 36-43; appendix 19, pp. 47-51. 
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itial unit was installed at the Strawberry Valley Project, the Bureau of Recla- 
mation has been engaged in the development of hydroelectric power as a by- 
product of the construction and operation of its various projects. Table 57 
summarizes the data with respect to such power projects as of June 7,0, 1940. 

Some projects consist of a single unit, while others have a number of sep- 
arate or integrated units, as for example, the Salt River Project, which has 
eight plants. Some projects are operated by the Bureau of Reclamation; others, 
by utility companie.s, co-operatives, or municipalities. At the Boulder Dam 
development, the power is generated by the Bureau of Power and Light of the 
City of Los Angeles and the Southern California Edison Company. Many of 
the projects are quite small, having an installed generating capacity of only 
a few hundred kilowatts. On the other hand, the Boulder Dam development, 
with its 704,800 kilowatts of capacity, is the world’s largest. 

The development of electric power for sale is strictly a by-product at the 
Bureau’s projects, the power required for irrigation, drainage, pumpage, and 
other project purposes having priority over the utility sale of power. The sta- 
tistics with reference to the investment or total cost of the project and those for 
operating costs apply solely to the generation and transmission of electric 
power and do not include figures for the inve.stment in the dam and other 
project work that would be required even though no power were developed. 

The Boulder Dam Project. The Boulder Dam Project is the largest under- 
taking of the Bureau of Reclamation. The dam itself is the world’s highest, 
having a height of 727 feet above bedrock and impounding the world’s largest 
artificial lake, extending 115 miles up river and having a maximum capacity 
of 30,500,000 acre-feet of water. The power house at the base of the dam is 
also the world’s largest, both in physical size and in the capacity of its gen- 
erators. The Boulder Canyon Project serves a fivefold purpose of flood control, 
irrigation, silt control, water storage, and electric power development. 

The Boulder Canyon Project was built by the Secretary of Interior under 
the Boulder Canyon Project Act.^^® The dam itself required five years for 
construction. The first power was generated in September, 1936. 

The generation of power is carried out by those who have contracted with 
the Secretary of Interior for the purchase of power privileges at Boulder Dam. 
The Boulder Canyon Project Act provided that the government should erect 
a power plant at Boulder Dam and should install generating equipment as re- 
quired by the purchasers of Boulder Dam power. The right to generate elec- 
tric energy in the government-built plant may be leased under contract, or 
alternately, contracts may be entered into for the use of water for the genera- 
tion of electric energy At the present time the Bureau of Power and Light 
of the City of Los Angeles generates and transmits power for the municipali- 
ties and other public bodies that are buying Boulder Dam power, while the 
Southern California Edison Company performs the same function for the 
private utility companies. The city of Los Angeles and the Southern Califor- 

45 Stat. 1057, Ch. 42. (Dec. 21, 1928). In Arizona v. Calijornia, 283 U.S. 423 (i93i)> 
the Supreme Court upheld the constitutionality of the Boulder Canyon Project Act, holding in 
c^ect that the United States may perform its function, in this instance the improvement of 
navigation, and other functions, without the necessity of conforming to the laws of any state, 
I Bid., See. 6 . 
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Data on Power Plants 
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nia Edison Company co-operate both in the generation and transmission of 
Boulder Dam power. 

Bringing Boulder Dam power to market constitutes a most notable engi- 
neering achievement. The City of Los Angeles built and operates the 266-mile 
transmission line, which set new standards for long-distance high-voltage 
commercial transmission of power. At Boulder Dam the power is stepped up 
to a voltage of 287,500 and arrives at the receiving station at 275,000 volts. The 
transmission system required pioneering engineering research by the Bureau 
of Power and Light of the City of Los Angeles. 

The financing of the Boulder Canyon Project. The Boulder Canyon Project 
cost $165,000,000, of which $70,600,000 was the cost of the dam and reservoir, 
$38,200,000 the investment in power development, $38,500,000 the cost of the 
All-American canal, and $17,700,000 the charge for interest during construc- 
tion. The sum of $165,000,000 was appropriated by Congress, and the statute 
provided that of this sum $25,000,000 should be allocated to flood control. 

The total investment in the transmission system was approximately $30,000,- 
000, of which $22,799,000 was secured through a Reconstruction Finance Cor- 
poration loan granted in February, 1933. With the improvement in the invest- 
ment market, the Bureau issued its revenue bonds in October, 1935, and im- 
mediately repaid the loan. 

The Boulder Canyon Project Act provided that, prior to beginning con- 
struction, the Secretary of Interior must have concluded contracts assuring 
revenues suflicient in his judgment to pay all expenses for operation and main- 
tenance and to repay within fifty years of completion all amounts advanced 
for the construction together with interest thereon.^^*' In June, 1930, the Sec- 
retary of Interior announced that the contracts had been signed.^ 

The distribution of power. The water available at Boulder Dam is subject 
to certain priorities: first, for river regulation, improvement of navigation, 
and flood control; secondly, for irrigation and domestic uses; and thirdly, for 
electric power.^-^ The power available for sale was allocated — to Arizona and 
Nevada, 18 per cent each, to be contracted for whenever needed; to Los Ange- 
les, 15 per cent; to the three municipalities of Pasadena, Glendale, and Bur- 
bank, 4 per cent; to the Metropolitan Water District, 36 per cent; and to three 
utility companies, 9 per cent (Southern California Edison Company, 7.2 per 
cent. Southern Sierras Power, 0.9 per cent, and Los Angeles Gas and Electric, 
0.9 per cent). The Metropolitan Water District may demand all of the unused 
state energy, although it is not required to take it, and all of the secondary 
energy, although it is not required to take that; and subject to the Metropolitan 

Sec. 2 (a) and (b). 

Uid., Sec. 4 (b). 

The $25,000,000 allocated to flood control was to be amortized through the application of 62^/2 
per cent of the net revenues remaining after all expenses of operation and the above amortization 
payments had been met. 

120 The Bureau 'of Power and Light of the City of Los Angeles was the principal contractor. 
Indeed, without the assured market afforded by the Bureau of Power and Light and without 
the support of the City of. Los Angeles for the enactment of the bill, it is doubtful whether tlie 
Boulder Act would have passed Congress. 

Sec. 6. r 

The leasing of surplus water power by the Secretary of the Interior at dams operated by the 
reclamation service was authorized in 1906 in an amendment to the Reclamation Act of 1903. 
(34 Stat. 116, 117.) , 
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Water Distiict s prior claim, the City of Los Angeles may absorb one-half 
of the unused state energy 

The power generated at Boulder Dam is sold on the basis of 1.6^ mills per 
kilowatt-hour of firm energy and at the rate of 0.5 mills for secondary energy 
under the contract between the Los Angeles Bureau of Power and Light and 
the federal government, which became operative on June i, 1937. For the year 
ending June 30, 1940, the Bureau of Power and Light paid a total of $2,693,- 
161.66 for production expenses at Boulder Dam. Of this sum, $2,128,500.17 
was payment to the federal government for power privileges ($2,013,390.70 
was based on the firm energy rate, and $115,109.47 on the secondary energy 
rate), .$440,863.31 was the rental payment for generating facilities, and $123,- 
798.18 for other expenses. During this period the City of Los Angeles received 
132355209)02.3 kilowatt-hours of firm energy and 226,544,595 kilowatt-hours of 
secondary energy. July, 1940, the Boulder Canyon Project Adjustment 
Act was passed by Congress. It provides for a redetermination of energy rates 
based upon estimated revenues and expenses for the fifty-year period of the 
agreements with revision retroactive to June i, 1937, the periodic review and 
adjustment of rates in the future, and the reduction of the interest rate used in 
computing costs from 4 per cent to 3 per cent. 

The Tennessee Valley Authority, A background of controversy. The 
improvement of the Tennessee River has received the attention of the federal 
government since early in the last century. From that time to the First World 
War private power interests exhibited a desire to develop the hydroelectric 
resources of the river, As a parfof the World War defense effort, the Presi- 
dent was authorized to build dams and install power equipment for the pur- 
pose of producing nitrates, but it was not until 1925 that the first of the three 
projected dams, the Wilson Dam, was completed. 

^22 Department of Interior, The Hoover Dam Power and Water Contracts and Related Data 
(by R. L. Wilbur and N. Ely), p. 25. 

123 Boulder Dam Energy Taken By City of Los Angeles 
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“Note — The above table does not include 493,954,534 kilowatt-hours taken under an interim 
agreement from October, 1936, to June i, 1937. The charge for such energy wa.s at the rate of 
one-half mill and amounted to $246,977.27.” — From City of Los Angeles, Report a?id Accounts 
oj the Bureau of Power and Light as of June 30, 1940. (By Price, Waterhouse & Co.) 

124 Report of the Joint Committee Investigating the Tennessee Valley Authority, 76 C., 1st s., 
Sen. doc. No. 56, pp. 12-13. 

125 215; H.R. doc. No. 1262, 64 C,, 1st s. 
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Following the World War, proposals for transferring the power facilities 
at Muscle Shoals to private industry, and counter-proposals for the further 
development of hydroelectric power by the government, were debated, but all 
save two failed to command the necessary support in Congress. On May 25, 
1928, a bill passed both Houses providing for a corporation to produce and sell 
both fertilizer and power and to construct an additional dam on Cove Creek 
(the present site of the Norris Dam), but this bill was pocket-vetoed by Presi- 
dent Coolidge.^^*^ On March 3, 1931, President Hoover vetoed a similar bill, 
on the ground that the government should not compete with its citizens.^^^ 
When President Franklin D. Roosevelt came to office, plans for development 
of the hydroelectric resources of the Tennessee River were again brought to 
the fore. On April 10, 1933, the President’s message to Congress recommended 
the passage 'of legislation providing for the unified development of the entire 
Tennessee Valley.^^® The Tennessee Valley Authority Act was approved on 
May 18, 1933. 

The enactment of the Tennessee Valley Authority Act did not terminate 
the controversy. Differences of opinion within the board of directors of the 
Tennessee Valley Authority developed into a political issue and resulted in a 
prolonged investigation by a joint committee of both houses of Congress.^ 

The development of the Tennessee Valley program was opposed at every 
turn by the private utility companies; suits were carried to the Supreme Court 
challenging the constitutionality of the Act and the establishment of municipal 
plants. 

The Act. The original Tennessee Valley Authority Act was approved May 
18, 1933, and subsequently amended by an Act signed August 31, 1935. The 
Act created the Tennessee Valley Authority, a government corporation, for 
the purpose of maintaining and operating the government property at Muscle 
Shoals, Alabama, and for the further development of the Tennessee River 
and its tributaries in the interests of navigation improvement, flood control, 
and the production of power. The corporation is managed by a board of three 
directors appointed by the President, by and with the advice of the Senate, for 
nine-year terms, except for the initial appointees.'^ The directors may have 
no financial interest in any business that may be adversely affected by the suc- 
cess of the corporation, and they must be persons who “profess a belief in the 
feasibility and wusdom of the act.” 

The board of directors has broad powers to manage the affairs of the Au- 

H. Kept. 1095, 70 C., rst s. 127 §_ 321, 71 C., 3d s., page 6. 

128 73 c., I s., House doc. No. 15. 

129 fyport of the foint Committee Investigating the Tennessee Valley Authority, 76 C., i s., Sen. 
doc. No. 56. See also the Reports and Exhibits, 76 C., i s., Sen. doc. No. 56, pts. 2 and 3. 

119 48 Stat. 58, Cli. 32, amended 49 Stat. 1075, Ch. 836. 

181 Tennessee Valley Authority Act, as amended, Sec. 2. 

182 The original board consisted of Arthur E. Morgan, president of Antioch College, as 
chairman, H. A. Morgan, president of the University of Tennessee, and David E. Lilicnthal, a 
member of the Wisconsin Public Service Commi-ssion. Mr. A. E. Morgan held office as chair- 
man until March 22, 1938, when he was removed by the President, and his place was taken by 
Dr. H. A. Morgan. The removal of Mr. A. E. Morgan was the result of dissension within the 
board which precipitated the Congressional investigation. Subsequently, former Senator James E. 
Pope became the third director. 
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thority. It may employ all necessary officers and employees.’^"'* It is authorized 
to acquire property for the construction of dams, reservoirs, transmission lines, 
power houses, and other structures, and to construct dams and reservoirs in 
the Tennessee River and its tributariesd^'^ It may lease the nitrate plants at 
Muscle Shoals— which must be maintained in stand-by condition for the emer- 
gency production of explosives — for the commercial manufacture of fertilizers, 
and it may also engage in educational and experimental work with respect to 
the more economical production of fertilizers and their used'"*' It is also au- 
thorized to sell any surplus power not used in its operations. 

The objectives of the Act are broad enough to include the entire economic, 
social, and cultural development of the Tennessee Valley, including specifically 
“flood control, soil erosion, afforestation, elimination from agricultural use of 
marginal lands, and distribution and diversification of industry.” To promote 
these ends, the Authority is instructed to make surveys and prepare plans “for 
the general purpose of fostering an orderly and proper physical, economic and 
social development” of the area.^^^ In the operation of its dams and reservoirs, 
the board is directed to give first consideration to the regulation of streams 
both for. the purposes of promoting navigation and controlling floods. So far 
as is consistent with these primary purposes, the board is further directed to 
provide and operate facilities for the generation of electric energy in order to 
avoid the waste of water power, and to market such power in order to assist 
in liquidating the cost or aid in maintaining the projects.^'^'^ 

T'he constitutionality of the Act. Though the constitutionality of the Tennes- 
see Valley Authority Act has been challenged on every conceivable ground, 
the cases reaching the Supreme Court have all been disposed of favorably to 
the Authority without passing directly on the basic constitutional questions. 
During the first five years of its history — that is, to June 30, 1938— the Act 
had been attacked on constitutional grounds in 57 cases, of which 41 were 
brought by private persons and corporations and 16 were condemnation cases 
instituted by the Authority. Of the 41 cases directly attacking the constitution- 
ality of the Act, the Authority was the defendant in 19, and municipalities or 
co-operatives seeking to deal with the Authority were defendants in the other 
22. Despite the fact that all of the cases were ultimately disposed of favorably 
to the Authority, the litigation delayed the development of the power pro- 
gram, and caused large losses to the Authority and to those who would have 
dealt with it.^®® 

Three of the nineteen cases in which the Authority was named defendant 
reached the Supreme Court, and three of the cases in which the defendants 
were municipalities or co-operatives also reached the Supreme Court.^®'* By 

133 Tennessee Valley Authority Act, as amended, 49 Stat. 1075, Sec. 3. 

131 Ibid., Secs. 4 and 12. 135 ibid., Sec. 5. 

135 Ibid., Sec. 22. i®^ Ibid., Sec. 9A. 

13S . . It [the Authority] estimates a loss to the Authority in wholesale power revenues of 

$5,325,644. Losses to consumers, resulting from delays in obtaining the benefit of low Authority 
rates are estimated at $7,702,100. Taking into consideration also the Authority’s direct legal 
expenses the total losses are estimated by the Authority at $I3.545>903-” {Report of the Joint 
Committee Investigating the Tennessee Valley Authority, pp. 65-66.) 

'130 p. 63. 
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one line of attack, the power companies sought to enjoin the Public Works 
Administration from making loans and grants to seven Alabama cities and 
towns for the construction of municipal distribution systems. The Supreme 
Court concluded that the municipalities had the right under state law to en- 
gage in the electric business in competition with the private company, for the 
latter had no exclusive franchise; that the injury or damage which the com- 
panies anticipated followed from lawful competition, not from the loans; and 
that, therefore, the companies were without any legal right to enjoin the mak- 
ing of the loansp-'* 

Other suits named the Authority as defendant. The Ash wander case grew 
out of a contract between the Authority and the Alabama Power Company for 
the purchase of the company’s transmission facilities in the vicinity of Wilson 
Dam. The s*uit w^as brought by fourteen preferred stockholders of the com- 
pany, seeking to enjoin the performance of the contract on the grounds that 
the Act was unconstitutional, and the contract, therefore, invalid. The Su- 
preme Court decided the case without passing upon the constitutionality of the 
Act as a whole, concentrating on the right to sell the power generated at 
Wilson Dam. Finding that the Wilson Dam had been constructed for consti- 
tutional purposes (national defense and navigation), the Court held that the 
Authority could legally sell and transmit to markets over its own lines the 
power generated at Wilson Dam.^^^ 

The Eighteen-Power-Companies case presented the broadest challenge to 
the constitutionality of the Act and elTectively blocked the Authority’s power 
program for more than six months.’ Again, the Court did not find it neces- 
sary to determine whether the Authority had the constitutional right to en- 
gage in the acts that were subject to the complaint. Instead, it ruled that the 
power companies possessing no exclusive monopoly and having no right to be 
free of competition, had no legal basis to challenge the acts of the Authority 
or the constitutionality of the law under which it operated. 

The ligitation involving the Tennessee Valley Authority has afforded the 
Supreme Court numerous opportunities to declare the legislation unconsti- 
tutional, but the Court has preferred to rest its decisions on narrower grounds. 
As a result of these decisions it would seem difficult for future cases to raise 
the question whether the Act is constitutional. 

The construction program. The construction program has been carried 

^‘*0 Alabama Power Co. v. lc\es, 302 U.S. 464 (1938); D«/<<? Power Co. v. Greenwood County, 
3020.5.485(1938). 

Ashwander v. T.V .A., 297 U.S. 288 (1936). 

Tennessee Electric Power Co. v. Tennessee Valley Authority, 306 U.S. 118 (1939). 
Mr. Justice Roberts delivered the opinion of the Court, with Chief Justice Hughes and Justices 
Brandeis, Stone, Black, and Frankfurter concurring. Justices Butler and McReynolds dissented. 
Mr. Justice Reed took no part in this case. 

The power companies asked: “that the defendants be restrained from generating electricity 
out of water power created, or to be created, pursuant to the Act and the Authority’s plan of 
construction and operation; from transmitting, distributing, supplying or selling electricity so 
generated, or to be generated, in competition with any of the complainants; from constructing, 
or financing the construction of, steam or hydroelectric generating stations, transmission lines 
or means of distribution, which will duplicate or compete with .any of their services; from regu- 
lating their retail rates through any contract, scheme or device; and from substituting federal 
regulation for state regulation of local rates for electric service, more especially by incorporating 
in contracts for the sale of electricity terms fixing retail rates.” (P. 135.) 


PUBLIC OWNERSHIP 867 

through as a continuing enterprise. The Authority now has fourteen dams in 
operation (some acquired by purchase) or under construction. Table 58 lists 
the dams, with their dates of completion and potential capacity. Full provision 
is being made for improvements in navigation and flood control in the dams 

TABLE 58 

Construction Program of the Tennessee Valley Authority 


Project 

Date of 
Completion 

Ultimate Capacity 
{Kw) 

Kentucky 

1945 

160,000 

Pickwick Landing 

1938 

216,000 

Wilson, 

1926 

444,000 , 

Wheeler 

1937 

259,200 

Guntersville 

1940 

97,200 

Hales Bar “ 

1913 

50,483 

Chickamauga 

1941 

108,000 

Watts Bar 

1943 

150,000 

Fort Loudoun 

1944 

96,000 

Norris ® 

1937 

100,800 

Hiwasse ^ 

1941 

115,200 

Cherokee ® 

1943 

120,000 


1,916,883 

* Source: Tennessee Valley Authority, Annual Report, 1^40, pp. 16-18. 

® Acquired by purchase from the Tennessee Electric Power Co. Four other dams were also 
acquired from the same company: Ocoee No. i, i8,ooo kw.; Ocoee No. 2, 28,200 kw.; Blue 
Ridge, 20,000 kw.; and Great Falls, 29,370 kw. 

I’ Located on tributaries. 

erected, but the installation of generating equipment is planned to meet the 
development of the market for electric energy. 

T he cost of the program. As of June 30, 1940, the funds appropriated and the 
properties transferred to the Authority totaled 1303,881,684.62.^'^^^ As of the 
same date, the fixed assets were carried at 1320,477,459,46. The Authority 
showed a net expense for operations of 123,860,419.22, only the power program 
showing net income of $5,193,865.10 for the seven years from June 16, 1933 to 
June 30, 1940.^^'^ It is anticipated that the total cost of the project will exceed 
,$500,000,000.^'^® 

The allocation of costs. The Act required that the Authority ascertained how 
much of the cost of its properties should be allocated and charged to the various 
purposes for which the project was undertaken — flood control, navigation, 
fertilizer, national defense, and the development of power. The law further 
provided that these allocations, when approved by the President, should be 
final and should be used for the purpose of keeping the books and accounts of 
the project.^^® 

of the assets transferred from the War Department, Wilson Dam and the equipment and 
supplies at Muscle Shoals were recorded at a reduced original cost less accrued depreciation as of 
July I, 1933; and the Wheeler navigation lock and the design for the Pickwick navigation lock 
at original cost. These four items amounted to $33,812,414.62. 

■.144 Annual Report, 1940, pp. 54-55. 

Report of the Joint Committee Investigating the Tennessee Valley Authority, p. 152. 

Tennessee V alley Authority Act, Sec. 14. 
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The theory that the rates established by the Authority may serve as a yard- 
stick to determine the reasonableness of the rates charged by private cpm- 
panies has made the determination of the cost of producing power a critical 
issue, and has led to much controversy with respect to the allocation of the 
investment. 

Three theories of allocation have been suggested : 

(1) It has been proposed that, since in the past the federal government has 
reciuired that power companies licensed to develop projects on navigable 
streams bear the total cost of any expense for navigation improvement, the 
total investment should be charged to power. This is the no-allocation theory. 
However, the multiple-purpose dams of the Authority are not comparable to 
those erected by private power companies; the dams are located with reference 
to the recpiirements of navigation and flood control, whereas the projects con- 
structed by private companies are located and designed with primary regard 
to the economical generation of power, any expenditures for navigation works 
being limited to construction of an incidental character. Also, the Authority 
is not permitted to regulate the flow of water primarily for the purpose of 
producing power. Clearly, this theory would impose unwarranted costs upon 
consumers of power. 

(2) The incremental-power-investment theory has proposed that the total 
investment should be charged to power production after deducting the esti- 
mated cost of the most economical alternative plan for accomplishing the 
other purposes. This theory would be justifiable only if navigation and flood 
control were subordinate to the power program, and if the “most economical 
alternative plan” would provide an equally satisfactory scheme for flood con- 
trol and an equally effective improvement in navigation 

(3) The theory adopted by the Authority has been designated the alternate- 
justifiable-expenditnre theory. This theory assumes that each of the principal 
purposes— navigation improvement, flood control, and power development— 
is equally important, and that each should carry a share of the common costs 
equivalent to the savings which each purpose enjoys through combination in 
a multiple-purpose enterprise.^^^ 

The committee investigating the Tennessee Valley Authority described the 
alternate-justifiable-expenditure theory as follows: 

“The total cost of the 10 dams, with an installed electric capacity of 1,401,500 
kilowatts, is estimated at $407,809,864. 

“i. The direct costs of navigation, flood control and power were computed 
separately, as being the amount that could be saved by eliminating that func- 
tion from the multiple-purpose program. 

“By eliminating navigation $44,880,800 could be saved; or by eliminating 
flood control $33,763,000 could be saved; or by eliminating power $108,884,965 
could be saved. 

The figures submitted on the basis of this theory were rejected by the majority of the 
Congressional investigating committee because the alternative plans were not considered equally 
satisfactory. 

Report of the Joint Committee Investigating the Tennessee Valley Authority, pp. 153-161. 
See also Glaeser, “Those Joint TVA Costs,” 24 P. U. Fort. 259 (Aug. 31, 1939). 
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“Taken all together, these direct costs leave $220,281,099 of the total multi- 
purpose costs still unallocated. This remainder represents common costs and 
may be considered as the cost of combining the three uses into one project and 
is allocated by the following process. 

“2. For comparison with direct costs as found in the multiple system, the 
separate costs of alternative one-use systems were computed. 

“A system built for navigation alone, based mainly on the bS-dam plan,’ 
suggested by the Army engineers would have cost $163,519,900. 

“A system built only for flood control w^ould have cost $140,826,000. 

“A system built only for power production would have cost $250,096,000. 
(These are, of course, on Tennessee Valley Authority estimates.) 

“3. The next step was to determine the sum of the alternative single purpose 
costs remaining after deducting the direct costs identified in the multipurpose 
costs, in order to compare the remaining alternative costs with the correspond- 
ing costs of the multipurpose system. 

“The direct cost for navigation in the combined system is $118,639,100 less 
than the cost of a system for navigation alone. 

“The direct cost for flood contsol in the combined system is $107,063,000 
less than the cost of a system for flood control alone. 

“The direct cost for power in the combined system is $141,211,035 less than 
the cost of a system for power alone. 

“The sum of these differences is therefore $366,913,935; the common cost of 
bringing them into combination, as given in (i) is $220,281,099, called in the 
report ‘remaining multiple-use costs.’ 

“4. The remaining costs, $220,281,099, are allocated to the three purposes in 
the ratios of the respective single purpose remaining alternative cost (3) to the 
sum of those alternative costs. The items are as follows: 


To Navigation, 32.2 per cent, or $70,921,048 

Flood control, 29.7 per cent, or 65,386,808 

Power, 38.1 per cent, or 83,973,243 

Total expense of combining 220,281,099 


“5. Adding the direct costs to the allocated common cost of combining 
them into a multiple use project: 



Direct 

Remainder 

Total 

Per cent 

Navigation 

$44,880,800 

$70,921,048 

$115,801,848 

28.4 

Flood control 

33,763,000 

65,386,808 

99,149,808 

24-3 

Power 

108,884,965 

83>973>243 

192,858,208 

47-3 

Total 

187,528,765 

220,281,099 

407,809,864 



“The committee’s engineers accept Colonel Parker’s allocation, subject to 
various minor changes. There is also to be added an estimated cost of $75,500,- 
000 for transmission, charged wholly to electricity. Mr. Panter’s modification 
of Colonel Parkqr’s results is shown below : ■ 
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Pan ter 

Tennessee 
Valley ' 
Authority 

Navigation 

$121,789,873 

Per cent 
24.1 

Per cent 

24.0 

Flood control 

104,061,813 

20.6 

20.5 

Power and transmission 

279,488,335 



55-5 

Total 

505,340,021 


” 149 


The alternate-jiistifiable-expencliture theory affords a justifiable basis for the 
allocation of the investment costs. But the validity of the application of the 
theory can lae judged only when actual-cost figures, rather than estimates, are 
available. 

Navigation. The Act contemplates the improvement of the Tennessee 
River to provide a nine-foot channel from the mouth of the river to Knox- 
ville, a distance of 650 miles. In its 1940 report, the Authority stated that al- 
though the project was far from completion there had been an appreciable in- 
crease in freight movement on the Tennessee River, the traffic consisting 
largely of gasoline, grain, and forest products. The volume of traffic increased 
from 22,482,000 ton-miles in 1933 to 70,700,000 ton-miles in 1939. 

Flood control. In the Tennessee Valley, the principal flood danger is at 
Chattanooga. The completion of the ten-dam system will reduce flood heights 
at Chattanooga by some seven or eight feet. What effect the program will have 
in controlling flood waters in the Ohio and the Mississippi is problematic.^ 

A marftet for power. The policy to be followed in the distribution and sale 
of the surplus power generated by the Authority is set forth in the statute: the 
projects are to be considered primarily for the benefit of the people of the en- 
tire section, particularly the rural and domestic consumers ; the sale of power 
to industry is secondary and for the purpose of securing an improved load 
factor and revenues, which will permit the lowest possible rates to domestic 
and rural consumers.^ In furtherance of this basic policy, preference in the 
sale of surplus power must be given to the requirements of states, counties, 
municipalities, and co-operative organizations not organized or doing business 
for profit.^*'*^ In contracts for the sale of power, such conditions may be at- 
tached as appear appropriate to promote the wide availability of abun- 
dant power at low cost. And power may be sold to private corporations for 
resale to consumers only if the purchaser agrees not to resell at prices in excess 
of those fixed by the board as just, reasonable, and fair.^®^ 

The fulfillment of the policy thus laid down by Congress necessitated that 
the Authority be able to take its power to the markets where demand existed, 
and that it be legally and economically possible for public bodies to organize 
to undertake the retail distribution of the power. At the time the Act was 
passed, there was only one transmission line to the Wilson Dam and that was 
owned by the Alabama Power Company. The Authority is therefore per- 

Report oj the foint Cotnmittee Investigating the Tennessee Valley Authority, pp. i57-i5'3. 

//W., pp. 140-144. 

1®' Tennessee Valley Authority Act, Sec. 11. 4 ®^ Ibid,, Sec. 10. ^^^ Ibid., Sec. 12. 
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mitted to acquire or construct transmission linesd''"'^ It has been the practice 
of the board to purchase existing facilities in order to avoid wasteful duplica- 
tion and to provide protection for private investmentsd'''** As of June 30, 1940, 
the Authority had in operation over 4,600 miles of transmission line, with 
voltages ranging from 12,000 to 154,000. 

Distribution systems. The Authority has promoted the development of pub- 
lic agencies and co-operatives to undertake the retail distribution of power. 
It is required “to advise and co-operate with and assist, by extending credit 
for a period of not exceeding five years to States, Counties^ municipalities and 
nonprofit organizations ... in acquiring, improving, and operating {a) ex- 
isting distribution facilities and incidental works, including generating plants; 
and ih) interconnecting transmission lines; or in acquiring any interest in 
such facilities, incidental works, and lines.” In furtherance of this pro- 
gram, the Authority and the Rural Electrification Administration have ex- 
tended funds to aid in the construction of facilities for co-operatives. As of 
July 18, 1940, there had been twenty-eight properties purchased from private 
corporations by the Authority acting in co-operation with local co-operative 
and municipal agencies or by local co-operatives and municipal agencies act- 
ing alone. The total purchase price aggregated $110,343,501, of which some- 
what less than half represented property purchased by the Authority.'* 

The Authority has taken the initiative in conducting negotiations for the 
acquisition of properties. The basis for negotiation has been the original cost 
of the property less accrued depreciation, but in many instances the final pay- 
ment has been more than that sum. It has been a stated policy to give full pro- 
tection to the actual prudent investment in the properties acquired, and this 
policy has been said to have been complied with when the purchase prices 
have sufficed to retire bonds and preferred stock at their face value with the 
provision of substantial balances for the common stockholders.^®® 

The Authority, in promoting the fullest possible utilization of power in 
rural districts, has even been authorized to construct transmission lines to 
farms and small villages that would not otherwise be served, and to distribute 
electric power directly to the consumer.^®® 

Sales to industrial consumers. The Authority is permitted to contract for the 
sale of power to industrial consumers as a means of improving its load and 
obtaining added revenue. However, such contracts must contain a provision 
permitting the contract to be canceled upon five years’ notice, if the power 
is needed to meet the requirements of states, counties, or municipalities.^®® A 
large proportion of the power sold to such industrial consumers consists of 
secondary or interruptible power which cannot be used by municipal and 
co-operative purchasers. 

Sales to utility companies. Where it sells to private power companies for 
resale to ultimate consumers, the Authority is instructed to require the private 
corporation to agree that the prices to consumers shall not be in excess of those 

Ibid., See. 12. Annual Report. J 939, p. 49. 

1®® Tennessee Valley Authority Act, Sec. 12 (a), 
isi" Annual Report, 1939, pp. 50-51; 1940. pp. 20, 86-87. 

Anmial Report, 1939, pp. 50-55; 1940, p. 21. 

169 Tennessee Valley Authority Act, Sec. 10. 


"‘■^^Ibid,, Sec. lo. 
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fixed by the board as reasonable, just, and faird®^ Sales to private corporations 
have consisted largely of secondary and dump power that would not be other- 
wise marketable. The Authority has also negotiated arrangements for the 
interchange of power with adjacent power companies. These contracts have 
not contained any provisions as to prices to be charged to consumers. 

For the year ending June 30, 1939, the Authority was selling to six classes 
of customers. (See Table 59.) It sold 3,629,676,604 kilowatt-hours of energy, 
TABLE 59 * 

Distribution of Energy and Revenues Received by the Tennessee Valley 
Authority Year Ended June 30, 1940 



Total energy sold 

Total revenue 

Average 

rate 


Kwh 

Per 

cent 

Amount 

Per 

cent 

per \wh 
(mills) 

74 Public agencies (mu- 



$6,678,120.60 



nicipal and county) 

1,539,562,968 

42.4 

44-1 

4-34 

32 Co-operatives 

141,930,193 

3-9 

836,335-83 

5-5 

5-89 

7 Industrials 

1,169,057,645 

32.2 

4,339,303-96 

28.7 

3-71 

17 Private Utility Com- 



2,182,465.09 



panies 

523,232,414 

14.4 

14.5 

4.17 

Temporary rural service 

27>565,938 1 

0.8 

396,057.72 

2.6 

14-37 

( 12 districts) 






Interdepartmental sales 

228,327,446 I 

6.3 

693,096.76 

4-6 

3.04 

Total Sales 3,629,676,604 

* Source: Anfiml Report, 1940, pp. 90-92. 

100.0 

$15,125,379.96 

100.0 

4.17 


and collected a total revenue of $15,125,379.96. The average rate, in mills, was 
4.17. The preferred customers, the seventy-four municipalities and thirty-two 
co-operatives, took approximately 1,680,000,000 kilowatt-hours and provided 
revenue approximating $7,514,000. The seven industrials, taking largely sec- 
ondary and interruptible power not suitable for use by municipal and co- 
operative units, received over 1,169,000,000 kilowatt-hours and provided almost 
30 per cent of the total revenue. The remaining sales were to utility companies, 
to consumers in twelve districts where temporary rural service was provided 
directly, and to departments within the organization. 

In the year 1939, the Authority’s power operations were reported to be on a 
paying basis. The power revenues yielded a net income of more than $1,478,000 
after all expenses, including direct power expenses and allocated expenses 
incurred jointly in the operation of the multiple-purpose dams for navigation, 
flood control, and power. Depreciation, calculated at 2.1 per cent of the electric 
property on a straight-line basis, amounted to $1,736,000 and was deducted 
prior to determination of net income. Furthermore, the net income for 1939 
was sufficient to balance all losses previously sustained in power operations 

Ibid., Sec. 12. 

sales to electric utilities have been chiefly to the Arkansas Power and Light Company, 
Commonwealth and Southern Corporation, and the Alabama Power Company. Provisions as to 
resale rates appear only in the contract with the Arkansas Power and Light Company. 
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and to leave a margin of $900,000 as the net income for the five-year periodd^^’' 
For tjie year 1940 (i.e., ending June 30, 1940), the total revenues from the 
power program amounted to $15,285,073.54 and provided a net income from 
the power program of $4,299,229.43.^“'^ 

Retail distribution, (i) General characteristics of contracts with municipali- 
ties and co-operatives. All of the contracts with municipalities and co-opera- 
tives are for twenty years. The contract sets forth the wholesale rates at which 
the Authority will sell power and also stipulates the rates which the retail dis- 
tributor shall charge to various classes of consumers. It is provided that the 
Authority and the municipality or co-operative shall agree upon such changes 
in rates as may be necessary to maintain the distributing system on a self- 
supporting and financially sound basis. 

(2) The wholesale rates. The wholesale power rate schedule (Schedule 
A-i) is available to states, counties, municipalities, and co-operative organiza- 
tions. The schedule is a two-part rate with a demand charge of ninety cents 
per kilowatt of demand per month and an energy charge varying from 4 
mills to 2 mills per kilowatt-hour. 

Wholes a1.e PownER Rate 
Schedule A-i 

Demand Charge — 

$0.90 per kilowatt per month 

Demand, maximum integrated 60-minute period. 


Energy Charge Mills per 

]{wh 

First 100,000 kwh per month 4 

Next 200,000 kwh per month 3 

Next 700,000 kwh per month 2.5 

Over 1,000,000 kwh per month 2 


A reduction of one-half mill per kilowatt-hour is made for energy exceeding 
360 times the measured demand, and in order to protect the revenues of the 
distributors, the schedules provide a maximum energy charge of 2 mills for 
any energy that is resold at 4 mills to residential consumers. The demand 
charge constitutes the minimum monthly bill.^“^ 

The municipalities and co-operatives purchased power from the Authority 
at an average cost of 0.449 cent per kilowatt-hour for the year ending June 30, 
1940; with an allowance for line losses, the cost of power actually sold was 
0.498 cent per kilowatt-hour. The cost of purchased power was the largest 
single item of expense for the retail distributors, amounting to 48 per cent of 
their total operating expenses.^®® 

(3) Retail rates. Contracts with municipalities and co-operatives provide 
for the use of certain standard rates for different categories of consumers.^®'^ 

Annual Report, 1939, pp. 58-59. Annual Report, 1940, pp. 55-56. 

The demand charge assumes a power factor of 85 per cent, and adjustments in the charge 
may be made for lower power factors. 

Tennessee Valley Authority, Municipalities and Co-operatives, Financial Statements for 
the Fiscal Year Ending June 30, 1940, pp. 3-4. 

For the full schedule, see one of the contracts with a municipality, for example, the City 
of Athens, Tennessee. {Annual Report, 1939, pp. 163—177.) 
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The standard residential rate is a block form with an initial rate of 3 cents per 
kilowatt-hourj the rate declining until it averages 0.75 cent per kilowatt-hour 
for consumptions of 1,400 kilowatt-hours and more per month. 


Standard Residential Rate 
Schedule B-i 

First 50 kwh per month 3 cents per kwh 

Next 150 kwh per month 2 cents per kwh 

Next 200 kwh per month i cent per kwh 

Next 1,000 kwh per month 0.4 cent per kwh 

Over 1,400 kwh per month 0.75 cent per kwh 

Minimum monthly bill, 75 cents per meter 


For the year ending June 30, 1940, the average revenue from residential con- 
sumers of the retail distributors was 2.14 cents per kilowatt-hour, the low 
being 1.45 for the Alcorn County Electric Power Association and the high, 
4.03 for the Central Electric Power Association^®^ The average annual resi- 
dential consumption was 1,331 kilowatt-hours, in comparison with the na- 
tional average of 925 kilowatt-hours for the twelve months ending June 30, 
1940. 

The typical contract with distributors provides also for a standard schedule 
for basic small lighting and power rates (Schedule B-2), basic large lighting 
and power rates (Schedule B-3) and standard street-lighting rates (Sched- 
ule B-5). 

In order to aid the newly established municipal electric departments and 
co-operatives through the developmental period, the Authority permits the 
retail distributor to impose a surcharge, but all revenues not required for the 
normal appropriations must be applied to the reduction or elimination of these 
surcharges. 

Contracts with private utility companies for the wholesale supply of power 
have been rare. One such contract contained a condition requiring the com- 
pany to adhere to the standard retail schedules prescribed for municipal electric 
departments and co-operatives. However, the company was permitted to add 
to all billings for electric energy sold under certain designated rate schedules 
a charge of i cent per kilowatt-hour for the first 100 kilowatt-hours used per 
month, the charge to be not less than 25 cents nor more than $i per billing 
per month. This surcharge is in addition to that permitted under all schedules 
where adherence to the prescribed rates proved incompatible with maintain- 
ing the financial soundness of the utility.’-®® 

(4) Financial and accounting policies. All contracts stipulate that the mu- 
nicipal electric department shall be separate and distinct from other municipal 
activities, with separate accounting for all utility funds. The municipality’s 
plant is further required to keep accounts according to the system prescribed 
by the Authority and to furnish operating and financial statements covering 
the operations of its electric system.’^ 

Annual Report, 1940, p. gS {iacing). 

1 “® Contract between Tennessee Valley Authority and Bells Light and Water Company. {Annml 
Report, igjg, p. 178.) 

i^'OThe accounting system prescribed by the Federal Power Commission has been adopted. 
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The contracts list the precise order in which the gross revenues from electric 
operjjtions shall be applied: 

“(i) Revenues shall first be used for the payment of all current operating 
expenses including salaries, wages, cost of materials and supplies, power at 
wholesale, and insurance. 

“(2) From remaining revenues municipality shall next currently provide 
for the payment at maturity of interest accrued on all system indebtedness, 
and for amortization charges and/or sinking fund payments thereon. 

“(3) Thereafter revenues shall be used currently to set up reasonable re- 
serves for replacements, new construction, and for contingencies, and to 
provide a reasonable amount of cash working capital. 

“(4) From remaining revenues municipality may thereafter pay into its 
general fund a return on its investment and a tax equivalent as provided in the 
financial and accounting policy in the schedule of terms and conditions of 
contracts attached hereto. 

“(5) All remaining revenues shall be considered surplus revenues and may 
be devoted by municipality to the purchase or retirement of system indebted- 
ness before maturity and if not so devoted shall serve as a basis for reduction 
or elimination of surcharges to consumers and thereafter for the reduction of 
rates. Surplus revenues shall be computed as of June 30 of each year.” 

The municipality’s investment is defined in terms of the actual historical 
cost, less any outstanding obligations that have been incurred in behalf of the 
electric system. The investment of the municipality may be increased only by 
the investment of municipal funds other than the funds of the electric system, 
or by leaving with the electric system a part of the return to which the mu- 
nicipality is entitled. Any withdrawal of funds by the municipality in excess 
of the stipulated return on the investment and the payments due as tax equiva- 
lents results in a proportional reduction of the municipality’s investment. On 
the investment as thus defined, the municipality is entitled to a maximum 
return not in excess of one-half of one per cent per month. 

The contracts permit the municipalities to collect from the electric depart- 
ment certain payments in lieu of taxes. First, the municipality may collect a 
sum equivalent to the municipal general property tax, by applying the regular 
property-tax rate to the value of the property used in electric operations within 
the municipality. Secondly, if the counties and state governments are not levy- 
ing property taxes upon the electric system, the municipality may impose a 
tax equivalent to the county and state taxes. 

In keeping with the principle that the electric system should be a separate 
department, provision is made for the payment by the electric department for 
all services received from the municipality. The electric department must pay 
the salaries of all persons who devote their full time to its affairs and an 
equitable portion of the salaries of those who devote part-time to the opera- 
tion of the utility system. Conversely, the municipality is required to pay into 
its electric funds from the municipal funds for all electric service rendered to 
the municipality for street lighting, water pumping, and other uses, at the 
rates set forth in the schedule applicable to such service. 

Annual Report, 1939, pp- 164 - 165 . 
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The co-operatives’ contracts stipulate special amortization charges. These 
charges are at the rate of i cent per kilowatt-hour for the first 100 kilowatt- 
hours per month per consumer, the charge to be not less than 25 cents nor 
more than |i per billing per month. These charges continue until all notes, 
bonds, and other outstanding indebtedness have been fully paid and dis- 
charged. 

{5) Rules and regulations. The contracts contain a schedule of the rules 
and regulations which the municipal electric department or the co-operative 
shall olwerve in their relations with consumers. These rules and regulations 
govern such matters as billing, the testing of meters, the refusal or discontinu- 
ance of service, the requirement of deposits, et cetera. 

(6) Operating results. As of June 30, 1940, the Authority was serving seventy- 
four munidpal electric departments and thirty-two co-operatives. These dis- 
tribution systems sold approximately 1,500,000,000 kilowatt-hours of energy 
and earned a gross revenue of $21,624,000, and net income of $4,023,000. Four 
large metropolitan areas — Chattanooga, Knoxville, Memphis, and Nashville- 
accounted for 63 per cent of the gross revenues and 68 per cent of the net 
income. The remaining seventy municipalities received 25 per cent of the 
gross revenues, and had net earnings of $1,160,000, or 29 per cent of the com- 
bined net income. Six of the municipalities, which were still in the develop- 
mental stage or were operating under competitive conditions, sustained a com- 
bined net loss of $18,000 for the year. The power co-operatives, most of them 
bringing original service to areas primarily rural, developed less rapidly: seven- 
teen co-operatives earned a net income of $261,000; while fifteen had a com- 
bined net loss of $149,000. Eleven of the fifteen co-operatives had been in opera- 
tion for less chan three years and so were still in the developmental stage.^’’^ 
TABLE 60 * 

Estimated Annual Consumer Savings from Tennessee Valley Authority’s 
Rates for the Year Ending June 30, 1940 


Distributors 

Residential 

I Lighting and Power 

Street 

Lighting 

Total 

1 Small 

Large 

Municipalities 

$2,929,761 

$2,938,665 

$2,132,914 

$212,060 

$8,213,400 

Co-operatives 

344.691 

253,605 

131.469 

18,638 

748,403 

Private companies 

11,388 

8,566 

5.456 

1,621 

27,031 

T.V.A. direct 

32,854 

23,421 

102,899 


159,174 

Total 

$3,318,694 

I3.224.257 

$2,372,738 

$232,319 

$9,148,008 


* Source: Annual Report, 1940, p. 97. “Data not available. 


The Authority’s rates have brought substantial savings to all classes of con- 
sumers. The annual savings for the year ended June 30, 1940, as summarized 
in the Table 60, totaled $9,148,008, The estimates are for areas receiving power 
on August I, 1940, and are based cn the actual sales for the year prior to the 
initial establishment of the Authority’s rates or the best available information 

Tennessee Valley Authority, Municipalities and Co-operatives, Financial Statements Jor 
the Fiscal Year Ended June jo, 1940, 
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where those data are unavailable. Even greater savings are in prospect as the 
public and co-operative distributors build up larger loads and amortize their 
outstanding obligations. Already some distributors have reduced their rates 
below those established in the original contracts.^ 

Criticisms of the Tennessee Valley Authority. The program was enacted 
and has developed amidst controversy. It is impossible to present and assay all 
of the criticisms, but in essence they relate to six points : the soundness of the 
program, the competition with private business, the Authority’s charges as a 
yardstick for rates of private companies, the loss of tax revenues through the 
expansion of public ownership, the acquisitions of utility properties, and 
interference with state regulations. 

(1) The soundness of the program. The soundness of the various aspects of 
the program has been questioned. It has been said that the development of 
water transportation on the Tennessee River was unjustified; that an adequate 
system of flood control could be provided at a smaller cost; and that the power 
program would result in the creation of more capacity than was required to 
meet the demands of the region. The justification for flood control, navigation 
improvement, and conservation work lies beyond the proper scope of the pres- 
ent discussion; however, it may be noted that public opinion is now generally 
agreed that this flood-control and conservation work has been too long delayed 
and has become indispensable to the future welfare of the country. While 
present transportation facilities may be adequate to meet the full requirements 
of the Tennessee Valley, the provision of waterway improvements may still be 
justifiable in providing a less expensive form of transportation for traffic which 
would otherwise not move, and in anticipating the future transportation re- 
quirements of a rehabilitated Tennessee Valley. Finally, it should be remarked 
that all of the present generating capacity of the region, both that of the private 
utilities and that of the Authority, is utilized and there is still a demand for 
more power. 

The power program has been subordinated to the requirements of naviga- 
tion and flood control. The size, character, and location of the dams were de- 
termined primarily to meet the requirements of river management. If the pro- 
duction of power were the sole purpose, the dams would have been differently 
designed and differently located. Furthermore, even in the operation of the 
dams and the regulation of water flow, first consideration must be given to 
navigation requirements and flood control. Only the future can give a con- 
clusive answer as to whether the investment has been justified, but it now ap- 
pears, according to the majority report of the Congressional investigating 
committee, that the power revenues will suffice to cover all costs charged to 
the power investments and in addition will help to liquidate the costs of other 
features of the development. 

(2) Competition with private business. It is charged that the Tennessee 
Valley Authority has brought unfair government competition into the utility 
field and has displaced private enterprise that was satisfactorily serving the 
Valley. This charge is substantially correct, if it refers simply to the fact that 
the rendition of electric service throughout most of the Tennessee Valley has 

Annual Report, ig40, p. 2y. 



878 ECONOMICS OF PUBLIC UTILITY REGULATION 

been transferred from private corporations to public agencies and co-operative 
enterprises. Municipal and co-operative electric units have developed in part as 
a result of the low wholesale rates available, and in part from the fact that mu- 
nicipalities liave been able to negotiate loans at low interest rates (and even 
in some instances to receive outright grants) for the purchase or construction 
of municipal plants, while rural co-operatives have received large loans from 
the Rural Electrification Administration. In the disposal of its power, the Au- 
thority is required to give priority to the demands of public and nonprofit 
distributing agencies. At present, the Authority has acquired all of the distribu- 
tion territory it can satisfactorily serve, so presumably the further invasion of 
the private utilities’ markets is at an end. 

It has no^ been the policy of the Tennessee Valley Authority to undertake 
construction that duplicates existing facilities; it has been the objective of the 
Authority and of most municipalities in the area to acquire the existing fa- 
cilities of the private companies on mutually satisfactory terms. Also, it should 
be noted that service has been brought to new areas that the private utilities 
were unprepared to supply, particularly to rural territory which was too thin 
to attract private capital. The more intensive development of the urban market, 
particularly among domestic consumers, has been a consequence of the low 
rates. Such direct competition with private utilities as has developed has re- 
sulted from the inability of the municipality to negotiate a purchase of the 
local facilities of the private company. 

(3) The yardstick. The program has been widely publicized as a yardstick 
by which to measure the reasonableness of the rates charged by private utili- 
ties. The theory of the yardstick was not new; experience with public compe- 
tition in this country, as well as the Ontario Hydro-Electric Commission in 
Canada, had shown that publicly owned electric systems, particularly when 
on an interconnected basis, were able to make progressive rate reductions 
without jeopardizing their solvency, and that their example was often more 
successful than regulation in inducing private companies to make similar rate 
reductions. It was also contemplated that the demonstration by the public 
project of the promotional effects of rate reductions would encourage private 
managements to make reductions in the hope of building up more stable 
and profitable businesses. 

Critics have attacked the yardstick on three grounds: that the wholesale 
rates charged by the Authority to the distributing units do not accurately re- 
flect all the costs of generating the power; that the retail rates involve a con- 
cealed subsidy; and finally, that the accounts of the municipalities and the 
Authority do not reflect all of the costs that would be incurred by a private 
company rendering the same service. 

Certain misconceptions have arisen with respect to the yardstick idea. It 
was neither the intent nor the proper function of the program to establish a 
yardstick to cover precisely all of the costs that would be incurred by a private 
company; rather, its function was to establish a public rate yardstick, that is, 
one that would be economically sound in terms of an efficiently conducted and 
publicly owned enterprise. There are significant differences between publicly 
owned and privately owned utility enterprises and no useful purpose is served 
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if these distinctions are blurred and ignored; while it is important to know 
accurately the costs at which privately owned and operated utilities can 
render service, it is equally important to know accurately what costs are in- 
volved when the same service is rendered by the publicly owned enterprise or 
by a co-operative undertaking. 

To express even tentative conclusions with respect to the criticisms of the 
yardsticks, it is necessary to enter upon an analysis of the allocation of the in- 
vestment costs and the accuracy of the accounting for operating expenses, 
both for the Authority and its retail distributors- The propriety of the alloca- 
tion of investment costs could not be determined by a simple appeal to facts, 
even if the program had reached maturity and all costs had been incurred. 

The Authority’s allocation for the first three dams completed, q,n allocation 
approved by the President and subsequently used as a basis for determining 
costs and rates, was — navigation, 20 per cent, flood control, 28 per cent, and 
power development, 52 per cent. Clearly, some allocation of capital costs is 
both necessary and appropriate, since neither the construction of the dams 
nor their operation is solely for power production. Wherever joint costs are 
encountered, the allocation of these costs among the different purposes for 
which the investment has been incurred must always involve an arbitrary 
judgment, arbitrary in the sense that there are no objective facts which sup- 
ply the answer without elements of interpretative judgment. The question of 
the allocation of costs was a subject of inquiry by the Joint Committee In- 
vestigating the Tennessee Valley Authority, but the Committee was not 
unanimous in its conclusions, the majority finding ample support for alloca- 
tions approximating those used by the Authority, while the minority dis- 
sented sharply. 

Even though unanimity is not possible with respect to the allocation of capi- 
tal costs, it is possible to arrive at a judgment of the reasonableness of the 
wholesale rates. For the year ending June 30, 1939, the average rate per kilo- 
watt-hour charged to the municipalities purchasing power was 4.85 mills, 
while the average rate to co-operatives was 5.95 mills. These rates were not 
very different from those charged by private companies supplying wholesale 
power to distributing companies. The Authority is not substantially under- 
selling private companies in the wholesale field, at least not by more than one 
or two mills, and this difference would not be sufficient to account for the 
lower retail rates which the distributors charge to consumers.^'^^ Whether 
the Authority’s accounting makes accurate allowance for such costs as inter- 
est, both on outstanding obligations and for interest during construction, de- 
preciation, taxes, et cetera, has been debated; the majority report of the Con- 
gressional Investigating Committee found that the wholesale revenues would 

Report of the Joint Committee Investigating the Tennessee Valley Authority, pp. 153, 166, 
and 294-303. 

1'^*’ Under the wholesale schedule, the price paid by municipalities and co-operatives is .a 
combination of demand and energy rates, and averages 6.54 mills per kilowatt-hour for a dis- 
tributor with a 750 kilowatt peak demand (small co-operatives), 6.01 mills per kilowatt-hour 
for^ a 2,500 kilowatt peak demand (small community), and 5.21 mills per kilowatt-hour for 
20,000 kilowatt peak demand (large community). Many private utilities have wholesale contracts 
specifying lower rates. ■ 
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be more than adequate to cover all costs attributable to power, including in- 
terest, amortization, and replacements, and still leave, when the systenj was 
fully developed, some balance of revenues to pay part of the costs of the navi- 
gation and flood-control programsd^** To conclude, it may be noted that to 
test the reasonableness of the rates charged by private companies there is no 
necessity for any yardstick with respect to the wholesale costs, since the costs 
of generation of power are quite standardized and can be quite accurately 
determined for any particular plant. The justification for the program is not 
to be found in the creation of a standard for judging wholesale rates. 

The real need for a yardstick is in retail rates, for the differences in charges 
between companies are usually defended by reciting the alleged differences in 
distribution costs or variations attributable to differences in the average per 
capita consumption of power. The rates charged by the retail distributors have 
been sufficient to cover operating costs, to make provision for replacement, 
and to provide for amortization. The municipal electric departments are re- 
quired to pay for all services which they receive from municipal officials. Pro- 
vision is made for the payment of a return on the equity which the municipal- 
ity has in its electric department, and payments of tax equivalents are made 
in those states where public and co-operative electric companies are not ex- 
empt from taxation. The distribution operating expenses and the capital in- 
vestment in distribution systems for the retail system are substantially in line 
with the similar costs of private companies. Furthermore, the operating 
records of established municipal plants and co-operatives indicate that these 
resale rates are economically sound. 

It has been asserted that a subsidy is involved in the Tennessee Valley Au- 
thority’s promotional work to encourage increased consumption, but these 
expenditures would also constitute a subsidy to private companies if their 
rates were sufficiently low to encourage increased consumption. The costs of 
the services performed for the retail distributors by its staff are recovered in 
the wholesale rates charged by the Authority.^'^'^ If any significant subsidy 
exists, it is to be found in grants by the Public Works Administration in aid 
of the construction or acquisition of municipal systems. Fortunately, there is 
no concealment about such grants; they are a part of the public record; and 
in any final appraisal of the success of the municipal distributors, the capital 
costs represented by such grants must be recognized. 

In conclusion, then, the yardstick idea has been misunderstood. The yard- 
stick is not to be found in the wholesale rates, since presumably the costs of 
wholesale generation are peculiar to these projects and would not be dupli- 
cated if power were produced by steam, or by another and different hydro- 
electric development. The retail rates charged by the distributors are sub- 
stantially less than those previously charged by private companies. Yet even 
the retail rates are not a yardstick in the sense that they indicate precisely what 
rates would be fair and proper for a private company. Rather, the rates and 

Report of the Joint Committee Investigating the Tennessee Valley Authority, pp. 250-252. 

See Majority Report of the Joint Committee Investigating the Tennessee Valley Authority, 
pp. igo-198. Also; Economic Analysis of the Tennessee Valley Authority Rower Yardstick, hy 
Leland Olds, Executive Secretary o£ the Power Authority of the State of New York, Ibid., Ap- 
pendix A, pp. 197-234. 
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the costs of the distributors afford some indication of the reasonable unit costs 
(both capital and operating costs), and of the promotional effect of low rates 
upon per capita power consumption. 

(4) The loss of tax revenues. Criticism of the Authority has stressed that 
neither it nor those distributing its power are paying taxes comparable to 
those paid by private companies. It is asserted that the municipalities, counties, 
and states have suffered a substantial loss of revenue. The implications of this 
criticism are that the Act is responsible for the loss of revenue and that there 
is no alternative but to raise the necessary tax revenue from other sources. 

The fact is that the program constitutes no obstacle to the taxation of the 
municipal electric departments and co-operatives; indeed, provision is made 
for such tax payments in the contracts between the Authority and its retail 
distributors. Where the state and county are not taxing municipal systems, the 
municipality itself is permitted to take, in addition to the regular property tax 
on the value of the electric department’s property within the municipality, the 
sum that would be collected in state and county taxes if such were imposed. 
Furthermore, the Authority is required to pay 5 per cent of the gross pro- 
ceeds from the sale of power generated in Alabama to the state of Alabama, 
and a similar percentage on the gross proceeds from the sale of power gen- 
erated at any dam in Tennessee to that state.^’^® Under these circumstances, 
if the transfer of electric service from private utilities to public agencies and 
nonprofit co-operatives has resulted in diminution in tax revenues, that is the 
deliberate choice of the states, which could, if they chose, assess taxes on the 
public and co-operative systems.^'’'*' 

(5) The acquisitions of utilities’ properties by the Tennessee Valley Au- 
thority and the municipalities. Bitter charges of coercion and conspiracy have 
arisen in connection with the acquisition of properties from private utilities. 
Specifically, it has been said that under the threat of federal loans and grants 
to municipalities to build competing systems, the power companies have been 
forced to sell at less than a fair price. It has been noted that it was the policy 
of the Authority to avoid wasteful duplication of transmission and distribu- 
tion facilities, to negotiate the purchase of such facilities at prices at least 
equivalent to the actual prudent investment therein, and that the acquisitions 
have been at prices which have in fact served to protect the actual legitimate 
investment, in most instances permitting the payment of bonds and preferred 
stocks at their face value and leaving a substantial margin for common stock- 
holders. 

The charges of coercion and intimidation were brought forward in the 
Eighteen-Power-Companies case. Both the district court that tried the case, 
and the Supreme Court in reviewing the lower court’s decision, were unable 
to find any basis for the alleged coercion or conspiracy.^®® 

(6) Interference with state regulation. It has been charged that the Ten- 

Tennessee Valley Authority Act, Sec. 13. With the approval of the President, these tax 
percentages are subject to revision and change by the board of directors. 

It has been suggested that in determining the loss of tax revenues, allowance should be 
mpde for the significant savings in the costs of electric energy purchased by municipalities and 
other political units. 

Tennessee Electric Power Co. v. T.V.A., 306 U.S. 118, 145 (1939). 
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nessee Valley program constitutes an invasion of the powers of the states and 
interferes with their regulation of local utilities. This charge is based tipon 
the fact that the Authority is a federal instrumentality and hence not subject 
to state regulation, and on the further fact that the contracts with retail dis- 
tributors specify the rates which shall be charged and the applications which 
shall be made of their gross revenues. In weighing this charge, it should be 
noted that only the Authority itself is a federal instrumentality and that the 
retail distributors, whether municipal departments or power co-operatives, are 
creatures of the states in which they operate. All of these states— Alabama, 
Tennessee, Kentucky, and Mississippi — have enacted legislation to facilitate 
the Authority’s operations within their respective states; all permit municipal- 
ities to establish and operate electric power plants; all allow the organization 
of nonprofit electric co-operatives, and permit these public agencies and co- 
operatives to contract with the Authority as to the resale rates that shall be 
cLarged consumers.^®^ The need for state regulation is much diminished, if 
not nonexistent, where service is supplied by municipalities or co-operative 
organizations at cost under the supervision of the Authority. It is difficult to 
see in these contracts any possible source 5 f injury either to consumers or to 
the community at large. Moreover, there is nothing to prevent the states, if 
they deem it advisable, from undertaking supervision of the retail distributors. 

The Columbia River and the Bonneville Power Administration. The 
Columbia River and its tributaries are potentially the greatest system of low- 
cost hydroelectric power in the United States. As a part of a comprehensive 
investigation of navigable streams and their tributaries, the Corps of Engineers 
of the United States Army reported to Congress, on March 29, 1932, a plan 
for the unified development of the Columbia River for purposes of naviga- 
tion, flood control, irrigation, and water power.^®^ The report proposed a 
series of ten dams from the Canadian border to tidewater, located as fol- 
lows : Grand Coulee, Foster Creek, Chelan, Rocky Reach, Rock Island, Priest 
Rapids, Umatilla Rapids, John Day Rapids, The Dalles, and Bonneville. The 
Bonneville Dam, the first to be constructed, was started in September, 1933, 
and the first section of the power house, including two of the ten generating 
units, was completed in 1938. The construction was done by army engineers.^®'^ 
The first two generating units gave the Bonneville plant a capacity of 86,400 
kilowatts; with the installation ot the final generating units, its estimated ca- 
pacity will be 518,400 kilowatts, to be reached presumably in July, 1944.^®'^ 
The Grand Coulee Dam is in process of construction by the Bureau of 
Reclamation, with the installation of the first generating unit scheduled for 
August, 1941, the ultimate generating capacity at Grand Coulee being esti- 
mated at 1,944,000 kilowatts.^®® The Bonneville Dam depends upon the flow 

Alabama, Acts, Regular Session igjs, No. i, 45, 155; Tennessee, Public Acts, 1955, 
C. 32, p. 28, C. 37, p. 78, C. 42, p. 98, Public Acts, igjj, C. 231, p. 882. Kentucky, Carrol’s 
Ke 7 itucky Statutes (ipjC), Sec. 3480 d-i to 3480 d-22; Fourth Extraordinary Session, 1936-1937, 
C. 6, p. 25; Mississippi, Laws, 1936, C. 183, p. 334; C. 184, p. 342; C. 185, p. 354; C. 187, p. 370; 
C. 271, p. 531 - 

182 j 5 ^ House doc. No. 103. 

I Ann. Rep. Bonneville Power Administration, 2, ^ {1919), * 

18^2 pgp_ Bonneville Power Administration, 17 (1939). 

185 goody’s Public Utilities, 1940, p. 228. 
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of the river for the generation of its power, while the Grand Coulee Dam is a 
storage dam. The combination of the two will have the effect of making the 
ratio of firm power to installed capacity very high. The ultimate combined 
capacity of Bonneville and Grand Coulee is estimated to be 2,462,400 kilo- 
watts, which will exceed the aggregate installed capacity of the states of Ore- 
gon and Washington which, as of December 31, 1939, was 1,464,506 kilowatts, 
73 per cent being hydroelectric capacity. 

Bonneville Power Administration. The Bonneville Dam is maintained and 
operated under the direction of the Secretary of War and the Chief of En- 
gineers.^®^ The Grand Coulee Dam is operated by the Bureau of Reclama- 
tion. By an Act approved August 20, 1937, there was established the Bonne- 
ville Power Administration with the function of marketing all electric energy 
generated at the Bonneville project and not required for the operation of the 
navigation facilities.^®® And by an Executive Order dated August 26th, 1940, 
the Bonneville Power Administrator was designated as the agent to construct 
and maintain transmission lines from Bonneville to the Grand Coulee Dam 
and to market the power delivered from the Grand Coulee project. 

The Bonneville Project Act of 1937 was a provisional measure pending the 
establishment of a permanent administration for Bonneville and the other 
projects in the Columbia River Basin. The administrator, who exercises all 
of the power under the Act, is appointed by the Secretary of Interior and, in 
all except extraordinary matters, exercises full authority over the marketing 
of electric power from Bonneville and Grand Coulee.’®** As with other fed- 
eral agencies selling electric powei, preference and priority is given to public 
bodies and co-operatives in the distribution and marketing of Bonneville 
power. The Administrator possesses authority to construct and maintain trans- 
mission lines and substations and other facilities for the marketing of power, 
and is permitted to acquire any necessary property by purchase or condemna- 
tion.’®** The Administrator may make wholesale contracts for the delivery 

186 Federal Power Commission, Supplement to Electric Power Statistics, 1939. 

The Bonneville Dam is located on the Columbia River approximately forty miles east of 
Portland, Oregon. The dam contains the largest single-lift lock in the world, and its com- 
pletion has made the Columbia River acce.ssible to oceangoing vessels as far as The Dalles, 
Oregon, 187 miles inland from the Pacific. A twenty-six foot channel is being constructed from 
Vancouver, Washington, to the Bonneville Dam. Already substantial quantities of wool, wheat, 
lumber, and gasoline are being shipped up the Columbia River. 

50 Stat. 731. 

The Act made provision for an advisory board composed of a representative of the Secretary 
of War, a representative of the Secretary of Interior, a representative of the Federal Power Com- 
mission and a representative of the Secretary of Agriculture. (Ibid., Sec. 2 [a].) 

A bill for the establishment of a permanent administration contemplates the creation of the 
Columbia Power Administration as a regional agency operating under the jurisdiction and con- 
trol of the Secretary of Interior. (70 C., 3 s. S. 4390.) 

Bonneville Project Act, Sec. 2 (b) and (c). The proposed legislation would permit the 
Columbia Power Administration to acquire both transmission lines and substations and any 
generating and distributing facilities that are so related to the transmission lines as to make it 
uneconomical or impracticable to acquire such transmission lines without acquiring the rest 
of the property. One purpose of this amendment is to permit the Administration to acquire 
privately owned systems in their entirety, thus avoiding not only a needless duplication of nego- 
tiations with the same power company by the Columbia Power Administration and by other 
public bodies or co-operatives that might seek to acquire local distribution facilities, but also 
the very heavy severance damages that piecemeal acquisitions always entail. Presumably the 
systems acquired by the Administrator would be broken up into (1) transmission properties, and 
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of electric energy to public bodies, co-operatives, private companies, and in- 
dustrial consumers, but all contracts with public utilities must reserye the 
right of cancellation on five years’ notice if the power is needed to meet the 
recitiirements of public bodies or co-operatives. And the Administrator is ex- 
pected to conclude contracts with public and private power systems for the 
mutual exchange of any excess power and to provide emergency or break- 
down service.^ 

The proposed legislation would authorize the Adminstrator to issue 
bonds, notes, and other obligations to an amount not exceeding $200,000,000 
at any one time. Such bonds and notes could not be issued unless the Ad- 
ministrator should have certified (and the Secretary of the Interior approved) 
that the operation of the properties to be acquired would provide added reve- 
nues sufficient to pay the principal and interest on the securities to be issued. 
The securities would be a direct obligation of the Columbia Power Adminis- 
trator, but would be fully guaranteed as to principal and interest by the United 
States. The interest payable on such obligations would be limited to 3.5 per 
cent.^'*- 

The market for BontieeiUe power. Since the ultimate capacity of Bonne- 
ville and Grand Coulee is to exceed the generating capacity of the Pacific 
Northwest at the time the project was inaugurated, it is not surprising that 
doubts have been expressed as to whether a market can be found for the 
new power. Thus far, the growth of the market has more than kept up with 
the scheduled installation of generating capacity; indeed, it has been necessary 
to accelerate the building of transmission lines both to avoid a waste of Bonne- 
ville and Grand Coulee power and to satisfy requirements. For the future, a 
larger market may result from two developments. First, the growth of the 
public utility market will presumably be rapid in this potentially rich but rela- 
tively undeveloped section of the country. Secondly, the location of new in- 
dustries, particularly new electro-metallurgical and electrochemical indus- 
tries, may be expected in the Pacific Northwest, if abundant cheap power is 
available. Indeed, such industrial developments are almost inevitable, since 
the three states of Washington, Oregon, and Idaho contain over forty per 
cent of the undeveloped hydroelectric energy of the United States, and of this 
amount, more than half lies in the Columbia River system.^^"'* 

The distribution of Bonneville power. The Administrator is expected “to 
encourage the widest possible use of all electric energy that can be generated 
and marketed and to provide reasonable outlets” for such power. It has 
been the policy of the Administrator to plan the development of the trans- 
mission system on a regional basis to obtain the full benefits of integration with 
existing systems and to provide the most economical and effective transmis- 
sion system, not only for present, but also for the potential, hydroelectric de- 


perhaps generating facilities, which would be retained by the Administrator, and (2) distribution 
facilities, with any generating and transmission facilities of local importance only, which would 
be sold to public bodies or co-operatives (within six months if possible). (76 C., 3 s., S. 4390.) 
Bonneville Project Act, Sec. 5 (a) and (b). 75 ^ s., S. 4390. 

183 2 j_nn. Rep. Bonneville Pouter Administration 20, Bonneville Project Act, Sec. 2 (t). 
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velopments.^^® Furthermore, it is desired that the benefits of Bonneville shall 
be uniformly available throughout the territory served and it is even sug- 
gested that the Administrator “may provide for uniform rates or rates uni- 
form throughout prescribed transmission areas in order to extend the benefits 
of an integrated transmission system and encourage the equitable distribution 
of the electric energy developed at the Bonneville project.” It is expected 
that the electric energy will be sold at a price sufficient to recover “the cost of 
producing and transmitting such electric energy, including the amortization of 
the capital investment over a reasonable period of years.” As with other 
federal developments, Congress has stipulated that public bodies and non- 
profit cooperatives shall be preferred in the allocation and sale of electric 
energy.^^^ 

If Bonneville power is to be available at the lowest possible cost to consum- 
ers, it is essential that the distributing agencies operate as economically as 
possible. This has been the basis for the encouragement given to the develop- 
ment of public utility districts and to bringing electric service to rural com- 
munities through the establishment of co-operatives. 

Like the Tennessee Valley Authority, the Bonneville Project has elements 
of regional planning. This is perhaps most evident in the consideration given 
to the development of the industrial resources of the territory. 

Wholesale rates. The Bonneville power administration sells power at whole- 
sale under four rates: 

(1) At-site prime power (Schedule A-2) is $14.50 per kilowatt per year. 
This schedule is available to purchasers who bring their own transmission 
lines to the generating station. It will be noted that in contrast to the usual 
rate forms this schedule sells power, available twenty-four hours a day through- 
out the year, rather than selling energy at a designated rate per kilowatt-hour. 

(2) Transmission-system prime power (Schedule C-2) is $17.50 per kilo- 
watt per year. This is a uniform rate for power delivered at wholesale any- 
where on the Administration’s transmission system. These two schedules pro- 
vide the lowest power rates in the country for any purchaser with a reasonably 
high load factor, but the cost may not be particularly low for those purchasers 
having a low load factor. It was this situation which led to the development 
of Schedule F-i. 

(3) Optional prime power (Schedule F-i) is sold under a combined de- 
mand and energy charge: 75 cents demand charge per kilowatt per month, 
plus energy at 2.5 mills per kilowatt-hour. This rate is most advantageous for 
practically all utilities with less than 45 per cent average annual load factors. 
Since many of the purchasers of Bonneville power are in the development 
stage, a large proportion of the contracts call for the delivery of power on 
Schedule 

The plans have sought to protect existing investments in generating and transmission 
facilities. There exists no basis for a charge of wasteful duplication of transmission facilities when 
the existing facilities are inadequate to meet the present and potential requirements of the 
Columbia Power Development. 

Ibid., Sec. 6. Ibid., Sec. 7. Ibid., Sec. 4. 

Purchasers taking power under Schedule F-i are permitted to shift to Schedule C-2 when- 
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(4) Dump energy (Schedule H-i) is sold at wholesale at 2.5 mills per kilo- 
watt-hour. It has been the policy of the Administrator not to supply dump 
energy to be used as a substitute for shortage in either stream flow or stored 
water, nor will it be sold to enable a utility to dispense with the necessity of 
providing a reasonable reserve capacity.-®® 

Contracts of the Bontieville Administrator with purchasers. As of August, 
1940, the Bonneville Power Administration was making sales to eight mu- 
nicipalities, four public utility districts, one power co-operative, two private 
utilities, and three industrial purchasers. The contracts with public bodies and 
co-operatives embodied substantially the same policies and principles that had 
been developed in the Tennessee Valley Authority contracts with munici- 
palities. , 

Resale rates. In the first years, the Bonneville Power Administration did 
not attempt to prescribe fixed resale rates for purchasers of Bonneville power. 
The negotiation of contracts with public utility districts, and also with mu- 
nicipalities, usually included a discussion of the rates to be charged, and such 
rates were kept on file at the office of the Administration. The only control 
retained by the Administrator was to be f&und in the usual provision that if 
the city should increase or alter its resale schedules in a manner inconsistent 
with the general policies and practices applicable to publicly owned electric 
systems, or if the city should fail to carry out the policy of the Bonneville Act 
in selling to ultimate consumers at the lowest possible cost consistent with 
sound economy, then the Administrator could cancel the contract. 

As of May 4, 1940, the Administrator announced standard retail rates 
which were recommended for publicly owned distributing systems purchas- 
ing a major part of their power requirements from the Administration. These 
rates were the same as those that had previously been adopted by several 
municipalities, and were quite similar in structure and level of charge to 
those of the Tennessee Valley Authority.^®^ 

The investment and its amortization. The Bonneville Power Act provided, 
that the Federal Power Commission should allocate the investment costs be- 
tween power and other uses.-®^ This allocation of costs is intended to serve 
as the basis for establishing the wholesale rates for the sale of Bonneville 
Power and also for accounting purposes. As of December 31, 1937, the project 
was one-fifth completed, and the total expenditure had been 153,188,800. It 
was estimated that the total investment costs would be $74,144,600. 

Of the ultimate cost of the project, $29,448,000 would be directly allocated 
to power facilities; $5,517,600 would be directly allocated to navigation facili- 
ties; and the remainder, $39,179,000, would be joint costs. The Federal Power 
Commission found that 32.5 per cent of these joint costs should be chargeable 

ever their load factor increases to an extent which makes such a change advisable. For the benefit 
of public bodies and co-operatives purchasing their entire energy reciuiremcnts from Bonneville, 
the contracts customarily include a provision, whether power is being purcha.sed under Schedule 
C-2 or Schedule F-i, to the effect that during a developmental period of two years the average 
cost of energy will not exceed 5 mills per kilowatt-hour. 

-00 2 Ann Rep. Bonneville Power Administration 38. 

Bonneville Power Administration, .Re/eflre o/ May /9.^o. (N-459). 

202 50 Stat. 731, Sec. 7. 
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to power. Thus the total investment allocated to power would be 142,181,000. 
Since the project would have an ultimate capacity of 504,000 kilowatts, the 
investment cost per kilowatt of capacity would be $83.67. As of December 31, 
1937, the project was one-fifth complete; hence, 6.5 per cent (one-fifth of 32.5 

TABLE 61 * 

Allocation of Costs for Bonneville Project 



Initial 

Power Allocation 

Power 

Joint 

Navigation 

project 
$ 9,180,500 
38,490,700 
5,517,600 

Per cent 

100 

6.5 

Amount 
$ 9,180,500 
2,501,900 


$53,188,800 


$11,682,400 


Ultimate 

Power Allocation 

Power 

Joint 

Navigation 

project 

$29,448,000 

39,179,000 

5,517,600 

Per cent 

100 

325 

Amount 

$29,448,000 

12,733,000 

Source: Re Bonneville Project, : 

$74,144,600 

I F.P.C. 706 (1938). 


$42,181,000 


per cent) of the joint costs for initial project, $38,490,700, or $2,501,900, was al- 
located to power, making the total power investment for the initial project 
$11,682,400, or I135 per kilowatt of capacity. These figures do not include an 
estimated investment of $30,000,000 for transmission lines. 

Will the revenues from the sale of Bonneville power be adequate to meet 
operating expenses and capital charges and accomplish the amortization of 
the investment in power facilities? For the fiscal year ending June 30, 1941, the 
net revenue available for fixed charges and surplus was estimated at approxi- 
mately $1,115,000, but with the completion of all generating units and the 
creation of a regional transmission system it is anticipated that the present 
wholesale rates will provide annual revenues averaging $9,350,000, affording a 
balance after deducting expenses of $7,459,549. On the basis of these feasibility 
studies and predictions, the government would recover the full investment 
allocated to power production with interest at 3.5 per cent in a period of 15 
years.^^’^ 

2 Ann. Rep. Bonneville Power Administration 38-40. 
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852 

Operations 

849 

Organization 

849 

Rates 

854, 873, 886 

Reductions in cost 

852 

Tennessee Valley Authority and 871, 873 

Electric railways 

Beginnings of 

35 

Public ownership 

820 

Rates 

367 

Representative costs 

59 

Electric rates 


Basic classifications 334 

Commercial lighting and power 334 


334 
334 
334 
341. 343 
345 
343 
344. 346 
344. 346 

343. 345 

351 

344. 346 

345. 347 
344. 34^^ 

350 


Industrial power 
Residential 
Street lighting 
Demand charge 
Determination of demand 
Energy charge 
Fuel clause 
Load factor discount 
Minimum bill 
Objective rates 
Off-peak discount 
Power factor 

Primary metering discount 
Promotional rates 
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Electric rates {continued) 


Transformer-ownership discount 

344. 346 

Typ^s of schedules 

335 

Block rates 

338 

Doherty rates 

343 

Flat rates 

335 

Graphic illustration of 

337 

Hopkinson rates 

340 

Step-meter rates 

336 

Straight-line meter rates 

335 

Three-part rates 

343 

Two-part rates 

339 

Wright rates 

342 


See also Costs for utility services, Pric- 
ing policies, Rate structures 
Electric utilities 

Commercial development of 31 

Consumption of energy by classes of 
customers 

Geographic distribution 
Installed capacity, by regions 
Operating and financial statistics 
Public ownership 
Rural electrification 
Scientific beginnings 
Standards for service 
^Technical developments 
Transmission developments 
See also Costs for utility services 
Eminent-domain fallacy 
See Condemnation analogy 
Employment agencies, state control denied 8 
Engineering and supervision 443 

Equal protection clause 4 

See also Due process clause 
Expenses regulatioii 

Advertising and promotional costs 625 

Capital V. operating expenses 615 

Donations and charities 623 

Early attitude toward 600 

Expenses of tft>ical utilities 602 

Importance of 600 

Lobbying expenses 624 

Non-utility expenses 627 

Political contributions 624 

Present concern about 600 

Regulatory costs 619 

Salaries and wages 618 

Taxes 621 

Treatment of particular items 615 

Uncollectible accounts 626 

See also Depreciation, Intercompany 
payments 

Extensions of service 754 


Fair return 

Smyth V. Ames rule 373, 374 

See also Present fair value, Rate of re- 
. turn 
Fair value 

See Present fair value 
Federal Communications Commission 

Depreciation measurement 483 


937 

Federal Communications Commission (cont.) 
Original-cost ruling 248 

Rate of return studies 516 

Federal Power Act of 1935 

Interstate transmission of electricity 166 

Reconstitution of Commission 760 

Scope of regulation under 770 

See also Federal Power Commission, 
Federal Water Power Act of 1920 


Federal Power Commission 


Ex officio commission 

759 

Full-time commission 

759 

Holding company investigation 

628 

Interstate electric and natural -gas 

util- 

ities, regulation of 

769 

Accounting supervision 

775 

Certificates and permits 

774 

Common officers and directors 

778 

Cooperation with state authorities 771 

Interstate operations 

770, 772 

Joint boards 

771 

Mergers 

778 

Rates 

775 

Scope of supervision 

770 

Security issues 

693. 779 

Services and facilities 

777 

Transfers of facilities 

778 

Uniform systems of accounts 

775 


Jurisdiction 

Conditioned on absence of state con- 
trol 166 

Interstate transmission of electricity 166 
Natural -gas utilities 166 

Licensees, Regulation of 

Accounting controls 766 

Net investment cost determinations 

650, 766 

Rates 769 

Securities 769 

Service 769 

Licenses 761 

Constitutionality of 764 

Declaration of intention 765 

Minor-part license 765 

Preliminary permit 762 

Standard license 762 

Net-investment-cost determinations 650 

Organization of 760 

Rate studies 832 

Surveys and investigations 779 

Rate surveys * 779 

Statistical publications 780 

Unit-cost standards 780 

Utilities’ efforts to influence 81 1 

Federal power policy 

Federal power projects 858 

Theodore Roosevelt and 858 

See also Federal power program, Fed- 
, era! power projects 
Federal power program 

Antecedents of Water Power Act 760 

Constitutionality 760, 764 

Development of 758 

Federal jurisdiction 760 


34 

33 

34 

32 

816, 820 
35. 847 

“30 

744 
31. 33 

33 
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Federal power program {continued) 



Franchises {continued) 





761 

Value and valuation 


452 

Receipts from licensees 


768 

Character of franchises 

« 

452 




Legal status in rate regulation 

379. 

455 

Bonneville Power Administration 


882 

Methods of valuation 


453 



8=;q 

Relation to the rate base 


454 

Columbia River projects 


882 

See also Certificates of convenience 

and 


Federal power policy 


858 

necessity, Indeterminate permit 

, Lo- 




882 

cal consent, Municipal francl 

lises, 


Reclamation Bureau’s projects 


858 

Service-at-cost franchises 



Tennessee V'alley Authority 


863 

Frank, J. N. 710, 715, 

717 , 

718, 

Federal Trade Commission 



725, 

728, 

729 

Holding company investigation 

66, 

. 7L 

Fuel clause, electric rates and 

344. 

346 

628, 

7«3 




Propaganda investigation 


7«3 

Gas rates 


354 

Federal Water Power Act of 1920 



Block rates 


355 

AntecedeiitSj^of 


760 

Commodity charge 


356 

Constitutionality of 

760, 764 

Demand charge 


356 

Federal jurisdiction 


760 

Forms in use 


355 

Federal Power Commission established 

759 

Minimum bills 

356, 

357 

Licenses 


761 

Optional rates 

348, 355 

Net investment cost 


766 

Service charge 


357 

Receipts from licensees 


768 

Space-heating rates 


358 

Regulation of rates, services, and 

secu- 


Therm -basis charges 


357 

rides 


769 

Two-part rates 


356 

Water rights’ value 


473 

See also Costs for utility services. 

Rate 


Ferguson, S. 


50 

structures. Pricing policies 



Field, S. J. 14, 

565, 

720 

Gas utilities 



Fifth Amendment 

12, 

765 

Historical development 


26 

See also Due process clause. Equal 

pro- 


Manufactured gas 


26 

tection clause 



Beginnings of 


26 

Financial history and rate of return 

532, 

536 

Price trend of 


27 

Financial policies 



Statistics of growth 


27 

Holding companies’ 



Technical developments 


26 

Consolidating income tax returns 

138 

Natural gas 



Dividend payments 


128 

Commercial development 


29 

Intercompany loans 


134 

Industrial development 


30 

Policies inimical to public interest 

143 

Interstate movement 


160 

Stock-market manipulations 


146 

State conservation measures 


160 

Rate of return and 


531 

State control of local distribution 

161 

Financing costs 



Statistics of growth ** 


29 

Bond yields and size of issue 


530 

Technical developments 


28 

Brokerage costs 


448 

Public ownership 


8iq 

Competitive bidding and 


733 

Service standards 


746 

Constituent of rate of return 


518 

See also Costs for utility services 



Economy in raising capital 


729 

Gasoline stations, state control of 

9, 15 

Overhead cost 


44» 

General expenditures, as overhead cost 

447 

Reasonableness of fees and charges 


729 

Glaeser, M. G. 


868 

Underwriting spreads for bonds 


738 

Goddard, E. C. 


565 

Fire insurance, control of rates upheld 

4 

Going concern value 



Flat rates • 



See Going value 



Electric 


335 

Going value 



Local transit 


367 

Components of 


457 

Telephone 


363 

Contradictory findings 


555 

Water 


360 

Economic and legal status in rate cases 

461 

Flood Control Act of 1938 


760 

Alternatives open to commission 


462 

Fourteenth Amendment, limit on police 


Amortization of 


4^53 

power of states 

8-10, 

287 

Commission practices 


462 

See also Due process clause, Equal pro- 


Inclusion in rate of return 

464, 

467 

tecdon clause, Judicial review. 

, Po? 


Separate allowance for 


463 

lice Power 



Valuation of physical assets 

463. 

467 

Franchises 



Measures of 


458 

Definition 


ai8 

Capitalization of initial risk 


461 

Types of 


318 

Comparative-plant method 


460 
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Going value {continued) 



Holding companies {continued) 


Development cost 

458, 

466 

Sources of 

139 

Eifipert testimony 

461, 

466 

Financial policies 128, 134, 

138, 

Reproduction cost 

460, 

466 

143. 

146 

Wisconsin method 


459 

Income, sources of 


Nature of 


457 

Cash dividends 

128 

Rational and equitable rule 


467 

Consolidating income tax returns 

138 

Supreme Court’s attitude 


465 

Financing and underwriting commis- 


Approval of separate allowances 


465 

sions 

138 

Recognition of existence 


465 

Interest income 

129 

Rejection of valuation methods 


466 

Profits on sale of securities 

137 

Separate allowance not required 


466 

Service fees 

137 

Gold, N. 

47. 

567 

Stock dividends 

134 

Goldberg, L. 

506, 

509 

Syndicate participations 

138 

Goodwill 



Undistributed earnings of subsidiaries 

136 

Nature of 


456 

Intermediaries, role of 

101 

Rejection in rate cases 

456, 

466 

Investigations of 66, 71, 628, 

783 

Graham, H. J. 


199 

Judgment regarding * 

139 

Grain elevators, state control of 


2-4 

Advantages 


Granger movement 



To investors 

142 

Beginnings of utility regulation 


2 

To management and the control 

140 

Control of grain elevators 


2 

To opei-ating companies and con- 


Legislation enacted 


172 

sumers 

141 

Greenwood, E. 


805 

Disadvantages 





To investors 

145 

Hale, Lord, public interest concept 

2- 

3 , 7 

To operating companies and con- 


Hale, R. L. 

376. 402 

sumers 

143 

liall, H. C. 


513 

To regulation 

146 

Hamilton, W. H. 

2. 

199 

Motives for creation 

84 

Hand, L. 


383 

Nature of public’s investment 

75 

Harlan, J. M. i6, 376, 

399 

Origins and development 

65 

Healy, R. E. 706, 710, 

725 

Electric Bond & Share Co. 

66 

Henderson, L. 


710 

Engineering interests 

69 

Hill, H. C. 


802 

Investment bankers’ companies 

70 

Historical cost 



Legal prerequisites to 

65 

Determinant of <he rate base 384, 392, 

397 

Manufacturers’ finance companies 

66 

Original cost distinguished 


406 

Stone and Webster 

69 

See also Original cost. Prudent invest- 


United Gas Improvement Co. 

66 

ment 



Propaganda activities of 

790 

Historical emergence of utility industries 

23 

Pyramiding 

73 

Early develoi?inents 


23 

Security issues 


Electric utilities 


30 

Purposes of 

108 

Factors conditioning growth 


23 

Disposal of 

III 

Gas utilities 


26 

Service contracts with subsidiaries 

1 16 

Street railways 


35 

Holding company policies 

117 

Telephone companies 


37 

Services performed 

117 

Water supply 


24 

Stock-market manipulations 

112 

Holding companies 



Write-ups of capital assets 

95 

Capital assets of 


90 

See also Holding company regulation, 


Capitalization and security issues 


102 

Intercompany contracts. Intercom- 


Control 



pany fees and promts. Intercompany 


Extent of 

81. 85 

loans. Pyramiding, Service con- 


Mechanisms of 


88 

tracts with affiliates, Write-ups 


Corporate organizations 


70 

Holding company regulation 


Operating utilities 


73 

Accounting control 


Pyramiding 


73 

Necessity for 

654 

Schematic representation 


71 

Federal requirements 

663 

Sub-holding companies 


71 

Acquisition of utility assets 


Top-holding companies 


71 

Federal regulation 

664 

Defense of 


784 

* • Commission actions 

668 

Definition of 


64 

Exemptions 

665 

Dividend policies and payments 


128 

Statutory prohibitions 

664 

* Expenses 



State control of 

640 

Relation to gross income 


139 

Acquisitions of utility securities 

637 



940 
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Holding company regulation (continued) 
Conditions jmescribcd by commissions 
Need for regulation 
Security acquisitions 
Affiliated interests 

Constitutionality of inquiry proced- 
ure 

Identification of 
State jurisdiction 

Statutory definitions 636, 

Arguments against regulation 
Direct regulation 
Dividend payments 

Exercise of control 641, 

LaFollette Antimerger Act 
Federal control 
Accounts and reports 
Affiliate defined 

Acquisitions of securities and assets 
Disabilities of unregistered holding 
companies 

Elimination of abuses by the “control” 680 

Exemptions 659 

Intercompany loans 671 

Legislation 655 

Registration 657 

Registration statements 658 

Sale of utility securities and assets 669 

Service, sales, and construction con- 
tracts 678 

Flolding company defined 657 

Indirect regulation 631 

Difficulties of 633 

Intercompany contracts 

Construction contracts 650 

Federal control 678 

Managerial and supervision contracts 647 
Problem of 641 

Purchase of materials and equipment 650 
State jurisdiction 215, 642 

Integration 

See Simplification and integration 
(infra) 

Intercompany loans 651 

Borrowings from affiliates 652, 671 
Federal regulations 671 

Loans by utility companies 651, 671 
State controls 215, 651 

Intercompany payments 642-651, 654, 
678, 680 

Interstate transmissktn of commodities 

Absence of state control 655 

Federal control 678 

Jurisdiction over 

Federal 655, 657, 663 

State 630 

Restrictive judicial decisions 631, 632 
Necessity for 628, 656 

Federal action 656 

Objectives of regulation ^29* 

Political activities and lobbying 681 

Proxy machinery 681 

Recognition of need for 628 

“Requests for information” 633 


Holding company regulation (continued) 


640 

Securities and Exchange Commission 

655 

637 

Security issues and capitalization « 


638 

Necessity for control 

Security operations of officers and di- 

655 


rectors 

681 

637 

Simplification and integration 


636 

Federal requirement 

671 

635 

Reconstitution of holding companies 

675 

663 

Mandatory proceedings 

676 

628 

Receivership and reorganization 

677 

630 

Voluntary plans 

675 

680 

Simplification 

674 

654 . 

Single integrated public utility system 

671 

641 

State controls 

630 


Appraisal of 

653 

663 

Direct regulation 630, 

654 

663 

Indirect regulation 

631 

664 

Jurisdiction 

630 


Requisite scope of 

635 

657 

Statutory provisions 

634 


See also Flolding companies, Intercom- 
pany contracts, Intercompany fees 
and profits. Intercompany loans, 

® Intercompany payments, Pyramid- 
ing, Service contracts with affiliates. 
Write-ups 

Holmes, O. W. 8, 17, 378, 386, 6*6 

Hoover, H. 864 

Hopkinson demand rate 340 

Hotelling, H. 586 

Hough, C. M. 456 

Hughes, C. E. 189, 192, 382, 392, 

394. 397. 552, 644 


Ice manufacture, state control denied 10 

Immediate rate 
See Objective rate 

Income statements 253 

Income tax returns, consolidatbn by hold- 
ing companies 138 

Increment-cost pricing 

Critical appraisal of 587 

Its criticism of present fair value 553 

Merits of the plan 586 

Principles of the plan 586 

Indeterminate permit 221 

Initial charge rates 

Gas 355 

Water 362 

Insull, M. J. 81 1 

Insull, S. 803 

Insurance and damages 447 

Intangible values 452 

Contracts 468 

Franchise value 452 

Going value 457 

Goodwill 456 

Patents 468 

Water rights 469 

Intercompany commodity purchases 

Federal control 67? 

Payments for 648 
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941 


Intercompany commodity purchases (coni.) 
See also Holding companies, Holding 
’ company regulation 

Intercompany contracts 116 

Accounting services 120 

Advertising services tao 

American Telephone and Telegraph 

Co.’s contracts 120 

Appliance merchandising 119 

Benefits of 126 

Incidence of benefits 127 

Engineering and construction contracts 118 

Stone and Webster contract 118 

Fees and profits accruing from 121 

Engineering and construction fees 


Intercompany payments {continued) 

Problem of 641 

Purchase of materials and equipment 650 
Standards of reasonableness 643, 678 

Absence of fraud 643 

Cost of affiliated company 644, 678 

Value of the service 644 

State jurisdiction 642, 654 

See also Holding companies, Holding 
company regulation 
Intercorporate relations 

See holding companies, Holding com- 
pany regulation 

Interest during construction 449 

Interstate Commerce Commission 


Management fees 

122 

Depreciation policies 



Financial services 

120 

Functional depreciation 


480 

Legal services 

120 

Measurement of 


483 

Mechanism of control 

90 

Valuation practices 


511 

Management contracts 

117 

Depreciation 


480, 483 

Mutual and subsidiary service companies 

678 

Final-value figures 


512 

Organization of servicing 

121 

Land valuation 


438 

Policies of holding companies 

117 

Procedure in valuations 


420 

Purchasing contracts 

119 

Proposed definition of rate base 

514 

Regulation of ’ 

642 

Recapture-clause val nations 


513 

Commodity purchases 

648 

Reproduction cost, definition of 

418 

. Construction expenditures 

650 

Revisions of valuations 


512 

Equipment purchases 

650 

Unit costs 


427 

Managerial and supervision services 

647 

Valuation Act of 1913 


512 

Reasonableness of charges 

643 

Water rights 


472 

State control 

642 

Investment cost 


406 

Servicc-at-cost contracts 128, 645, 678 

Investment ratio, derivation of 


54 

Services performed 

117 

Test of operating ratio 


54 

See also Holding companies, Holding 





company regulation 


James, J. A. 


802 

atercompany fee.s^ and profits 

121 

Judicial review 



Aggregate of profits from 

125 

Conditions antecedent to 


200 

Appliance mcrchandi.sing 

123 

Criticisms of 


204, 555 

Engineering and construction income 

122 

Evolution of the right of 


197 

Excessive fees 125, 

145 

Jurisdiction of state courts 


209 

Financial services 

123 

Procedure of 


199 

Electric Bond & Share Co. charges 

124 

Rate cases 



Legal services 

123 

Affirmance of commission 

380, 384, 386, 

Management services 

122 

392, 

393> 

394. 395 

Per diem charges 

124 

Delays in 


555 

Source of holding company income 

137 

Limited to confiscation iss 

lie 

393. 394. 

See also Holding companies, Flolding 




395. 397 

company regulation 


Reversals of commissions 

385, 

387. 389. 

ntercompany loans 



391. 

392, 395 

Borrowings from affiliates 

652 

Scope of 

201, 

393. 394. 

Commission lurisdiction 

215 



395. 397 


Federal control 
Loans by utilities 
Use by holding companies 
See also Holding companies, Holding 
company control 
Intercompany payments 


671 Judiciary 

651 Inadequacies for utility control 

134 Regulation on common-law basis 

Strategic roles in regulation 
See also Judicial review 
Jurisdiction 


170 

170 

196 


Adoption of cost principle 

645 

Federal 


Commission regulations 

646 » 

^ Commerce power 

154 

Commodity purchases 

648, 678 

Federal powers 

154 

Construction expenditures 

650, 678 

Tax power 

155 

Dividend payments 

651, 680 

Federal v. state 

149, 156 

Federal supervision 

678 

Natural gas 

160 

Managerial and supervision fees 

647. 678 

Railroad regulation 

157 



94 ^ 

Jurisdiction (continued) 

Recent federal legislation 
Taxation by the states 
State 

Police power 
Use of compact power 
Justin, J. DeW. 

LaFoIlette, R. M., Sr. 
LaFollette Antimerger Act 
Lamar, J. R. 

Land 

Fair value 

Market-value rule 


SUBJECT INDEX 

Market value of securities, Smyth v. Amies 


166 

rule 373, 375, 

398 

164 

Marks, L. S. 4/ 

b 51 


Mason, E. S. 

509 

152 

Massachusetts’ rate control 


152 

Economic validity of 

510 

46-48, 51 

Procedure in regulating rates 

509 

Prudent-investment principles and 

506 

683 

Security regulation and 

510 

Mathews, G. C. 

710 


t rejected 


14 

381 
382, 398 
381 
430 

430 


Reproduction 
Original cost. 

Difficulties of 
Legal status 43 * 

Meaning of 43° 

Present market value 43^ 

Criticisms of 438 

Legal status 432, 439 

Measurement of 432 

Natural-gas lands 434 

Rejection of market value 435 

Use of book cost 435 

Theoretical basis of 437 

Reproduction cost 432 

Valuation of 430 

Lease of utility assets 213 

Legal expense 446 

Legislature 

Direct regulation by 171 

Defects of 172 

Franchise provi.sions 171 

Granger legislation 172 

Incorporation acts 17 1 

Discretion in rate regulation 393'397 

Source of regulatory power and policy 176 
Lerner, A, P. 586 

Life tables for depreciation 480 

Lilienthal, D. E. 629, 864 

Load factor 

Discount 344, 346 

“Load-factor” rates 339 

Loans 

See Holding companies, Holding com- 
pany regulation. Intercompany loans 
Lobbying activities, federal regulation of 681 
Local consents • 228 

McDiarmid, F. J. 840 

McKenna, j. 4, 16, 387 

McReynolds, J. C. 383, 385, 460, 482, 
513. 5^7. 577. 604, 632 

Maltbie, M. R. 

Maltbie, W. H. 

Managerial and supervision contracts 


350 

419 


Mavor, J. 

Maximum profit for utility 

Alternative to present fair value 
Laissez-faire policy 
Objections to proposal 
May, C. O. 

Means, G. C. 

Meat packing, wage control denied 
Mergers 

Early combination movements 
Federal Power Commission’s jurisdiction 778 
Growth of holding companiei 
Security regulation and 
Standards for security issues 
State commission jurisdiction 
See also Acquisition of utility assets, Ac- 
quisition of utility securities, Hold- • 
ing companies, Holding company 
regulation 

Mervine, W. G. 46-48, 51 

Metcalf, L. 460 

Mever, B. H. 512, 513 

Milk 

Price control upheld ii 

New York Milk Control ^ct ii 

Minimum bills 

Electric 336, 338, 342, 

343, 344, 345 


805 

588 

588 

589 
486 
720 


62 


691 

705 

213 


Gas 

Mitchell, S. Z. ^ 

Monroe, W. B. 

Montgomery, R. H. 

Montreal Light, Heat & Power Co. 
Moody, \V. H. 

Morgan, A. E. 

Morgan, FI. A. 

Municipal electric service 
Administration of finances 
Advantages of 
Beginnings of 

Competition with private utilities 
Costs 

Depreciation policy 
Disestablishment of 
Establishment of 
Financing of 
Management of 
Price policy 
Rates 


Fees 

647 

Regulation of 

Federal supervision 

678 

Relations with other utilities 

State control of 

642 

Requisites for success 

Marginal costs and utility rates 

321 

Success of 

Marginal revenue and utility rates 

320 

Financial record 


356, 357 
67 
802 
587, 831 
840 
380 
864 
864 
821 

826 

838 

821 
840 

839 

827 

822 
825, 843 

826, 838, 841, 843 
838, 840 
829, 832, 838, 840 
828, 829, 843 
831 

843 
831 
838 
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Municipal electric service {continued) 


Number of plants 

832 

P,ptes charged 

832 

Taxation of 

827, 836 

Weaknesses of 

841 

Westmount municipal plant 

840 

Municipal franchises 

218 

Characteristics of 

218 

Expiration of 

222 

Local consents 

228 

Regulatory features of 

222 

Location of facilities 

224 

Rates and charges 

224 

Relation to state regulation 

222 

Service provisions 

226 

Taxes and other compensation 

228 

Term of 

219 

Indeterminate 

221 

Long-term 

219 

Perpetual 

219 

Short-term 

220 


Transfer of 227 

Municipal regulation 194 

Jurisdiction of municipality 194 

Relation of municipality to utility *194 

State regulation v. "home rule” 195 

Murray and Flood report 805 

Nash, L. R. 54, 461, 506 

National Association of Railroad and Util- 


ity Commissioners 


Scrvicc-lifc depreciation approved 

483 

Uniform systems of accounts 

775 

Utility propaganda and 

National Electric Light Association 

791 

Membership 

789 

Revenue 

789 

Propaganda work 787, 788, 792 

Natural gas 


Sec Gas utilities 


Natural Gas Ac? of iq?,8 


Control over interstate transmission 

166 

Federal Power Commission’s jurisdiction 760 

Scope of regulation 

770 

Navigable water's, federal jurisdiction and 761 

New York State I’owcr Authority 49, 

50, 841 

Nida, W. L. 

803 

No-par stock, evils of 

719 

Objective rates 

351 

Obligations of utility 

740 

Adequacy of service 

742 

Duty to ser ve 

740 

Efficiency in service 

742 

Non -d iscri m ina tory service 

742 

Safety of service 

Obsolescence 

742 

See Depreciation 

Officers, common, and control 

90, 778 

Olds, L. 

880 

Olson, L. H. 

561 

•Ontario Hydi'o-Electric Commission 

805, 840 

Rural electrification 

847 


Operating expenses 

Budget regulation 215, 217 


Smyth V. Ames rule 

373, 

377 

See also Expenses regulation 

Operating ratio 

Comparative ratios 


57 

Relation to investment ratio 


54 

Optional rates 

348, 355 

Organization costs 


445 

Organization of utilities 

Early combination movements 


62 

Forms of organization 


61 

Corporations 


61 

Partnerships 


62 

Proprietorships 


62 

Voting trusts 


61 

Holding companies 


64 

Operating companies 


62 

Original cost 

Ascertainment of 


407 

Estimates of 


408 

Inclusions and exclusions 


409 

Obstacles and problems in 


412 

Procedures followed 


407 

Base for depreciation 


261 

Definitions of 

404, 

406 

Book cost 


404 

Cost of existing property 


404 

Cost of original property , 


404 

Cost to whom 


405 

Quantitative considerations 


405 

Judgment regarding 


412 

Acl vantages of 


413 

Disadvantages of 


414 

Land 


430 

Acceptance for natural-gas lands 


435 

Appropriateness of 


436 

Difficulties in use 


431 

Legal status of 


431 

Meaning of 


430 

Nature of 


404 

Present value and 


379 

Related terms distinguished 


406 

Historical cost 


406 

Investment cost 


406 

Prudent investment 


406 

Smyth v. Ames rule 373, 

374. 

398 

Ottawa Electric Co. 


840 

Output costs 


331 

Overhead costs 

Administration expenses 


446 

Blanket allowances for 


452 

Contingencies and omissions 


442 

Contractor’s profit 


442 

Determination of 


440 

Alternative procedures 


441 

Base for 


441 

Percentage allowances 


441 

Engineering and supervision 


443 

’ Financing costs 


448 

General expenditures 


447 

Insurance and damages 


447 

Interest during construction 


449 

Legal expenses 


446 
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Overhead costs {continued) 

Nature of 
Organization costs 
Promotion 

Propriety of inclusion 
Reproduction-cost appraisal 
Taxes during construction 

Patents, status in rate cases 
Peckham, R. W. 

Pegrum, D. F. 

Pennell, W. A. 

People’s utility districts 
See Utility districts 
Pitney, M. 

Police power 

Basis for regulation 
Relation to “Sue process” 
Limitations on 
Political activities 
Federal regulation of 
Lobbying 

Opposition to public ownership 
Public relations and 
State regulation of 
Power factor, electric rates and 
Power policy 

See Federal power policy 
Power program. 

See Federal power program 
Power projects 

See Federal power projects 
Preferred stock 
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Present fair value {continued) 

439 Condemnation analogy and 

445 Critique of , 

444 Administrative inadequacies 

440 Attraction of capital 

439 Changing price levels 

447 Competitive prices and present value 

Conclusions regarding 

468 Condemnation analogy fallacious 

380 Contradictory findings 

580 Criteria of effective rate control 

805 Economic criticisms 

Effect on commissions 
Financial unsoundness 
247 Judicial review 

Legal theory of rate regulation 
283 Managerial efficiency discouraged 

8-10 Multiplication of evidence 

5-10 Nature of the evidence 

Rate of return improper 

[, 810 Tentative conclusions regarding judi- 

809 cial fair value 

81 1 Theoretical criticisms 

809 Theoretical weaknesses of reproduc- 

810 • tion cost 

;, 347 Uniform return policy 

Depreciation deduction 
Developments prior to 1916 
Emphasis on present values 378, 

Expei'ience preferred to estimates 
Claims discredited by experience 
Formulas not controlling 
Franchise values 


Dividend arrearages 


716 

Judicial concepts of 


Permissible type of security 


701 

Land’s fair value 


Proportion of, and cost of capital 


541 

Origins in Smyth v. Ames^ 


Public policy regarding use 


717 

Present condition of property 

380, 

Standards for 

7H> 

718 

Rate of return and 

380, 

Occasions for use 


714 

Reinvested earnings 


Protection against creation of 

prior 


Smyth v. Ames rule 


claims 


718 

Analysis of ® 


Protection from coercion 


718 

Background of 


Protection of capital cushion 


718 

Conclusions regarding 


Significance of preferences 


715 

Modifications in original rule 

Voting rights 


718 

No definite formulas 

381, 

Prendergast, W. A. 

438, 509 

Present status of the rule 

Present fair value 



Protection of property, not 

value 

Alternatives to 


565 

Critical appraisal of 

378, 


See also Increment-cost pricing, Max- 
imum profit for utility. Prudent 
investment, »Prudent investment 
modified. Rate regulation (Alter- 
native policies of control), Re- 
•production-cost base, Washing- 
ton plan 

B'ase for depreciation 
Changing price levels 

Emphasis on present prices 
Emphasis on present values 
Percentage adjustment 
Present prices not allowed for 
Price indices disapproved 
Reproduction cost not identic with 
Significance of 1923 decisions 


Confusion in condemnation 


lal- 


554 

557 

560 
549 
562 

549 

554 
545 

557 

555 

558 
555 

548 

561 

500 

550 

558 

545 

548 

551 

559 

380 

378 
383 

394 

395 

381 

379 

370 
38.1 

371 
398 
524 
389 

373 

374 

371 

397 

398 
398 

397 

398 

399 

401 


262, 


391. 

378, 


392 

382 

398 

383, 

584' 

385 

395 

386 
388 


Failure to recognize special status 

of utilities 402 

Inappropriate for commissions 399 

Logical inconsistencies 402 

Origins of the rule 399 

Interpretations of 373 

Synthesis of elements into fair value 500 
Commissions’ practices 503 

Common procedure 503 

Standards for the rate base 504 

Fair-value states 504 

Interstate Commerce Commis- 
sion 51 1* 

Massachusetts’ practice 506 
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Present fair value {continued) 

Prudent-investment states 
•Conclusions regarding 
Federal judiciary 
Absence of formula 
A judgment concept 
Not identic with original cost 
Not identic with reproduction cost 
Principal evidence received 
Test of constitutionally valid rates 
See also Original cost, Rate of return, 
Reproduction cost, Valuation 
Present market value 
See Land 
Present value 

Sec Present fair value 
Price indices condemned 
Price regulation 

Brandeis on legal basis of 
Employment agencies 
Fire insurance 
Grain elevators 
Milk 

Price V. other controls 7, 1 

Validity of distinction denied 8, 9, 1I. 
Public utility concept as test of constitu- 
^ tionality 

Public V. private businesses 
Railroads 

Theater ticket brokers 
Wages in meat packing 
Prices 


Propaganda by utilities {continued) 

Defense of capitalizations and rates 785 
Defense of the holding company 
Market for securities 
Opposition to public ownership 
Political advantages 
Preservation of American institutions 786 
Using and saving state regulation 785 
Organizations participating in 787 

American Electric Railway Associa- 
tion 787 

American Gas Association 788 

Holding and operating companies 790 
Joint Committee of the National Util- 
ity Associations 

National Electric Light Association 
Non-utility organizations-. 

Public Relations National Section 
Public Utilities Information Bureaus 
Propaganda activities 
Advertising expenditures 
Customer ownership 
Pamphlet materials 
Platform and speeches 
Political activities 
Press and newspaper men 
Schools 
Scope of 

Subsidized publications 
Textbook revision 
Universities and colleges 
Property, status of, in valuations 


784 

784 

783 

786 


787 

787 
791 

788 

789 

791 

793 

807 

800 

806 


792, 814 
799 
791 
804 
801 
796 


Actual prices 

428 

Property abandoned 

425 

Average prices 

429 

Property acquired without cost 

423 

Split-inventory prices 

429 

Property for future use 

425 

Spot prices * 

428 

Property not owned 

424 

Trend prices 

See also Unit Costs 

429 

Property not used 

Prudent investment 

426 


Pricing policies 

Average price and total costs 320 

Functions of^rice 319 

General characteristics of 319 

Optimum investments for utility and for 

community 322 

Optimum prices for utility and for com- 
munity 320 

Prices and costs for different categories 

of service 323 

See also Costs for utility services, Elec- 
tric rates, Gas rates, Rate structures. 
Telephone rates, Transit rates, Wa- 
ter rates 

Promotion 444 

Promotional rates 

Electric utilities 350 

Water utilities 360 

Propaganda by utilities 

Character and content of 81 1 

Control of 815 

Federal Trade Commission’s investiga- 
tion 782 

^ Judgment regarding 812 

Objectives of 783 

Better public relations 783 


Accounting for capital changes 568 

Advantages of 571 

Administrative simplicity 573 

Encouragement to investment 573 

Financial soundness 572 

Practicability 573 

Protection of consumers’ interests 572 
Protection of investors’ expectations 572 
Theoretical validity 571 

Applications of 579 

California 579 

Federal Water Power Act 581 

Development of program 5^5 

Disadvantages and weaknesses of 574 

Connotations of “prudent” 577 

Constitutionality 574 

Difficulties in attracting capital 578 

Incentives to efficiency 579 

Earnings-equalization reserve 571 

Fair return and rate of return 569 

Initial valuation 568 

Tvlassachusetts statement of 566 

Original cost distinguished 406 

Prescription of rates 570 

Principle of 566 

Proposed New York bill 567 
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Prudent investment {continued) 

Rate base 

Prudent investment modified 

Administration of utility’s income 
Alternative to present fair value 
Guiding principles 
Merits of the plan 
Objections to the plan 
Rate adjustments 
Rate base 
Rate of return 
Public businesses 

S>ce Price regulation, Public utility con- 
cept, Public utility status 
Public obligations of utilities 
Public ownership 
Advantages of. 

Costs 839, 846, 852, 

873, 886, 

Criticisms of 841, 

Electric utilities 

Electric cooperatives 
Extent of 

Federal power projects 
Municipal electric service 
Rural Electrification Administration 
Utility districts 

Establishment and disestablishment 

844. 

Extent of 

Electric utilities 
Gas utilities 
Street railways 
Water service 
Financial administration 826, 874, 
Financing of 825, 843, 845, 

848, 849, 854; 


Management of 

Political opposition to 
Propaganda against 
Rates and pricing policies 

Regulation of 
Rural electrification 
Success of 


826, 838, 

843. 845. 


838, 840, 
8733 878, 
828, 829, 


813, 831, 836, 
84^ 854, 855, 
827, 836, 


Taxation of 
Water supply systems 
Weaknesses of 
See also Electric cdbperatives, Federal 
power projects. Municipal electric 
service. Rural Electrification Ad- 
ministration, Utility districts 
Public relations 

Importance to utilities 
See also Propaganda by utilities 
Public service commissions 
See Commissions 

Public utilities, economic characteristics of 
Public Utilities Information Bureaus 
Financing of 
Functions of 


Public utilities commissions 
See Commissions 

Public utility • 

Definition of i, 2:3 

Designation of i 

Characteristics of i 

Public Utility Act of 1935 
Accounts and reports 663 

Acquisitions of securities and assets 664, 778 

Affiliate defined 663 

Elimination of abuses by the “control” 680 

Exemptions 659 

Intercompany loans 671 

Judicial review under 201 

Jurisdiction of Securities and Exchange 


Commission 
Objectives of 
Registration 

Sale of utility securities and assets 
Security issues 

Standards for securities 
Service, sales and construction contracts 678 
Simplification and integration 671 

Public utility concept 

Bafls of state regulation 1-22, 152 

Brandeis on origins and validity 10 

Constitutional test for price controls 
Development by Supreme Court 
Extension of Munn v. Illinois 
Holmes’ dissent from 
Lord Hale’s concept 
McKenna’s concept 
Nature of business and 
Origins in Munn v. Illinois 
Restrictive of state control 
Roberts’ application to conii?etitive busi- 
ness 

Stone’s concept of 
Taft’s classification 
Theories re basis of public interest 
All-inclusive-police power flicory 
Constructive grant theory 
Economic theories 
Governmental function theory 
Holding out theory 
Implied contract theory 
Legal theories 
Monopoly 

Social disadvantage theory 
Waite’s formulation of 
See also Price regulation, Public utility 
status 

Public Utility Holding Company Act 
See Public Utility Act of 1935 
'Mblic utility status 
Brandeis on 10, 

Businesses exempted from regulation 
Businesses subjected to regulation 
, Criteria for government control 
General considerations 
Inconclusive criteria 
Positive criteria 

Economic realities and 3j 5, 8, 


655 

656 

657 
669 
692 
708 


7-10, 

2-13 


2-3 

4-5 


2-3 

5-10 


16 

15 

17 

16 


i6, 17 
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Public utility status (continued) 


Rate of return (continued) 


Employment agencies exempt 

8 

Factors influencing investors 538, 

540 

Fife insurance upheld 

4 

Financing costs 

539 

Ice manufacture exempt 

9 

Importance of 

535 

Legislative action inconclusive 

19 

Revenue requirements 

536 

Milk, upheld 

II 

Principles governing 

523 

Nature of business and 

4, 19 

Attraction of capital 

525 

No closed category 

5> 19 

Blueficld rule 

524 

Public V. private businesses 

9, 10 

Comparisons with other undertak- 


Roberts on 

12, l8 

ings 

526 

Stone on 

8, 9, 17, 18 

Cost of capital 529, 

544 

See also Public utility concept, Price reg- 

Dividend policy 

533 

Illation 


Financial and economic conditions 

527 

Purchase of utility assets, Federal Power 

Financial history 

532 

Commission’s jurisdiction 

778 

Financial policy and structure 

531 

Pyramiding 


Analysis of 

524 

Actual earnings of 

79 

Judicial and regulatory oHjectives 

523 

Actual pyramids 

78 

Management’s competence 

532 

Effects on consumers 

144 

Risk 

530 

Effects on investors 

75. 115 

Rates approved in 358 cases 

534 

Electric Bond & Share Co. 

82 

Reasonable rate 


Hypothetical pyramid 

74 

Concept of 

520 

Illustration of 

76 

Regulatory aim 518, 

523 

Principles of 


Regulatory procedure 

533 

Pyramiding of control 

7?. 89 

Significance of 

516 

Pyramiding of earnings 

75 

Uneconomic capital structures 

543 

« 


Unreasonable capital costs 

544 

Railroads, rate regulation of 

4 

Rate regulation 


Rate base 


Alternative policies of control 


See Accrued depreciation, Int: 

ingibles. 

Avoidance of discrimination 

31 1 , 

Land, Original cost. Overhead 

Competition 

312 ■ j 

costs, Present fair value. 

Prudent 

Cooperatives 

313 ! 

investment. Reproduction cost 

Fair return on fair value 

314 ' 

Rate making, rule of 

513. 514 

Government participation in manage- 


Rate of return 


ment 

313 

Allowance for*going value 

464, 467 

Regulation by statute and franchise 

314 i 

Commission problems 

518 

Unregulated monopoly 

312 

Concepts of 

520 

Charters, franchises and contracts 

299 

Confiscatory rate 

521 

Commissions’ powers and jurisdiction 

21 1 

Judicial concept 

520 

Delegation of powers 

288 

Nonrcasonable and nonconfiscatory 

Limitation to statutory powers 

289 

rates 

522 

Responsibilities witli respect to rates 

, 289 

Reasonable rate 

520 

Constitutionality 


Regulatory concept 

520 

Legislative power 

283 

Confiscatory rate 


Present fair value test 

373 

Concept of 

387, 521 

Tests in early cases 

370 

Judicial concern with 

518, 523 

Content of 

282 

Definition of 

516 

Criteria of effective control 

545 

Denial of fair return 

543 

Administrative efficiency 

547 

Depression problems 

544 

Attraction of capital 

546 

Difficulties concerning 

518 

Availability of service 

547 . 

Economic constituents of 

517 

Economy 

547 

Eiconomic rate 

518 

Equity 

546 

Economic v. legal race 

518 

Quality of service 

547 

Inability to earn full return 

543 

Determinants of reasonable rates 

290 

Indeterminate capital costs 

542 

Character of service 

293 

Judicial problem of 

518 

Comparisons with other utilities 

293 

Legal rate 

518 

Competitive conditions 

293 r 

Nonconfiscatory return 

380 < 

. Corporate orgainzation and ownershi] 

P 296 

Objective tlata 

535 

Cost of service 

290 

Attraction of capita! 

537 

Economic conditions 

294 S 

, Availability of 

535 

History of the utility 

295 

Balanced capital structure 

538 

Location of the utility 

295 

Capital structure 

541 

Patrons’ wishes 

296 
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Rate regulation {continued) 

Rates formerly in effect 
Value of service 
Fair return 
Constituents of 
Relation to utility’s income 
Legal basis for 

Choice of form of regulation 
Federal jiirisdiction 
Limitations on a state’s power 
Police ptrwer 
State legislature’s power 
Legal theory of 
Maximum rate laws 
Maximum rates 
Minimum rates 
Necessity for • 

Dual problem of 
Legislative function 
Procedure in rate cases 
Changes by commission order 
Changes on company initiative 
Formal procedure 
Posted rates 
Statutory provisions 
Rate structures and schedules 
Service-at-cost franchises 
Temporary rates 
Washington plan 
See also Alternatives to present fair 
value, Expenses regulation, Present 
fair value, Pricing policies, Rate of 
return 

Rate structures 

Commission jurisdiction 333 

Fair rates 333 

Unjustified discrimination 333 

Differential charging, economics of 331 

Minimum bills 336, 338, 342, 356 

Objective rates 348 

Optional rates 348, 355 

Promotional rates 350 

Sales and revenues by classes of consum- 
ers for electric utilities 324 

See also Costs for utility services. Elec- 
tric rates, Gas rates, Pricing poli- 
cies, Telephone rates, Transit rates, 
Water rates 
Rates and charges 

Franchise provisions relating to 224 

Manufactured gas * 27 

Sliding-scaie rates 213 

See also 'Rate regulation, Rate structures 
Receivership and reorganization 


Commission jurisdiction 

213. 677 

Growth of holding company assets 

93 

Security regulation 

. 691 

Registration of holding companies 


Disabilities of unregistered companies 657 

Exemptions 

^59 

Registration statement 

658 

Requirement of registration 

657 

Regulation 


Financing by assessmeni 

183 


Regulation {continued) 

Franchise provision for 222 

Granger movement and , 2 

Historical development 150, 168 

Commission regulation 173 

Pre-commission regulation 16S 

Competition 168 

Judicial common-law regulation 170 
Legislative control 171 

Instruments of 168 

See also Commissions, Judiciary, Leg- 
islature, Municipal regulation 
Legal basis of 151 

Purposes of 149 

Scope of 150 

See also Expenses regulation, Flolding 
company regulation. Jurisdiction, 

Rate regulation. Security regulation. 
Service regulation 

Reinsch, P. S. 803 

Reinvested earnings, status in rate cases 

389. 423 

Renewal method 
See Depreciation 
Reorfanization 

See Receivership and reorganization 
Replacement cost, base for depreciation 261 

Reproduction cost 

Assumptions 416 

Identical or substitute plant 416 

New or present condition 420 

Original or current methods 419 

Piecemeal or coordinated construction 419 
Present or original conditions 418 


Changing prices 

383' 

Deductions from gross valire 

474 

See also Accrued depreciation 

Definition of 

420 

Depreciation deduction 

474 

See also Accrued depreciation 

Intangible values « 

45-2 

See also Intangible values 

Inventory 

421 

Form of 

422 

Preparation of 

421 

Substance of 

422 

Land valuation 381, 

430, 432 

See also Land 

Method of procedure 

416 

Overhead costs 

439 

See also Overhead costs 

Physical property other than land 

421 

Final appraisal figure 

430 

Inventory 

42t 

Unit costs 

426 


Relation to present fair value 385, 386, 
387. 391 

Reproduction cost less depreciation 499 

Smyth v. Ames rule 373, 377, 398 

Theoretical weaknesses of 551 

Working capital 495 

See also Working capital 
Reproduction-cost base 581’’ 

Approximation to competitive prices 581 
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296 


315 

314 

283 

284 
288 
284 

283 

284 
548 

298 
296 

296 

282 

283 
283 

308 
310 

309 

308 

309 

309 

297 
234, 236 

299 
235> 236 
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Reproduction-cost base (continued) 



Securities (continued^ 


Changing conditions of cost 


583 

Disposal of 

III 

Disiul vantages of 


585 

Customer-ownership campaigns 

112 

Equality for regulated and unregulated 


Sales by holding companies 

112 

properties 


584 

Sales to officers and employees 

112 

Stable purchasing power return 


584 

Underwriting by affiliates 

III, 114 

See also Reproduction cost 



Use of rights and options 

112 

Reproduction cost less depreciation 



Market manipulations 

112, 146 

Deduction of depreciation 


380 

Cities Service Co. 

113 

Present value not identic with 


387 

Middle West Utilities Co. 

113 

See also Reproduction cost 



See also Bonds, Certificates of indebted- 

Reproduction cost new 



ness, Collateral trust bonds, Com- 

See Reproduction cost 



mon stocks, Debentures, Preferred 

Reserve methods 



stocks. Security regulation 


See Depreciation 



Securities Act of 1933 

693 

Responsibilities in regulation, state 

and 


Securities and Exchange Commission 


federal 


149 

Jurisdiction over utility secujities 

693 

Retirement-expense method 



Common-stock standards 

719 

See Depreciation 



Competitive bidding required 

733 

Retirement-of-debt depreciation 



Cushion theory 

728 

See Depreciation 



Earnings test for securities 

725 

Revenues of utilities 



Economy in raising capital 

729 

Holding companies 


128 

Exemptions 

706 

Investment-ratio test 


54 

Investment capitalizations 

724 

Manufactured gas 


■ 28 

Preferred dividend arrearages 

716 

Operating ratio defined 


54 

Preferred-stock standards 

714 

Stability of earnings 


55 

Simplified capital structures 

723 

Statistics of earnings 


55 

Standards for bond issues 

708 

Turnover of capital and net worth 


53 

Regulation of holding companies 

655 

Ripley, W. Z. 


802 

Sec also Holding company regulation 

Risk and rate of return 

517, 

520 

Securities Exchange Act of 1934 

693 

Roberts, 0. J. lo, i8, 22, 

396, 

866 

Security acquisitions 


Rogers, Will 


807 

Federal regulation 

664 

Roosevelt, F. D. 


864 

Acquisitions by issuer 

669 

Roosevelt, T. 


858 

Commission approval 

666 

Rural electrification 



Exemptions 

665 

Achievements in 


854 

Statutory prohibitions 

664 

Benefits from 


855 

State control of 

638 

Electrification of farms 


854 

Security regulation 


Federal program 

35. 847 

Amount of issue 

691 

•Problem of ^ 


847 

Exemptions 

690, 706 

Reductions in cost 


852 

Capital requirements of utilities 

45, 686 

See also Electric cooperatives, ! 

Rural 


Securities issued by utilities 

687 

Electrification Administration 



Federal control 

692 

Rural Electrification Administration 


847 

Federal Power Commission 

693. 779 

Achievements of 


854 

Nature of regulatory problem 

694 

Cooperatives 


849 

Public Utility Act of 1935 

693 

Electrification 


854 

Securities and Exchange Commission 693 

Enabling legislation for cooperatives 

850 

See also Federal Power Commission, 

Establishment of 


847 

Securities and Exchange Com- 

Financing 


848 

mission 


Loans 846, 849, 854 

Functioning of commission control 

704 

Principles of program 


848 

Balanced capital structure 

726 

Rates 


854 

Common-stock standards 

719 

Reductions in cost 


852 , 

Competitive bidding 

733 

Tennessee Valley Authority and 


871 

Cushion theory 

728 




Disclosure of essential data 

707 

Sale of utility assets 

213. 

778 

Earnings and capitalization 

725 

Sale of utility securities 


669 

, Economy in raising capital 

729 

Salvage value 



Exemptions 

706 

See Depreciation 



Investment capitalization 

724 

vSeattergood, E. F. 


49 

Preferred -stock standards 

714 

’'Securities 



Relation of standards to occasion for 

Desirable types 


699 

control 

704 



950 

SUBJECT INDEX 


Security regulation {continued) 



Service regulation {continued) 


Simplified capital structure 


723 

Cardinal obligations of utilities 

740 

Standards for bond issues 


708 

Commission jurisdiction 21 1,, 

► 743 

Mergers and consolidations 


691 

Discrimination 742, 

757 

Nature of tlie problem 

689, 694 

Duty to serve 

740 



68S 

Enforcement of regulations 

752 

Objectives of 


683 

Grading service performance 

752 

Capital costs 


684 

Establishment of service 

753 

Capitalization and rates 


683 

Extensions 

754 

Massachusetts’ experience 

509. 

, 511 

Franchise provisions 

226 

Capitalization and service 


684 

Necessity for supervision 

743 

Future availabilitv of capital 


685 

Rules and regulations 

754 

Publicity 


685 

Safety of service 

742 

Relation to other controls 


683 

Scope of regulations 

740 

Supervision of capital expenditures 

685 

Service standards 

744 

Procedure in 


690 

Electric utilities 

744 

Purposes of segarity issues 


690 

Accidents 

746 

Reorganizations 


691 

General provisions 

744 

Standards for 


694 

Information to customers 

746 

Additional issues 


705 

■ Meters and measurements 

744 

Amount of issue 


703 

Operations and maintenance 

744 

Desirable tvpes of securities 


699 

Rules and regulations 

746 

Earning capacity 695, 709, 

725 

Voltage and frequency 

745 

Mergers 


705 

Gas utilities 

746 

New corporation’s issues 


705 

• General provisions 

746 

Purposes for issue 


701 

Heating-value v. volumetric stand- 


Reasonable capital structure 


698 

ards 

74S 

Reasonable total capitalization 


695 

Qualitative standards 

747 

Refunding operations 


705 

Pressure 

748 

Relation to occasion for control 


704 

Purity requirements 

748 

Terms of issue 


704 

Testing equipment 

747 

Voting rights 


704 

Street railway service 

751 

State control 


689 

Telephone utilities 

748 

Appraisal of 


69a 

Elements of telephone service 

749 

Commission jurisdiction 

188, 

213, 

Standards prescribed 

750 


215. 

689 

Water utilities 

751 

Historical concept of the problem 

689 

Pressure 

751 

State statutory provisions 


690 

Purity 

751 

Service-at'Cost franchises 


234 

Simplification and integration of holding- 


Advantages 


240 

company systems 


Characteristics of 


234 

Federal legislation ^ 

6fi 

Provisions 


236 

Integrated public utility systems 

671 

Amortization 


239 

Statutory and commission standards 

672 

Barometer funds 


238 

Reconstitution of holding companies 

675 

Expenses 


337 

Mandatory proceedings 

676 

Inappropriate provisions 


239 

Receiverships and reorganizations 

677 

Municipal purchase 


240 . 

Voluntary plans 

675 

Rate base 


236 

Simplification 

674 

Rate of return 


237 

Sinking-fund depreciation 


Revisions 


239 

See Depreciation 


Supervision and fegulation 


238 

Slattery, H. 848, 852, 855, 

859 

Weaknesses 


241 

Smith, F. L. 

803 

Service charge 


357 

Smith, N. L. 

516 

Service companies 



Smyth V. Ames rule 


Common officers and directors 

eiimi- 


See Present fair value 


nated 


680 

Spurr, H. C. 

419 

Federal control 


678 

Stanley, H. 

736 

Service-at-cost contracts 


678 

Step-meter rates 

336 

State regulation 


642 , 

Stevens, W. H. S. 

719 

Service life 


f 

Stewart, E. A. 

805 

Sec Depreciation 



Stock dividends 


Service regulation 



Accounting for 

135 

Abandonments 


755 

Source of holding company income 

134 

Adequacy of service 


742 

Use by holding companies 

109 
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Stock-market manipulations 

146 

Tennessee Valley Authority {continued) 


Stone, H. F. 8, g, 17, i8, 396, 527, 

550 

Economic soundness of program 

877 

Straight-line depreciation 


Financial and accounting policies 

874 

See Depreciation 


Flood control 

870 

Straight-line meter rates 335, 

361 

Interference with state regulation 

S81 

Street railways 


Loss of tax revenues 

881 

Decline after 1922 

37 

Market for power 

870 

Historical development 

35 

Navigation improvement 

870 

Operating and financial statistics 

36 

Operating results 

876 

Prospects for 

37 

Retail rates " 

873 

Service standards 

751 

Sales to industrial customers and utilities 871 

Technical beginnings 

35 
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Sutherland, G. 7, 8, 9, 10, 12, 14, 15, 
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Wholesale rates 
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Taft, W. H. 5, 6, 14 

. 15 

Tenth Amendment 

764 

Tax power 
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Theater ticket brokers, price control denied 

7 

Taxation. 


Therm-basis charges 

357 

Capital-stock taxes 

623 

Thompson, C. V. * 

807 

Considerations of policy 

621 

Three-part rates 

343 

Franchise provisions regarding 

228 

Tobacco warehousemen regulated 

13 

Franchise taxes 

623 

Transit rates 

367 

Incidence of utility taxes 

621 

Flat rates 

367 

Income and profits taxes 

622 

Transfers 

368 

Municipal taxation 

622 

Weekly pass 

368 

Sales taxes • 

623 

Zone systems 

368 

State jurisdiction 
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See also Costs for utility services. Pricing 


Taxes during construction 

447 

policies. Rate structures 


Taxi rates 

369 

Transportation Act of 1920 513, 

514 

Telephone rates 

3b3 

Troxel, C. E. 

592 

Directory listings 

367 

Trust Indenture Act of 1939 
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Equipment charges 

366 

Trustees for bond issues 

711 

Exchange rates 

363 

Tugvvell, R. G. 

rS 

Flat rates 

363 

“Turn-over” 


Measured service 

363 

Comparative figures 

57 

Service charges 

366 

Defined 

53 

Toll rates • 

366 

Statistics of 

53 

See also Costs for utility services, Rate 


Two-part rates 339, 356, 361 
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Beginnings 

38 

By affiliates 

114 

Development of service 

40 

Source of holding-company income 

138 

Organization of the industry 

38 

Use by holding companies 

114 

Service standards 

748 

Uniform system of accounts 


Statistics of growth 

40 

Balance-sheet accounts 

251 

Temporary rates 

299 

Characteristics of 

250 

Adverse decision by the New York court 

303 

Constitutionality of prescription 

247 

Basis for orders 

306 

Definitions 

250 

Case for 

299 

Development of 

249 

Commission jurisdiction 
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General instructions 

251 

Commission use of 

301 

Income accounts 

253 

Legal validity of 

304 

Original-cost rule • 

248 

Program for 

305 

Unit costs 


State legislation regarding 
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Compilation of 
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Tennessee Valley Authority 

863 

Composition of 

427 

Acquisitions of private properties 

881 

Reproduction-cost appraisal 
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Background of controversy 

863 

Types of 

428 

Competition with private companies 

877 

Actual prices 

428 

Constitutionality 

865 

Average prices 

429 

Construction program 

866 

Split-inventory prices 

429 

Costs and their allocation 

867* 

% Spot prices 

428 

Contracts with municipalities and co- 


Trend prices 

429 

operatives 
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Utility districts 


' Criticisms of 
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Achievements of 
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Distribution systems 

871 

Contracts for wholesale power 846, 873, 886 
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Financing of 
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Formation of 

844 

Legal powers of 
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Management 
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Nature of 

844 

Rates and charges 

873. 886 
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Commission valuations 

420 

Definitions 
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Judicial valuations 
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Land 
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See also Land 


Price-level changes 


Percentage adjustments 

384 

Split-invent®ry method 

384 

See also Original cost, Present fair value, 

Reproduction cost 


Valuation Act of 1913 

512 

Value of service 

291. 374 

Vanderblue, H. B. 

512 

Van Namce, G. R. 

438 

Voluntary association 


See Voting trust 


Voting power 


Common shares 

721 

Preferred stocks 

718 

Standard for security issue 

704 

Voting trusts 

61, 90 

Waite, M. R. 2, 

3, 4, 7, 15, 16 

Walsh, T. J. 
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Washington plan 

235. 585 

Water power 



See Federal power program. Federal 
Water Power Act of 1920 
Water rates 


Fire-protection service 362 


Water rates {continued) 

Flat rates 360 

Initial charges ^362 

Meter rates 361 

Two-part rates 361 

See also Costs for utility services, Pricing 
policies, Rate structures 
Water rights 

Commission treatment of 474 

Status in rate cases 469, 473 

Valuation of 470 

Water utilities 

Historical development 24 

Public ownership of 25, 816 

Service standards 751 

Statistics of 25 

Wells, H. G. 509 

Westmount municipal plant 840 

Wheat, C. I. 516 

Whitten, R. FI. 419, 506, 572 

Wilcox, D. F. 419, 306 

Working capital 

Determination of allowance 496 

Inclusion in rate base 496 

Nature and components of 495 

Sources of working funds 495 

Wright demand rates 
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Accounting problems 276 

Consequences of 143, 145, 147 

Estimates for holding-company systems 95 
Occasions for 97 
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Assignment of contracts 100 

Intercompany transfers 97 

Reappraisals of property ' 100 

Reorganizations 99 

Role of intermediaries loi 

Significance of 10 1 
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